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Preface 

Last three decades have witnessed several economi.; policy changes in Pak istan wi th for reaching 
consequences: 1970s faced a large-scale national iza[ion process encompassing trade, industry and 
financial sectors; 1980s wirnessed a beginning of its reversal in non-financi al sector; and last part of 
1930s and earl y 1990s saw a surge in economic measures including trade. f'i s<.:~11 and fi nancial reforms. 
Since then, n number of measures hnve b~en implemented, a;id would continue to be initiated in 
future. 

With this backdrop, there is a net:d to take srod: of measures undertaken so far; assess their usefulness 
in_tcrms of development of financial sector: analyze ti1eir impact on growth and welfare of the 
economy; and outline the fu tui:e direction of reforms. Such a task will be massive and complt:x; even 
so a beginning has to be made to trigger this process of assessmenr. With this i1bjecti ,·e at the 
forefront, Dr. Ishrat Husain , Governor, Stale Bank of Pakistan took.the ihitiati ve to undertake a 
comprehensive study. f i rst or its kind by SBP .. 

The ~tudy.rcv iews the process of financial sector reforms since 1990 and rocust:s on following 
objecu ves: 

I ) To high light the financial s£ructure nt the beginning of reform process: .. 
2) To make an inventory of financial reform measures during 1990s: 

3) To evi.Jluate the performance of banking institutions: 

4) To evaluate the performance of non-bank financial institutions: 

5 ) To evaluate the performance of financial markets; 

6) To <1nalyze the impact of reform mensures: and 

7) To suggest a direction for future re forms . 

Outline of the study closely follows above objectives. These objet:ti ves also set the nature 11f 

discussion in each t:hapter: descriptive (chapters: I and 2): c11wly1irnl (ch;1pters: 3. 4 :ind 5): am! o 
c.:0111 hi11atiu11 of analysis w1d synthesis (chapters: 6 and 7). Although. various altcrnati.,·c:- were 
possible. th:;: outline of the study was d 1osen for i ts simplic ity. It also enables 1hc rea<.Jer to connect 
various types and stages of reforms. almost automatically. 

uraft or this study was discussed in the Conference un Financ ial '>ysti..:111 orgai1lz.ccl by thi; Narion:il 
fnstitute n f Banking and Finance. Islamabad :H the Institute 1)f Bankers. Karachi <>n IS'h June 2002. 
Feedback from the partit:ipants have been int.urporated. where possible. in th is ,·crsmn. Procel!dings 
ut' the conference have been released separately by the nrganizt!r . 

It is hoped that this study will serve as the b.i~is fur charting the nature and c•rnr.!nt nf t'utun:~ r<::i'tJ rms 
in the financiul sector. In addition. it is likely Ln promote further rese:m.:h nm linly in the ar..:a or' 
financial senor reforms bu1 also the reforms in economic ;,nu .;1>eial -;ectors . 
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Executive Sununary 

Pre-reform Structure in 1990 
Financial landscilpe of the country was signitkantly altered in early 1970s with national ization of 
domestic banks and expansion of public sector development finance instir:utions. By the end of L 980s, 
it became quite clear that the national socio-econ'cimic objectives sought Lo be achieved by 
nationalization, were not being met. Instead, the pre-dominance of public sector in banking ~ind non­
bank financial institutions, coupled with the instruments of direct monetary control , were becoming 
increasingly responsible for financial inefficiency. crowding out of the private sector, dete1forating 
quality of assets and rising vulnerability of financia l insti tutions . 

DominarJce of public sec.tor financi:il institutions, at the end of FY90, was apparent wi th a share of 
93.8 percent in total assets. Similarly high shares existed for deposi ts, advances and investments. 
Within the banking sector, sh:.u·e of public sector was ·92.2 percent in tocal assets. while the rest 
belonged to foreign banks as domestic private banks did not exist at that time. Structure of non-bank 
financial institutions was more skewed with a hefty share of development finance insti tutions (al l in 
public sector) at 78.6 percent. Share of investment banks, leusing and rnodaraba compan ies remained 
small, despite their inception from eurly to mid 1980s. With these characteristics. fi nancial structure 
ar the end of FY90 did not provide a level playi ng field for compe[lcion and growth. 

Besides the uneven ownership of financial system towards the public sector, u senous distortion was 
being caused by the presence of National Savings Schemes. Relati vely higher returns on these 
schemes were causing dis-intermediation und worsening the crowding out of the private sector, 

. already squeezed under the system of financial repression exercised largely through direct monetary 
controls on the banking syscem. National economy was taking a double hit because of these schemes . 
First, domestic debt was mounting rapid ly, with rising servicing costs and second, the investment 
potential of the economy was being constrained due to misallocation of credit. 

Not only the financial system was becoming more stressful, supervisory system was also losing i ts 
effectiveness. SB P's role. as a central bank, had considerab ly been weakened due to the presence of 
Pakistan Banking Counc il (PBC), which acted as n holding company of nationalized commercial 
banks and also exercised supervisory control over them. Duplication of supervisory role was di luting 
SB P's enforcement of its regulations over naLionalized commercial banks. Not onl y the supervisory 
capabilities of SBP were becoming ineffecti ve. it was also not al lowed m formu lute and implement 
the monetary policy independentl y. In addiuun to this. non-bank fin:mcial institutions were 
practically unsupervised because of lack of autonomy and multiplicit:t of supervisury agencies O"ver 
them that included Corporate Law Authority, Monopoly Control A uthority Jnd Controller of Capitul 
Issues, all attached directly with the Ministry of rinance . 

Structure of fi nancial murkets wus Jetermined by the type an<.l size of its partic1pan1s. With the 
government as the main player in the arena, supported by the passive superv1sms and a few large­
sized nationali zed banks and DFrs, pri vate sector participants were only watching the mobi l ization of 
financial :suv ings from the households and consequent diversion to the government and priori ty 
sectors. T here were hardly any markets in the true sense of the word. i.e .. murkets where players· 
interaction resulted in pricing and clearing. Financial markets, after nationalization of commercial 
banks, were not equating the supply of funds accordi ng to their demand, rather a set of distonion:-. was 
being imposed through the system or financial repression chara1..:terized by credit rationing and other 
controls. 

The foreign exchange market was highly 1·egulaced by SBP through a system of exchange control over 
suppliers and users of foreign exchange. Oniy two of the several i'inancial markets that had 
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competitive characteristics were call money market and the market for corporate equities. However, 
the competitiveness of call money market was largely irrelevant for the financial and real sectors as a 
whole, because of their inabili ty to transmit interest rate signals due to tlie ·absen·ce of a proper · 
monetary transmission mechanism. At:tivities in the equity ·market were mainly confined to Karachi 
Stock Exchange with limited turnover of shares and marke t capitalization. Corporate debt market was 
almost non-existent except for a few bonds of public sector enterprises. Market of mutual funds was, 
consequently, also very limited. 

In short, the fin anc ial "structure at the end of 1980s was hardly conducive for meeting the growing 
financial needs of the economy. A lthough the nationalization of banks in early l 97Qs resulted in a 
rapid expansion of branch network within the country, the system of c redit ceilings , interest rate 
controls, subsidized loans, directed credits and h igh government borrowing both from banks and non-
banks (through n;;tional savings schemes) were adversely affecting the banking system. · 

·weaknesses in the supervisory system and lack of governance in state-owned instirutions were· 
worsening the quality of services being de livered. Ineffic iencies due to over-staffing and over0 • 

branching were continuously adding to the admini strative cost of pub lic sector institutions. Spread 
between lending and deposit rates was concealing the intermediation inefficiencies due to the system 
of caps and ceilings on interest rates. Data disclosure standa rds were not resulting in conveying full 
picture of fi nancial health of institu tions. In short. the financial health was deteriorating fast, but 
largely concealed in opaque balance sheets of banks and NBFis. 

Financial Sector Reforms During 1990s 
Realizing the inherent weaknesses of the financial s tructure that emerged after nationalization, 
governme nt initiated a broad based program of reforms in the financia l sector. Objectives of reforms 
were to c reate a leve l playing fi e ld for financial institutions and markets for instill ing competition. 
strengthening their governance and superv ision, and adopting a market-based indirect system of 
monetary. exchange and credi t management for better allocation of fi nancial resources. Refo rms 
covered seven important areas: fi nancial liberalization. institutional screngthening, domestic debt. 
monetary management, banking law, foreign exchange and capital market. · 

Banking sector was liberalized by permitting private banks to operate and compete with nationalized 
commercial banks. Competition was promoted by privatization of MCB and ABL. Init ially at the 
s tart of L 990s, te n new banks were permi tted to operate. of which eight started functioning. A couple 
of new banks joined bter in the private sec tor. Governanc'e of financial insti tutio ns was s trengthened 
by insertion of new sect ions in Banking Companies Ordinance. 1962. Loan recovery process was 
s treamlined by issuing clear guidelines for loan classification and requi iing banks to submit regular 
reports on recove ries. A number of stnte-owned banks and DFis were downsized and restructured 
through go lden h:mdshake and brarn.:h c losure programs in later ha lf of 1990s. Prudential measures -
wae strengthenec.' at the same time to ensure capi tal adequacy and disclosure of financial data 
reflecting true cor.di tions or banks. 

Several s teps were taken to enhance effectiveness of S BP: a Credit Informati on Bureau (ClB) was 
established to kee;:i credit records; an NBFis Regulation and Supervision Department was established 
that subsequently issued ·Rules of Business' to supervise them; autonomy was granted to SBP in 
mutters re lated to adminismHion and conduct of business. tha t was later expanded to.include 
formulat io n and implementatio n of monetary policy; regubtoty function of SEP was consolidated 
through d isso lution of Pakistan Bar.king Council; and supervisory role was fu1the r en hanced by 
pla..:ement l)f CAMELS and CAELS frameworks ~md extensive training of SBP officers on off-site 
sur\'ci ll:Jm.:e and on-site inspection. -
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Domestic debt management underwent one of the most significant reform processes during 1990s. A 
primary market of treasury bills was establ ished t~rough auctions that replaced earlier tap system. 
Secondary market activities were pro moted by replacing the discoum window wi th SBP 3-Day repo 
faci liLy. A system of approved dealers was establ ished to widen the participati on in auctions. A long­
term auctionable government paper was also introdui;ed in 3, 5 and 10-year maturities. Esrablishmem 
of a book-based system of government securities settlement greatly enhanced the volumes of repo 
transai;tions in the secondary market. An important step was also taken wi th regard to national savings 
schemes; Khas Deposit Certificates, with very high returns, were disrnntinued. 

Various monetary management measures were initiated to dismantle the system of fi nancial 
repression and establ ish a market-based median ism of monetary control. Bank-by-bank crediL 
ceilings were abol ished ;md replaced witln:redi t deposit ratio that too, ..yas subsequently removed. In 
addi tion to this, caps on lending rates of ban k~ and NBFis were eliminated to pave the way for 
i mplernentation of monetary policy indirectly through signals of liquidity and short-term interest rate 
changes . 

Banking laws also underwent signiticant changes during 1990s in order to provide a supponi vt: 
legislative framework for the reform process. Important amendments were made in all the relevant 
banking laws including SBP Act. 1956; Banking Companies Ordinance. 1962: 8;111ks 
(Nationalization) Act, 1974; and Banking Companies (Recovery of Loans. Advances, Credits and 
Finances) Act, l 997. The most important of these were the amendmen t in SBP Act. 1956 thm 
provided for its full operational autonomy in conjunction. with the dissolution of PBC in 1997. 

Another important set of reforms. related to exchange and payments, was initiuted in e:irly 1990s. and 
quickly resulted in promotion of bank intermed intion. encouragement of foreign investment. 
facilitation of forex transactions and enhancement of international trade. These steps in conjunction 
wi th capital market reforms helped in attracting foreign portfolio investment. Capirnl market ~aw an 
esrnblishment of a central depository for automated trading of corporate equities and bonds. Further 
measures included establ ishmer. t of credit rating agencies and transformation o f Corpor:.lle Law 
Authority into :.in independent Securities and Exchange Commission of Pakist::in. with full supervisory 
powers over capital market and non-bank financia l companies . 

Performance of Commercial Banks During 1990s 
Growth trend of commercial banks.during the decade seemed to indicate a structural break at the encl 
of 1997. Assets of banks grew from Rs 426 billion in l990. at a compound average growth rate nf 
17 .8 percent per annum, to Rs 1.339 bill ion in 1997. L:Her on. rnrnpound averuge growth slowed 
down to 7.0 percent per annum, with assets reaching Rs 1.641 bil lion at the end o f decade. Deposits 
of commerci al banks showed a similar trend dun . _ this period. Up to 1997. avcrnge annua l grriwrh 
rute was in double digit ( 17.9 percent), decelerating to a low sing le digit (5.6 percenll in the later 
period of the dct:ade. Deposi ts in terms ol' GDP.increased from .+I .+ percent in 1990 to .+5.7 percent 
111 1997. later erod ing to 4 l .6 percent in '2000. ' 

Evaluation of banks under the: CAMELS fra mework revealed important insights about their ~1>undness 
and vulnerabilities. Commercial bnnks. ror analytical purpose. were grouped into three categories: 
state-owned banks. private banks and foreign bunks. Performance of overall banking sector mi rrored 
that of the state-owned banks due to their hr ·e share jn total assets. Nevertheless-. the assets share or 
state-owned banks dedined drasticall y from 92.2 percent in 1·990 to 54.0 percent in '2000 (1fMCB :u1d 
ABL are excluded). T his development 1s a firm reflecuon nf growmg t:ornpet1non 1n the bankmg 
sector from new priv::ue banks th:i t did not exist in l990 . . 

Capitul erosion was witnessed in the state-owned banks. in terms. of capi tal to liabil i ty r:.ttll). :·or the 
first seven years of che dec:ide. C:ipital to liabili ty rallo was.at the lowesr :ev.el.in 19.9.7 when i.wo 
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large ba'nks suffered huge losses for two consecuti ve years. However, injection of capital by SBP in 
these banks improved their capital adequacy. Capital to risk-weighted assets ratio (CRWA) also 
increased from only 0.6 percent in 1997 to 9.5 percent in 2000, well above the minimum benchmark 
of 8 percent set by the Basel Committee. For the foreign banks, capital adequacy ratio remained very 
strong throughout the decade indicating their soundness; their CRWA ratio was 18.0 percent in 2000. 
Private banks, which commenced their operations in early 1990s, naturally experienced a decline in 
their capital to liabiliry ratio because of expansion of their deposits from nil position. Their CRWA 
ra tio also declined from 15.5 pen:ent in 1997 to 1 l. l percent in 2000, but remained comfortably above 
the mini mum required, indicating much better heal th than that of state-owned banks. Banking 
industry. as a whole had a CR WA ratio at l l.4 percent in 2000. 

Asset quality of state-owned banks had aeclined, both in terms of earning assets to total assets and 
NPLs to gross adv ~rnces during the decade. However, the deterioration was mostiy observed up to 
1997 .1 This is because of the reason that the most important set of banking reforms were undertaken 
late in the reform process -- mostly towards the end of 1997. Enhanced disclosure requ irements by 
SBP, with consolidated su pervisory powers after the dissolution of PBC in May 1997, forced the 
banks to reveal true pictures of their balance sheets by incorporating full provisioning. That alone 
resulted in ' reported ' increase in non-pe1forming loans that already existed but seldom declared as 
such. Furthermore, after che freezing of FCAs in May 1998, all banks faced depos it erosion, liquidi ty 
squeeze, liquidation of investment and consequent erosion of earning assets. 

Foreign banks again stand out as the best performers in terms of asset quality. Although they had 
experienced a sharp decline in the ratio of earning asse ts to total assets in l 999 in the aftermath of 
FCA freeze. they were successful in turning it around in 2000. Their NPLs to gross advances had not 
only remained stable since mid 1990s. these had actually declined from early 1990s. Private banks 
also remained in comparatively better position than state-owned banks, although their NPLs to gross 
advances had been rising since l 997 and compared poorly with those of foreign banks. 

Management soundness indicamrs revealed a mixed picture fo r state-owned as well as private banks. 
Expenditure to income ratio remained stubbornly high for state-owned banks during 1990s. even if 
the value for 1997 was ignored due to extraordinnry expenditure on golden hnndshake schemes. As 
discussed earlier. higher provisioni ng in these years was the prime reason behind this. This higher 
cosc is also depicted in rising trend of their interest rate spread. Private banks displayed a sharper 
rising trend :n expenditure ro in1.:ome ratio than those of state-owned banks. With the beuer quality 
assets. lower expenditure to im:ome ratio for fo reign banks was expected. Surprisingly, their interest 
rate spread had been higher than thm of state-owned banks. However, this was due more to the 
ine ffici encies of state-owned banks, than of foreign banks.~ Higher spread helped fo reign banks in 
earning above normal profits. while state-owned banks were primarily maintaining this to cover their 
inefficiency cost. 

Earnings :rnd pro ficability indic::uors of ~tate-owned banks showed sreep decline in 1996, 1997 and 
1999. due co losses suffered mainly by two of the large state-owned banks. However. this had been 
arrested after inJec1ions of capi tal in these b~nks by SBP. Although profitability remained positive for 
private banks. a declining trend was witnessed in these indi~ators. Similar trend existed for fore ign 
banks. with an accentuated dedi ne after l 998; this is undersrnndable due to larger exposure of foreign 
banks to FCAs. Indicarors of liquidity and sens itivi ty LO mnrket ri sks showed a dec li ning trend for all 
groups of banks, mainly due co the conscious policy of SBP in reducing SLR from 45 percent in 

1 
From 1hen:un. alihough 1he ratios incrcascu. ,igns •)f ;;1:ibiliz:uion hc~:irnc ,·isiblc :ilkr !9<J9. Furthermore. thi.; incrc:tse 

;houlJ he vu:wc<I in relation with im:rca>ing :"v.:us ;.>f SB P o n Je.::lanng true value of NPL, under strtcl supervision. 
! This is l.irgcly lluc IQ the tWO fJctor~ : bcucr cjualil)' i)f ;JSSCIS •Jf foreign i';tnk:;. anu preJom1n~nc.:e of FCAs in 1he1r deposits 
•.hat pay lower returns. 
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December 1992 to 15 percent in December 2000. However, ratio of liquid assets to total assets 
remained higher in case of foreign banks, showing their voluntary holding of excess government 
securities and comparati ve reluctance in undertaking credit ex tension. 

In terms of the health of the banking industry, very small improvements. or arrests in earlier declines. 
could be discerned in some of the CAMELS indicators after 1997. These improveme nts should be 
seen in the context of various negati ve factors that affected the banking ind ustry after l 997. While 
SBP in that year req uired banks to enhance capital adequacy. strengthen asset qual ity. improve 
management, increase earnings and reduce sensitivity to various market risks. the freezing of fore ign 
cu1Tency accounts in May 1998 instil led new pressures of weake;ning capital. deposil erosion, and dis­
intermediation in the financial system. Persisti ng environment of low economic growth had also 
added a dampener tO demand for credit, ::l l' ' ' at the same time the supply of the credit was negatively 
affected due to over-cautious attitude of banks .following the drive fo r accountabili ty and loan · 
recove1)' that began in October 1999 . 

Performance of NB Fis and CDNS During 1990s 
Assets of NBFis grew very rapid ly fro m Rs l33.9 billion in L990. at a rnmpound ~1verage growth ra te 
of 17 .3 percent per annum to Rs.+ I 0.3 billion in 1997. Growth trend reversed thereafter. with assl.!ts 
falling to Rs 35 l .7 bil lion in '.?.000 at an average rate of decline of 4.9 percent per annum. ln terms of 
GDP, assets ofNBFis increased from 15.6 percent in l990 to 16.7 percent in 1997 . bu t later declined 
to l l.O percent of GDP in 1000. The decade saw an upsu rge in mobilizatio n of funds chrough 
national saving schemes from Rs l 3 l.9 billion in l 990. (at a compound average growth rate of l 7 .0 
percent per annum) to Rs 633.8 billion in '.WOO. In terms of GDP. outstanding investment in NSS rose 
from 15.4 percent in the begi nning of decade to 19.9 percent al the end. The tremendous growth came 
at the back of very high returns on NSS. and resulted not only in mounting debt and servicing burden. 
but significant dis-intermediation in the financ ial system as well . 

Health of NBFis weakened rapidly during the d~cade mainly due to deteriorating management of 
DFis. Asset composition of these groups was ~1ltered signific:rncly during che decade. Share of DFls 
declined fro m 78.6 to 57.0 percent; investmem bnnks increased from l.8 to 12.0 percenc; le<isi ng 
companies from 4.7 to l l . l percent; modarabas from nil to .+.J percent: housiflg finance companies 
decli ned from l '.?..3 to 6.3 percenr: and mutual funds increased from 1.9 to 8.6 percent. Discount 
houses and venture capitnl compan ies consututed less than l percent towards the end nf decade . 

Declining health of DFis was visible from the begi nning of decade. Capitol co liability r:.tio not only 
declined continuously throughout the decade. it became negatwe as well during the last two years of 
the decade due to severe erosion of capital in some of the large DF!s. Poor asset qualicy. serious 
management problems. low earnings and profitabilicy, .111d squeezed liqu idity posi tion of public.: sector 
DFis combined with weak macroeconomic environment, played havoc with the capitnl of DFls 
especially ND FC. one of the largest DFI whose equity showed a h\)le nr Rs 16.6 billion towards the 
end of decade.J Rising number of sick industrial un its during mid 1990s passed on a heavy size of 
NPLs co public sector Dfls that had the main exposure in projei.: t i"inancmg. In ,1dd ition. illl:reased 
competi tion to mobil ize deposits by offering unrealistically high rates of return. disco nti nuacion cf 
credit lines from international finance insututions and freezing of foreign currency deposits 
aggravated their problems. Cri minal mismnnagement of BEL led to its liquidation towards the end or 
decade. However. these problems were confined to public sector DFls. Foreign sponsored DFls 
remained healthy and expanded their activiues prudently during the dei.:ade . 

In vestment banks grew very sharply with thei r assets ris;ng t·rnm 2 . .+ bil Ii on in I l)90 . pt a rnmpou nd 
annual average growth rate of 33.'.?. percent) to Rs 4~ . I bi llion in 2000. Speedy growth 0f investment 

J NDFC was subsequent ly merged wi th :--JBP •) 11 ~o·i. O'tOl!cr 200 1 . 
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banks was aided by.the boom in srock exchanges in early 1990s and mobilization of foreign exchange 
through certificates of investment. However, with the freezing of foreign currency deposits, 
investment banks were severely affected and their assets declined in 2000, after reach ing Rs 4 8.7 · 
bil lion in I 999. Structure of investment banks was a lso skewed. as only two out of s ix teen investment 
banks jointly he ld around two-thirds of total :issets. 

CAMELS indicators o f in vestment banks showed a mixed bag of performance. Cap ital to li:ibil ity 
ratio remained s table, roughly wi thin a band of 13.0 to 16.0 percent during FY93 to FYOO, after 
ded ining first from a very high level du ri ng their formative years. Asset quality i~dicators showed 
increasing stress, both in terms of e~ning assets to total assets and NPLs to gross advances. Ratio of 
earning assets to total assets declined from 82.9 percent in the beginn ing of decade to 74. l percent nc 
the end~ whi le the ratio of NPLs to gross advances c limbed fro m a negligible value to 15.7 percent. 

-Indicators of management sound ness showed an· increasing trend in expense to income ratio after 
1994. Earnings and profitabi lity indicators showed mixed trends, whi le the liquidity management 
indicators showed improvements. 

Leasi ng companies had been the best performers amongst the eight groups of NBFis. They had 
maintained not o r.l y a solid, steady and high growth trend but also a well-bal anced and prudent 
pe1t"ormance in terms of financi al indicators. Their assets increased from Rs 6.3 bi llion in 1990 (at n 
compound annual average growth rate of 20.l percent) co Rs 39 .l billion in 2000. Capital adequacy 
in re rms of capital to liabil ity ratio remai ned stable during the decade at a comfortabl y high level of 
over 25 percent. Asset qual ity in terms of earn ing assets to total assets ratio, also remained at high 
levels. Their advances constituted more than 35 percent of earning assets th roughout the decade. 

M odaraba companies did not disp lay the success of leasing despite cheir rapid growth in late 1980s 
and early l 990s. Their tux-free status. chat seemed to have generated this growth, was withdrawn in 
l 99'2. Assets of modaraba companies grew from Rs 1 l .8 bi llion in L 994. (at a compound growth rate 
of -LO pen.:cnc per arinum) to Rs l5.0 bill ion i'n 2000. This was o ne of the lowest annu al average 
growth rates during the decade amongst the eight NBFis groups, even lower than that of DFls. ln 
terms l)f avai la bk ind icators. it was di fficu It to reach specitic conclus ions about modaraba companies . 
However. the fact that modarabas signi ricantl y losl values. for a majori ty of their shares. added 
credence tu the ir weak performance. 

G roup or Housing Fin;rnce Companies. like DFls. was also at the losing end. However. the 
weaki1esses s te mmed entirely from HBFC. the largest among thi s group of only rour, with 95 pe rcent 
as:::.ets. Totai asse ts uf HFCs grew from Rs 16.5 bi ll ion in FY90 (.at a compound annual average 
growth r;.i te uf 1;nly 3.0 percent) to Rs 22.J bi llio n in 2000. The group su rpris ingly showed increas ing 
adequacy of capi ta l in terms l>t' capital co liabil ity ratio. However, che asset quality indicators sho wed 
an ;ilarming and deteriorating pictu re. Ratio of NPLs m gross advances had inc reased from 4.3 
percem in FY90 to a very high level of 69 .3 percem in FYOO. 

.\tlutual fonds and their management companies came under severe pressure during. the second half of 
the decaue. Initially their total a:;sets jumped from Rs 20. l billion in 199 l l at a compound average 
gru\Hh rate 1) f 278.9 percent per annum) lO Rs 78 .5 billion in 1994. After touching this peak, the total 
assets Je:.:lined co Rs 23.7 billion in 1999, at an average rate of 19. l percent per annum. Luter. some 
respite was seen with ;1ssets going up to Rs 30 .-+ b ill ion in 2000. 

DisclHint !muses and ventu re capital companies despice remaining profitable almost ch roughout che 
decade were not able to carve any significan t share in the ;1ctivities of NBFls. The ir share remained 
le~s than one-h:il f of one percent throughout the decade. Discounr houses· were able· to maintam 
~ceady ;m) fi t~. b uc venrurc capital companies ,;ho wed high volatility in their prorits. from the 
beginning <l f decad~. d1at incre:is~d markedly wwards the end. 
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Exei:wivi: Su11!'nllry 

Transformation of Financial Markets During the Reform Process 
Reforms, that were init iated in late 1980s and continued in the 1990s, s tarted to transform the 
financial markets rapidly from FY9 I . S tructure of a well functioning money market quic kly 
developed with the introduction of auctioning process o f short and long-term government securities. 
Capital market activities expanded very quickly in resp·onse to openin g up of equi ty markets to 
foreigners. Activities in fore ign exchange market also expanded after residents were allowed to open 
foreign currency accounts in addition to granting licenses co money changers. 

Pre-reform system of tap treasury bills at a fi xed y ield of 6 percent, quic kly gave way to establishment 
o l' auctioning process and promotion of secondary market activities made possi ble by the inception of 
SBP 3-Day Repo facility . The reforms transformed the passive primary market.of treasury bil ls into 
an ac tive and competitive o ne with in two months in just four auctions. B idding pattern o f purticipants 
demonstrated a. quick adjustment to market pric ing mechan ism within this short period . The bid 
spreads decreased sharply during the fi rst four auctions. indicating a quick move towards competiti ve 
pricing. Simihr success was also witnessed in the auctions of newly introduced long-term 
government pape r, the Federal ln vestment Bond (FIB) o f 3 , 5 and 10-ycar maturi ties. that also helped 
in establishment of a full spectrum yield curve of marketable go vernment securities. Repo 
transactions made thei r way rapidly in the secondary market ofT-bills and FIBs . and firmly 
established themselves as a fai rly unregulated but orderly instrument of money market for the first 
time in South Asia . 

With the esrabl ishment of money market, and emerging of short-term interest rates to be effectively 
used as signals of monetary po licy changes, SBP dismantled a lmost all the direct controls of monetary 
policy. Abolishment of credit cei lings first gave way to a more fl exible. albeit di rect. mechanism of 
cred it deposit ratio, wh ich was subsequently removed in late 1994. Caps imposed on m:ix imum 
lending rates for banks and NBFls were al so removed during tha t time co pave the way for effective 
use of open market operations (OMOs) as a major indirect instrument of monetary policy. in 
conjunction with SBP 3-Day Repo Ra te and the cash reserve requ irement. Though initial OtvfOs we re 
not successful, subseque nt learning process enabled both SBP and banks to panicipate efficientl y 
therein. • 

Initia lly. SB P focused only on one-way OMOs main ly concerned with the objective of d raining the 
excess liq uidity from the commercial banks to restrain the ir cred it expans ion withi n the limits of 
c redit plan. Later. in October 1997 , SBP also started injec ti ng short-term fund s for liquidity 
management th rough OMOs. However. operational objective of this liquidity management was to 
contro l the reserve money rather than the overnight inte r-bank rate that continued to exhibit 
;;onsiderabk volatili ty in the inter-bank money market. Hence. the weighted average yie ld ll f s ix­
month T-b ill became the main benchmark fo r banks and NBFis. because of its lower vola tility. for 
setting their lending rates. Consequen tly. efficacy of the inte rest rate. in the transmission mechan ism 
of mo netary pol icy began to take root 

Capital market showed remarkable growth triggered by the inception o f exchange and payment 
reforms undertaken in early 1990s. which allowed non-residents to trade in shares at the domestic 
stock exchanges and freely repatriate investment :.ind profi ts. These reforms inrnated a 1<.trge 
mobilizatio n of funds into the equity market, thus contributing to the growth o f :; t0ck exchanges of the 
country. Murket capitalization at the Kai w'1i S tock Exchange rose very quickly from Rs 90.0 billion. 
or 8.S percent of GDP in FY91 to Rs 1 l8.-I- bill ion. or 18.0 percent of GDP in FY9'2 . 

By the end of L 99 L, [aternationa l Fi nance Corporation ( lFC) ranked Pakistan ~ une or the le auin~ 
eme rging markers in the world. Consequently, :.i number of offshore fun ds were established in foreign 
countries and lisced o n foreign exchanges for investment e ither !n Pak istan or in ucher emergi ng 



• markets. In addition. increased supply of securi ties due to the privatization of large state-owned 
enterprises such as the Pakistan Telecommunication Corporation (PTC) and the Muslim Commercial • 
Bank (MCB), and the large issue of a power project HUBCO (Hub Power Company) had increased 
the depth of the market. • 

Market capitalizncion further increased to Rs 405 billion in FY94. Increased interest of international 
investors also enabled Government of Pakistan to raise US$ LSO mi llion from Eu ro Dollar Market in 
FY95, through its tl rsl ever. sovereign bond of 5-year matu rity. However, the poli tical and economic 
inscabi lity of the country during masc of L990s brough c volatility in the capital market. Market · 
capitalization, after reaching a peak level of Rs 496 billion in FY9T, fell to Rs 391.9 billion, or L2.3 
percent of GDP in 2000. Year to year developments in equity market mostly reflected the political 
um:ertam ty brought about by frequent change of governments and sanctions imposed ~n Pakistan 
follow ing nuclear detonation in 1998. 

A market for corporate paper began to develop after private companies were allowed to issue Term 
Finance Certificates (TFCs) in FY95 to raise resources. Establish ment of Pakistan Credit Rating 
Agency ( PACRA) also provided a supporcing infrastructure in terms of rating process. Progress was 
::.low i_n the beginning due to presem:e of bonds with very high coupon rates, issued by some public 
secror enterpri~es. and carrying the guarantee of the federal government.~ However, after the decline 
in short-term rates. and consequently in long-term yields, market for TFCs picked up with four new 
issues in l999 alone. Two important policy changes aided in promoting TFC marker. First. NSS 
rates were reduced in mid l 999 and again tn 2000. Second. institutional investment was banned for 
NSS from March 2000. Five new issues of TFCs came to market in 2000 and with the launching of 
Pakistan Investment Bonds (PIBsJ in December 2000. it is expected that TFC market will tlourish 
further as pricing becomes easier with PlB benchmarks. 

Structure of foreign exchange market did not transform quickly because the process of liberalization, 
initiated in early 1990s. was mainly concenrrmed in areas ocher than exchange rate regime. 
Permission to open resident foreign cun-ency accounts started to contribute visibly in the deposit 
mobilization and credit expansion from commercial banks. Mobilization of FCAs was fuelled 
initially by the ab~ence uf any forward cover fee in the initial phase uf the scheme. Later in July l992 
when fee was imposed.5 its level was set on lower side ~v i th high implicit subsidy, that continued to 
attract increasing volume of foreign exchange in these accounts. mostly through dollarization made 
possible by the inception of money changers in early l 990s. Toca! foreign currency deposirs 
mobilized by banks and NBFis increased fro m 'S ?..6 billion in June t 991 (at a compound uverage 
growth r:.ite l)f 2 l .6 percent per Jnnum ) to S 11 .2 billion in .~pril 1998. a month before the nudear 
detlinati1>n by Paki stan to m:m:h the Indian 1nniacive. 

Although the reforms specific to foreign exchange market were scarted from March 1998. permiuing 
authorized dealers to tix their own buvm!!lsellin!! rates for US dollar within the band widened from 
0.5 t1> l .0 percent. the reform progra~ w~nc off-~rack due to the balance of paymencs and confidence 
crisis t:·igge ~ed by ruclear deton:Hion and ~ubsl!q uent freezing of foreign currency accounts. :V!JJor 
structural change came with the introduction of multiple exchange rare system in July 1998, which 
\vas gradually unified and transformed to a free-floating exchange rate 1·egime. 

Transformation to Lhe free tloac was achieveu first by the introduction of a floating inter-bank rate 
(FlBR) determi ned by market forces. side by side with the official SBP rate fixed initia ll y at Rs 46 per 

"Fur .:~ample. \Vapda Bond which ..:amcu govcrnmcn: ~uaranice !Jcs1Llcs ulknng ~oup0n r:ucs as !ugh as 19 pcn.:e111 per 
: inn um. 

; This f.:e was i niu ~1 ll y imposed only on CS5 dcnc.minard FC.-\s in July 199'2. but later .:xtcmlctl 10 uther currency 
dcnum1na1ior.s FC.·\s in Dec;:mbcr I 9QJ. 
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US dollar while the former usually set by the market atcompar::.tively depreciated levels. The pre­
specified ratio (originally being 50:50) of these two rates determined their weighted average. known 
as composite rate. Subsequently. ro le of the RBR was graduall y enhanced by changing this ratio to 
20:80 in Dec.:ember l 998. 5:95 in March l 999. and fi nally co 0: 100 on 19'11 May 1999 when FII3R 
started covering all transactions. However. after only a few days an unofficia l cap was imposed on 
FIBR, which remained in place for almost a year. The cap was revised upward twice in June :rnoo 
and subsequently removed on 20'" .luly 2000 giving way to the free-floating exchange rate reg>me. 

Impact Analysis of Financial Reforms 
As stated earlier. objectives of the reforms were to create a level-playi ng fie ld for insti ll ing 
competiti on in.financial instfrutions. strengthening their governance and supervision. and adopting a 
market-based system of monetary. exchange ·ind credit management for better allocation of fi nancial 
r~sources. Specific achievement:; were expected in tel ms of greater ownership of privute sc1.:1or in 
financial insti tutions; increased tin uncial d,epth: iotermcdiation and efflciency; redut:ed interest rate 
spread ; better management of domestit: ~ebt in terms of cost and sustainability; reduced segmentation 
in government debt market; reduced distortion in term structu re of interest rates: reorien tation of 
monetary policy from direct to indirect control; enhanced efficacy of monetary transmission: and 
increased effectiveness of SB P in supervising banks . 

In terms of private sector ownership, ~inancial sector witnessed a r.udical shift in the banking sector 
towards decreased control of governmem. Assets share nf public sector banking companies fell f1:om 
92.2 percent in l 990, after establi~hment of new private ban ks :ind privatization of MCB and ABL in 
early l990s. to 54.0 percent in 2000. Combined share of pn v:.ue. privatized and fo reign banks . 
consequently rose fro m 7 .8 percent in 1990 lO 46.0 percent in 2000. Public secto r ownership in 
overall financial sector (including bank~. NB Fis and CONS) declined from 94.7 percent in 1990 t0 

70.0 percent in 2000 . 

In te rms of financial deepening. a \lne time jump was witnessed in the ratio of M~ to GDP during 
FY93 from 41.7 to 4-1-.4 percent. which i ncrease,~ the average ratio of 39 .2 percent Dbserved in the 
pre- reform 1980s to 43.5 percent during 1990s. However. this increase was largely brought about by 
the opening of resident foreign cu rrent:y ac1.:ounts that later t:aused serious balance of rayments 
problems. When compared with peer t:ountnes. financial depth in terms of M:: to GD P rat io improved 
only marginally in Pakistan during 1990s. [n India. the ratio wen t up from -E.7 percent in 1990 to 
56 .9 percent in WOO. In Phili ppi nes. depth incre:ised from :34.2 to 6~.5 percent. \lla l ay~i a from 64-4 
to 102.6 percent and in Turkey from 23 .9 to .i.i .6 percent during the same peri l)d. Pakist~1 n w~1s at the 
mid of peer group of mun tries in terms lll" financial depth in 2000 . 

The extem 1>f fi nancial intermediation could be assessed by rhe cu rrenc y to deposit r;uio. wich lower 
vulue indicating relatively higher level of 1mennediation. The rauo dedi ned from 5 1 A percem in 
1990 to 34.3 percent in ::WOO. indicating subscomial improvemcnt in intermediat ion. T he same: trend 
;vas also 1>bserved in currency to GDP ratio that t.lccreased from 14.7 percent to i 2.9 percen t during 
the same period. However. among the selected group of -;ix peer ..:ount ries l~akiswn had the hi ghe!>l 
currency co GDP ratio. Besides. it wus the only country excepting [n ui a with dnuble dign 1·alue . 
sh owing the presence of large informal sector 1n their et:onomies . 

Finant.:ial efficient:y t:ould be gauged by in terest r:tte !>pread.
7 

it incre:iscd from 3.9 percent in l 990 ttl 
4.7 percent in 2000. indicating det:rcascd cfficicnt:y. Spread het\\'cen weighted a1·crage lending and 
deposit r:nes widc:ned much 1·u nher. from 2.4 percent in 190() n ')_ ! pert·ent in 2000. Howe·:er. the 
latter should be inteqrn::tcd wi th c:iution. [n the pre-reform ~enoJ. 111tcresc rates were cnntrol lctl from 
both sides. wi th floors nn deposi t rates and ceilings on lendi ng ra res. Therefore. their w1t!enrng 

It is th~ ui!Tcrcncc t'CIWCCll ctTccuvc rcLUrn ~' 11 :1 s~.:l ~ ~nu !11len:'IL <: .\jll:n~.: •11 ! lllCl"C~l !laying iiahd111.:~ . 



indicated the change fro m repressed co a liberalized in terest rate regime. Moreover, compared with 
the interest rate spread, tJ1e spread between weighted average lending and deposits rates is an inferior 
indicator of efficiency. This is because the former· takes into aecount· lending·as well as· investment 
activities, whereas the latter does not. Nevertheless. the fact remained that reforms could not succeed 
in increasing the efficienc y of banking sector, when measured in terms of interest rate spread. 

Admirable improvement was, however, witnessed in terms of increase in credit allocative efficiency. 
The share of concessionary and mandatory credit in total private sector credit decl ined from 44.2 
percent in FY90 to 3 l .4 percent in FYOO. Sectoral distribution of credit did noc show significant 
change in 1990s, e'<.cept for the inc"rease in share of manufacturing from 42.5 per cent in the first half 
to 50.9 percent in ~econd half, and a decrease for agriculture from '20.4 percent to 14.7 perc~nt in the 
corresponding periods. Some inroads were, nevertheless, made in bringing down the share of credit 
to the government from 48.5 percent in l 990 to 41 .8 percent in 2000. Performance of Pakistan was 
also ad mirable in this regard when compared with peer counu-ies. Share of credit to government went 
up in Bangl.adesh, Philippines and Turkey during this period. Whereas, it fe ll in case of India, Sri 
Lanka and Malaysia. However, the level of share in Pakistan in 2000 was sti ll very high compared 
with the pee r country average of 29.5 percent. 

Debt management reforms were expected to stabi lize the level and cost of domestic debt co a 
sustainable level in the long run. However, interest costs as well as debt levels continued to rise at a 
fast pace in post-reform decade. albeit at a pace lower than that observed in pre-reform decade. It 
must be ack nowledged at the outset, that the domestic debc burden was al ready very high when · 
reforms scarred. Annual average rate of increase in nominal debt during 1980s was 20.4 percent, with 
unfunded debt comprising NSS oc 28.3 percent. Some of the measures like discontinuation of costly 
Khas Deposit Scheme in February 1990 (with annual profit rate of 13 . .+ percent per annum and 68 
percent share in NSS) did suc:ceed in decelerating the interest costs, but others like the introduction of 
FIBs with high coupon rates and increase in yield of replenishment T-bills from 0.5 percent to market­
determined weighted average yield. worked in•opposite direction. together with the introduction of 
SSCs, R1Cs and suosequent increase in their profit races and those of DSCs. 

Reforms did result in a favorable impact in the first half of 1990s in decelerating the nominal as well 
us real debt levels. The pre-reform decade of 1980s witnessed a per annum growth rate of 20A 
percent. where:.is post-reform decade of 1990s registered 15. 7 percent per annum. However. the 
deceleration was not enough to make the earlier pace sustainable, due largely to effecci ve reversal of 
reforms chat again increased the profit rates of NSS and created new dis-intermediation pressures. 
Consequent impact on government budget was astronomical. Interest expenditure as percent of torn! 
revenue rose from 29.+ percent in FY90 to .+9.5 pen:ent in FYOO. Interest expenditure in terms of 
GDP rose from .+.7 percent in FY90 10 8. l percent in FYOO. 

Improper sequencing together with weaknesses in design of debt management reforms were both 
possibly :it fault for the mounting debt burden as well as dis-intermediation of the financial ~vstem. 
Premature liberalization of government debt market in developing ..:oumries seldom lead to tiscal 
restrainc. ra ther it became easier fo r these countries to get into trnuble th rough rapidly rising interest 
expense on domestic debt. Thus. fi scal reforms should have prec:eded the fi nancial reforms. 
However. the opposite sequenci ng was followed, probabl:' because the fiscal reforms we:·e the hardest 
rn impleme nt. Even withi n the ti n:incial reforms. debt management reforms were implemented first in 
early l 990s. insteac of the banking inst itutional reforms. char ~hould have been implemented tirst bur 
h:.idtow:iit ti ll !997. 

Despite fai ling with regard to the objective of achie11i11g domes~..: debt ,,;ustainabili1y. debt 
management reforms sw.:ceeded in providing rhe ne..:css:.iry infr:.isrruccure :rnd supporting environment 
for reorientation of monetary policy. away from instrumenis •)f Jirec t -:ontrol towards market-based 
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monetary management. Once S BP was empowered to change the basic monera:·y instruments like 
CRR, SLR and SBP 3-Day repo rate. establishment of primary and secondary markets of T-bill:; and 
FlBs prepared the arena for implementation of open market operations, after the abolishment of credit 
deposit ratio and caps on max imum lending rates of Banks and NBFis . 

Monetary transmission mechanism of the pre-reform period that allocated the credit through 
quantitative rationing, qu ickly changed and firmly e~tablished the credit channel through increasing 
efficncy of short-term interest rates as price signals. Transmission of monetary policy changes began 
to impact the money market immediately in terms of very quick changes in short-term money market 
rates, and with some lags. on banks· lending rates on fresh advances. However, the transmission 
mechan ism through the traditio_n::il interest rate channel is stil l not very effective due· to lack of a home 
mortg::ige market and absence of consumer financing of durable goods. Exch::inge rate channel th:lt 
w::is al ready present through its effects on imports. exporrs and inflatil)n, got also linked with the 
short-cerm interest rates after establishment llf free tloat re¥ime.-

One of the most crucial sets of refornis that would contin"ue to influence the financial sector, was the 
b~nking sector reforms implemented in late l 997. These encompassed not on ly the institutional 
strengthening and restructuring or nutionalized bnnks and DFls. but :ilso those of supervisory 
authorities. Effectiveness of SBP supervision over bunks was strengthened signi ficantl y :.ifter 
adoption of CAMELS framework. revision of disclosure requirements for banks ar:id NBFis in 
conformi ty with international standards. prescription of risk-weighted system of capit:il requiremen ts 
and increasing compliance in adopting C1ire Princ iples of Effective Banking Supervision rormulated 
by the Basel Committee. SBP is now fu ll y or largely complian t 111 twenty- two out of twenty- l·ive core 
principles and progress is underway to acl1ic' ~ full compliance. Furthermore. human resource quality 
of SBP officers has considerably been improved through C;(lensive training in off-site :.urvcillancc unu 
on-site inspection . 

Future Direction of Reforms 
Although Pakistan's financ ial sector has achieved a more competitive rn;.irket structure with the 
expanding market share of private and foreign banks. there are stil l some maj or weaknesses 
particularly wi th respect to the efficiency of the banking sector. These include a highly infected loan 
portfolio and higher administrative cost reflecreu in widened spread between lending and Jeposi t 
rates. These pmblems stemmed fr0m a failure of governance ani.J a breakdown of prudent credit 
cul ture. Thu~. there is a great need to impro\'1ng the environment in :he banking sector !"or rhe 
requi red good governance and credil dis<.:ipl inc. which arc ,~ssenti:1l s lur an efficient. snu1~d ~:nd 

competitive banking system . 

The refo1ms program should aim at the prn·auza1ion of the statc-•.)\Vlll!U commercial banks an<.l ! ~1rger 

developmenL finance institutions. the enhancemc:nt of the au thorny and capaci ty 1Jf the State Bank to 
supervise and regubte Lhe banks effectively . .ind Lhe improvement <)r the legal and j udicial process<!~ 
for en forcmg financial concracts. To :irre~t bat! uebt.->. a c1imprehen~1ve str~negy 1s needed wh ich 
requires ration:.di z:.nion of the whole financi;;I sector and ·~overage 1Jf fou r m:.i in ~1reas: l \ ~1 wdl 
functioning legal framework without any loop-ho les:'.:!) ~trengthcning ;ind improving regubtory 
frumework: .31 slrengthcn ing und widening ;he scope or C11rporate and Industrial Rcstructuri :ig 
Corporation to assume non-performing loan~ :.111<.J assets and: -1- J privatization uf nationali"Letl banks. 
merger/am;.ilgamation of smaller banks .ind rcductiun in the number of D Hs . 

For goo<l corporate :Jovern;.ince. the Stare 13ank requi re,; not 1mly <l cont inuous sl rict scru11ny but also 
:.;trict adherence(() the defint:d t:ritcria ror :1ppoi11m1ents l1i° Chit~( E:\CC ll li\<.:: u1· publ 1<.: 'C<.:tm 
b;!nks/DFls ro r>revern 1merve 111 inn by the ~·wernme nt a11t.l-polith.::.in:,. En:,uring SBP r'ull au r1i1wmy 
in devising anci applying iL'i monetary pol icy requi res estab lishing kgal limits to the amnunt that 1t ..::111 
advance to the ~o,·ern men t. T•J remove distnnions in resource mobili7.allt>n. the ~uve rnmeni 
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financing mechanism through NSS needs to be made more conducive to overall financial sector 
development. To remove the segmentation and increase the efficiency, merger of official and kerb 
markets of foreign exchange is required through transformation of existing licensed money changers 
into Exchange Companies with enhanced regulation. 

To enhance competition and efficiency. consolidation of small institutions into bigger units is required 
which can be done by focus ing on the legal and regulatory framework and on the mode of funding by 
institutions and deregulating the business side. Cons~quently, in the long-term·, the financial system 
should be well served by a three-tier structure. To p tier wi ll consist of strong universal banks 
providing credit and ·financial services to large-scale industries and other corporate clients, consumer 
fi nancing, in addiLion to operating internationally. This tier would be main ly private sector.ow ned 
and also encouraged to reach our to small· and· medium enterprises. Second tier would consist of 
specialized and other private sector banks, in addition to micro-.finance institutions in publ ic and 
private sector. The focus of this tier will be to provide credit and financial services to micro, small 
and medium enterprises, in addition ro meeting specialized credit requirements fo r exports, agriculture ·. 
and rurar secfors. The Lhird tier is-conceived to consist of private non-bank financiai companies 
resulting from the consolidati on of existing fragmented NBFis. They will undertake equity under­
writing, merger and acquisition, asset management, corporate_ bond issues. securities trading, leasing, 
venture capital ere. This tier will be governed and :;upervised by the Securities and Exchange 
Commission of Pakistan (SECP). Implementing these reforms would result in self-sustained. sound 
and commercially viable financial institutions in Pakistan. 
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1 Pre-Reform Structure in 1990 

At the beginning of 1990s, finan cial structure of,Pakistan continued to re flect the policy initiatives 
taken in early 1970s that drastically enlarged the role of government in the process of deposit 
mobilization and credit allocation. Despite the opening of non-bank financial sector for private 
investment in mid 1980s, public sector financiai institutions held the bulk of assets: deposits. advances 
-and investments of the entire financial sector at the end of l 980s (see Table 1.1). Financial system 
was predominantly characterized by high governmenr borrowing, bank-by-bank credit ceili ngs. 
interest rate controls, and directed and subsidized credit. Although the system was consciously put in 
place to promote economic and social goals, it was iL1creas ingly becoming ev ident that it largely 
worked to the contrary, and also provi ng as a hindrance co private sector initiatives . 

Table 1.1: S tructure of Financial Sector in 1990 

shares in percent and .amount in billion Rupees 

Numbers . 
Assets 

,\mount 

Ban ks 24 ·l:!S.6 

State-owned 7 39:!.3 

Private 

Foreign 17 J).4 

NBFis' 36 133.9 

Slate-owneu 13 1:!4.J 

Pri vate 23 9.6 

CONS 131.9 

Equity markets! 2 90.0 

Total 6:\ 691.5 
NBFls also include four specialized banks :ind HBFC 

Share 

61.5 

56.7 

4.8 

19..l 

18.0 

IA 

19. I 

100.0 

1 Market capitalization of KSE in lieu of assets: not added in total 

1.1 Pre-Reform Financial Structure 

1\ dvnnccs I n vestment 

Amount Sha r e Amount Sha re 

:!18.5 48.7 111.3 89.0 

:!01.2 .14.8 104. l 83.2 

17.3 :;.9 7.3 5.8 

98.J :! 1.9 13.7 11.0 

Q4.7 21.1 IJ .3 10.6 

3.6 0.8 0.4 0.3 

131.9 29.4 

44$.7 100 .0 125.1 !00.0 

The financial system consisted of commercial banks (including foreign banks) and non-bank tinancial 
instituti ons (i ncluding development finance institutions). At the apex. St:He Bank o f Pakistan (SBP) 
was responsible for guiding and regulating the banking system of the country. However. there was 
substantial overlapping of regulatory fu~cl1 "n ~. especially wi th Pakistan Banking Counc il ( PBC) in 
matters relating to public sector banks and development finance institutions (DF!s). and wi th the 
Corporate Law Authority (CLtl,) for non-bank fina nciaT institutions (~BFls). In 1990. the structure o f 
fi nancial system. especially of domestic banks and DFls. was very dose to the one that emerged 
following nationaliz;ition in 197-1-.1 Si nce asse1s and deposi ls of the banking syste m were highly 
skewed towards nationalized commercial banks (NCBsJ and DFis. entry of foreign banks and 
domestic private !'iBFis did not result in any signi fican1 s tructural d1ange . 

1.1.l Banks 
A total of 24 commercial banks (7 domestic: and 17 foreign) were doing business in Pa.kist:::in as on 
30'h June 1990 (see Table 1.2) ." Domes tic banks, with absolute publ ic sector ownership and .i broad 
branch network. were c:::itering ro major commercial banking needs of the economy. This explains 
their very large share (around 90 percentl in total ;issets and total deposiLc; of the banki ng sector . 

1 During this period. 0 n ly ,wo domes tic ba nks we re cst:ibhshcu in the public ~1.-ctor. 
: Six Ind ian b~nks (vested in ~ustody 0 r l11d1a since S.:ptcmber I % 5J .ire nut inc luded . 
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Foreign banks, on the other hand , were holding 
only 7 .8 percent of total assets, and 7 .0 percent 
of the total deposit base. Their activities were 
general ly related to forei gn trade. In addition, 
with rcscrictions on number of branches that 
fo reign banks could open, their business was 
concen trated in large cities. However, the 

Table r .2: Structure oe Banks in 1990. 
shares in percent 

- Niiniber ·or -

Banks Branches 

Stale-own.:d 7 7,043 

Private 0 0 

Assets. 

9'.?.2 9'.!. I 93.5 

Foreign 1.7 _ 45 7.8 7.9 6.5 

Tot.ar · • 2"4 1 osg- too.o-· - ·· 1orr.o 100.0 · pattern of banking activities of the two groups ' . 
was very si milar as both had about 50 percent of their assets in the form of advunces, nnd around one­
fourth in investmenc 

1.1.2 No.n-bank Financial Ins titutions 
(NBFls) 

Table I J! Strucrure of NBFI.s.in. 1990,. 

share~ in percem 

Assets · AdvancU. Since the establishment of one of the largest 
DFis in early l 970s,3 before nationalization of 
banks. N13 fl s grew more rapidly up co 1980s at 
the <!Xpense of banks. primarily due to che 
emphasis of government policy for promoting 
industrial development through long-term 
fin ancing. Although the business activities of 
NBFls varied widely across each category: like 
banks. thei r structure was also heavily 
<lomin:ued by the public sector (see Tab le l.3).~ 
More specifically, DFls, housing finam:e 
companies. and mutua l funds. whil:h were in the 
publ ic sector. constituted a large part of NBFis. 
However. in terms of number of institucions. 
these were only 15 out of 36 (see Table lA). 
Similar!~' · the bre:.kup llf assets and advances in 
terms ur' each category of NBFls reveals that 
these three categories rnnrrol over 90 percent of 
the business. 

Sr:;re-ow1red".,;_. ' "' "'"·,....'J'l:S" ; ·· r • ..... .,. 96:j . • ,:.._,;.., ··, 97.4 

Private 7.2 J7 '.!. C> 

Table lA: Non-Bank Financial Institutions in 1990 

shares in perc~m 

Number ASSt.!lS J\tlvant:es 

Development finance instilUtions' I'.? 73.6 80.4 

lnvestm~nt banks 5 1.8 1.7 

L~asing companics 5 4.7 1.9 

Modar:ib1 companies 10 n.i 11.1. 

Housing fi.n:i.nce companies 12..3 14.8 

Mutual itmds ~ 1.9 I. I 

Discount houses I 0.7 0 .0 

Total JG 100.0 100.0 

Amount (billion Rsl· 133.9 98.J 
' DFls also inclutle four sp~c1alizetl banks. 

l. l.3 Central Directorate of Na tional Sa vings (CDNS) 
Also known as N:..nonal Savings Organ1zat1011. CDNS is an attached department of the \ fo11 stry of 
Finance. This organiz:.ition 1s engaged in the operations of various Nmilinal Savings Schemes : NSS) 
and had mobi lizec Rs 13 L9 bil lion till 301

" June l 990. CONS had :l network of 363 N:1t10nal Saving 
Centers JS on 30'" June 199 l. Operations were executed by these centres across the country. direcced 
by a he:id office and supported by sever:il regional offices. Funhermore. -;ome NCBs :ind P:ikiscan 
Post Orfo.:es also worked ;.is its operacing :1gencs . 

1.2 Supervisory Au thori ties 
In 1990. chere were three supervisory/regula1ory bodies: ( I J SBP. dispensing ics functions under 1he 
SBP .-\ct. l956; l~) Pakistan Banking Coum.;rl (PBC/ . monitoring the performance ot' na tionalized 
(L)mmen.:1al banks under the Banks (Nacionalizacion> Act. 197-J.: .111J , 3) Cnrpor:t1e L.tw Authurity 
tCLA 1. regulacing the .:4ui1y market under Securities and Exchange Ordi11:.int:e_ l 969 . 

' '\;it1~11a: Dc·.d•1r111cn1 F;nan~c c ,i1p irat1\ln • >DFC1 '\•:b ~·:i :1hl!, hc..J :n !·r~. 
.!. Ft'"r .!ct .:d ~ 1Hl hl!s;nc~ .... . h.:L1v1111 • .:s .1r" .::1ch t.: ~n1.·:ury ·~f '·B Fb. ~c~ .\nncx -t.l 
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Pre"Ri!flirm StntCl11re in /9()0 

1.2.1 State Bank of Pakistan 

Conduct of Monetary Policy 
SBP was conducting monetary policy with the instruments of direcc control. More specilit.:al ly. the 
cash reserve requirement (CRR) as prescribed under the SBP Act, required every bank to maintain at 
least 5 percent of demand and time liabili ties in i.:ash with SBP. On the other hand, the statutory 
liquidity requirement (SLR) was prescribed under the Banking Companies Qrdinance and fixed by the 
federa l government. Accordingly. banks were required to maintain 35 percent of time and demand 
liabilities in cash. or governmen t securities. The bank rate was set at JO percent since L977.~ 
However. bank-wise credit ceilings were used as active instrument of monetary control. This system 
was established after adoption of:redit planning through the National Credi t Consultative Counci l 
(NCCC), set up in SBP·in 1972. Under th is system, credit ceilings were allocated to banks depending 
upon their share in total deposits during previous year, size .of the capital fund. foreign cun ency 

. deposits and previous year's uti lization of credit ceil ing. In addition. SBP was <llso administering a 
number of directed credit schemes with subsidized financing.6 . · 

Exclzange Rate Management ·, · 
SBP was also pursuing the exchange rate policy under the provisions of Foreign Exchange Regulation 
Act. 194 7. The exchange arrangement, introduced in January 1982. was characterized as managed 
floating. Frequen t, but small adjustments continued to be made in Rupee/Dol lar parity by the Foreign 
Exchange Rate Committee of the SBP under the chairmansh ip of the Governor . 

With a view lo regulate all dealings and debt instruments in the foreign exchange market. SBP set 
limits on open exchange position and bal arn.:~. nf individual Authorized Dealers (ADsJ over and 
above their daily operational requiremenrs.7 ADs were required to maintain square or near square 
exchange positions and keep their ready balances to the minimum in line with the operntional 
requirements. In addition, SBP was providing forward exi.:hange i.:over in respect o~ private foreign 
currency loans and suppliers· credit · 

Ba11ki11g Supervision 
SBP was carryir.g out off-site su rveillance of banks by requiring them to submit various relurns . 
besides undertaking regular on-site inspections. However. the effectiveness of supervision had 
deteriorated over the years, largely due to the presence of Pak istan Bankmg Council (PBC). which 
was also empowered to carryout inspections of nationalized commercial banks . .-\s a resu l t. 
enforcement of regulations declined considerably for NCBs. largely due to the di rectives of 
government being passed on to these banks through PBC for compliance. Lick of empowerment and 
clea r dernarcution of roles in supervision nf nationa lized commercial 'n111ks resu l ted in ~radual decline 
in quality of SBP supervision. 

1.2.2 Pakistan Banking Counci l 
Pakistan Banking Council (PBC) was rormed under the Banks! Nationalization l .Act. 197..J. to perform 
various functions in line with the objectives of nationalization. i .e. ·· ... to provide for cirecting 
banking activities towards nationul socio-economic objectives. co-nrdinnting banking pol icy and co­
operation in various areas or feasible JOint acti vity without diminating healthy competition in var i ou~ 

rields of operation. and ensuring complete securi ty of deposi tors· funds . .. "'.5 

·
1 The bank rate w::is 1he rate at which SBP coulu buy or rcuiscount bills of exchange or 01her cligib ic commerci;i l papers. On 
7'11 June 1977. this was increased lo I 0.0 rerccnt from 9.0 percent (SCI on 3'" September 1974) . 
"For export sector , 58P w::is providing rcl1nancc 10 b~inks al 3.0 pcrc..:nt; for agricuitun: 1ec1or. refinance to 1hc l'cdcr::il Bank 
for Coopera1i1•cs Jl 0.5 pcrccnl and to Agrn;ahurai Dcvclopmcnt Bank »i" Pak1,1:1n ;11 6.0 pcrc;.;111: :1111.1 fur \,)cal inuu~try . 

refin::incc for loc::illy manufacturcu·rn:ichincry :1t ~:ucs ranging i"rom :l.O 10 .1 .5 pcn::nt. 
; Open exchange posiuon at :iny gi ven lime is the extent 10 wh:ch an r\D h;1s bou!!ltt •lr :,ull.l 1ore1gn c.,changc on its own 
account without covering contracts with its co11su1ucn1. lhe 581'. or other . .\Ds. 
x Source: P:1ra (ii ) of preface of Banks (N:uionalizauon I .~i.:l. t C}/4 . 
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PBC operaced as a holding company and caused considerable discortion in the supervisory role of 
SBP, largely because of a .wide nature of functions prescribed for PBC under the Banks 
(Nationalization ) Act. In particular, the Act prescribed 2 t specific functions broadfy falling in six 
areas, some of wh1d1 were exactly identical with the functions of a central bank. For example, PBC 
had authority to lay down performance criteria and formulate performance targets for banks. co 
monitor banks' progress in terms of profitability and efficiency. and carry out their inspection. 
Furthermore, it was also empower~d to act as an arbitrator in inter-bank dispute settlements. It was 
also assigned the task of developing modernization schemes for nationalized banks, framing 
recruitment policy for bank officers and undertaking their pre-service and in-service trui ning. 

1.2.3 Corporate La.w Authority (CLA) 
The supervisory responsibility for capital market was vested in Corporate Law Authority (CLA), 
established in l948 and working under the Ministry of Finance (MOF) with its headquarter in 
Islamabad and offices throughout the c'ountry. The main res-ponsibili ties of CLA under the Securities 
and Exchange Ordinance, l969 were: (.l ) to grant registration to stock exchanges and ensure 
maintenance of their accou nts as well as submission of annual reports; (2) listing of securities. 
en:>uring annual general meetings by listed firms. and timel y circulation of their half-yearly accounts. 
free transferability of shares, and dividend payment within .is days of the declaration; (3) to ensure 
balloting of new issue applications wi thin ten days of subscription nnd refunding to unsuccessfu l 
applicants within ten days of the ballot; (4) lo ensure the issue of shnre certificates of new companies 
within thirty days of allotment; (5) to prescribe qualification requirements for the members of the 
stock exchange; and (6) to prescribe manner of transaction of stock brokers nnd ensure maintenance 
of their proper books of account. However. the CLA delegated much of its authority co the Stock 
Exchange Boards. which were largely sel f-regu luced. 

The capitnl market also had ocher regulacors: the Controller of Capital Issues (CCI) and the Monopoly 
Control Authority (MCA). The Controller of Capital rssues was established in 1947 through Act Nu. 
XXIX that required companies to obtain prior npproval from CCI for the issuance of securities. The 
Monopoly Control Authority was establ ished in l 970 to check undue concentration of economic 
power. It had the authority lo mnke recommendation co government to prevent or el iminate 
undesirable monopoly power or unreasonably restrictive trade practices. 

1.J Financial Markets 

l.J.l Money M<lrket 
The money market consisted of a primary murket for creasury bills (tap ) and governrnenc treasury 
deposit receipts CGTDRs). call money market. and a market for sale and purchase of unutil ized 
poruon of credit ceil ings. Secondary marke1 fo r treasury bills and GTDRs did not exist because nf 
presence of discount window in SBP. wh ich 1:dlowed early discharge of these bills. 

Primary .V/arketfor Short-term Govemme11t Debt 
The instruments traded in this market included: ( I ) three-month treasury bills sold to the banks at a 
fixed yield of 6.0 percent; and (2) GT DRs sold to non-banks at fixed return of 7 .8 percent. 8.5 percent 
and 9.0 percent for maturity of 3. 6 and 12 months respectively.'' Segmentation in the shcrc-cerm 
government debt market was maintained by disallowing bunks co purchase GTDRs. Market :i.ctivity 
in these instruments consisted of almost continuous issues through the tap .::ounter, discharge on 
maturi ty and rediscounting before maturity from the disl.'.ount wi ndow. The former resulted in 
drain ing bank · s liquidity. whereas che lnuer two acti vities pro' ided continuous ca.sh accommodat ion 
tu b;.inks. 

. , Out,tJnJing :11110u111 0 !" r -bdls !lap > :ind GTDRs was R~ 58. 7 .mu ! u. ! h 1l11011 rcspcctivcl'.'. as on end June 1990. 
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Pre-Rej(Jr111 Srruc:/ure in /9<JO 

Call Money 1'Vlarket 
With a view to maintain daily cash balances For clearing purpose and meecing the cash reserve 
requirement of SBP, all scheduled banks were allowed to lend and borrow overnighc in the interbank 
money market 10 All transactions were settled through cheque$. which were ultimately recorded in 
respective banks' cu rrent account with SBP on the date or transaction . 

Credit Ceiling Market 
Bank-wise credit ceilings were set by SBP to a<.:hieve the global credit target fixed in the credit plan. 
Since it was almo!:>t impossibk to achieve the exact target for each bank. ti1ey were al lowed to trade in 
the unutilized portion of the ir ceilings. 'i."11is enabled banks to avoid penalty due to over extension of 
credit, besides help ing SB P to ach ieve cred it plan targets. Simil:.lr to the call money act ivity. trading 
in credit ceilings did not involve any collateral. The rate w;-~ determined on the basis of.market forces 
but tied to the call rnoney rate . 

1.3.2 Capita l Market 
The capital market, at the beginning of 1990s, consisted of market for equ it ies (with three stock 
exchanges), term-loans. <.:cirporate debt , and mutual funds (w ith two mutual t'und management 
companies). DFls were dominant µlayers in term-loan market. wh~reas the other NBFis and 
commercial banks were providing market support for corpor:ite debt issues. which were mostly iswed 
by public sec tor encerprises . 

The capital market :.H chaL time was not adequately supplementing the intermediary role of banking 
system as its activities were effectively confined to the K1rachi Stock Exchange. 11 In addition. market 
for term- loans consisted of project financing :u subsidized rates through DFis. and as such was not a 
proper part of the capital market. In term!:> of cnrporace debt market. although some issues by public 
sector enterprises were outstanding, these were held mostly by banks and D Fls. Overall. participation 
of non-bank sector was not only very thi n, but also confined to a few shares !isled at KSE. The major 
reasons fo r companies not going public was the lack of proper investment advisory skills. weak 
underwri ting capacity in the financ ial system_ and poor distribution capa<.:ity of the stock market 
intermediaries . 

Equity !'vlarket 
In 1990. there were only two stock exchanges in Pakistan. trne in Karat:hi and the other in Lahore.12 

Karachi S tock Exd1ange (KSE) was larger wi th more listed co mpan ies. Duri ng 1980s. KSE made 
some progres!:> in terms of listed companies (see Tab le 1.5). Howc,·er. this progress could not be 
considered significanr. as only 150 compa111t.:0 were listed during 1he dec~1de. This high lights certain 
structural issues that constrained the market progress. For example_ foreign nac1onals were not 
allowed to make investment without prior approval from government and were also barred from 
owning 100 percent shares of a <.:nmpany. Moreover. restrictions on fore ign exchange movement in 
and out of the country kept the foreign investors away from Pak isc:rni markets . 

On the supervisory fro nl. though CL...l. was the primary rcgul;aor. its ·..:ontrol over capital markt:t was 
compromised due to la<.:k. of autonomy and overlapping of 5ome funct ions wi th Monopoly Control 
Authority and Controller o f Cap ital Issue. In add ition. inadequate professional c;ipac ity restricted 
these agencies to exercise their ~upervisory functions effectively. On the other side. stock exchanges 
lacked proper infrastructure for trading and settlement. [n parucular. tr;_iding was carried 1)Ut through 

iu . .\verage call r:1Lc uunng F\'IJl) was 6.7 percent per :111n11m a nd monc:; ;:{ .:;1 11 .111u , hurl noucc >10L'<! :n Rs iO.O btl lilln •cml 
June 1990). 
1' .\·larkcl c:1pitaliz.:11i011 m terms .if GDP rcm;1i11cu very !ow a1 6.-l percent in FY•'O. 
J~ ls lamabau Steck E.x..:hangc Sl:lrlCU runc;ionill'!- 111 j<)t)J_ • 1 
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open outcry system. Due to lack of automation; 
turnover remained very low, and in the absence 
"' a depository company, investors had to take 
physical del ivery of shares. 

Almost all financial institutions in Pakistan 
were involved in the securities business. 
Nationalized Commercial Ban ks (NCB), 

Table 1.5: ~rome or KSE 

FY80 

FY8 l 

FY82 

FYS:l 

t.1stc<!' - ~ru:ket. Turnover o f SBP •encr:il 
· comparuis- l!:lptlllhza.bon-· ·· shares · , ~ :<! 

at KSE (billion Rs) (11ijllion) mt e. 

31 2 

3 l l 

326 

3'.?8' 

6.7 

6.6 

9.4 

13.3 

36.6 

29.4 

129.S 

128.5 

lOO.J 

131.6 

Investment Corporation o f Pakistan (ICP), FYS4 347 

362 

19.7 

36.5 

67.7 

88.9 lS1.4 

National Invesonent Trust (NIT), newly created FY85 

. investment banks, and Development Finance 
Institu tions (DFis) were among the major 
p layers active in the underwriting business. 
Despite the ac tive participa.tion of these 

FY87 

FY88 

FY89 

360 

378 

385 

41 6 

2~.o 84.2 176.3 

24.4 175.2 171.0 

Jl.6 147.0 222.7 

33.2 175.2 '.?60.6 

43.9 172.7 273 .2 

institutions, the equity mJrket in Pakistan E'Y90, 462 48.6 236.4 283.5 
remained small. Since the corporate sector was ...,.1-~B-ns_e-_1_.98_0-_S_t_=_to~o-. -. - ---.- ,-, ,-.. -.. - ;,-. -.• ---~~-

relying more on DFis for their financing needs, 
this d id not allow equ ity market to develop signi ficant ly. This was a pol icy-induced oun:ome as mnst 
of the DFis were in the public seccor and were providing long-term fi nance ar concessionary rutes. 

The activity in the capitnl market was further restricted due to liquidity constraints, narrow trnding 
base, and limited use of technology. This limi ted the number of listed companies and their market 
capitaliza tion. Consequently, the market was characterized by the li mited equity of established, 
reputed and well-managed compan ies. Closely held companies were unwilling to go public for a 
variety of reasons . Fi rst, cos t of equity was significnntly higher than the debt as dividends were paid 
out of ofter-tax profits wh ile interest on loans, in variably subsidized, was tax deductible. Also 
spo nsors were generally able to finance projects with very low equi ty share. Second, fearing 
consequent dilution of shareholding and loss of control, family contro lled companies were reh.1ctant to 
go public ani:I enlarge their capital base. Fi nally, listing involved obligation to d isclose information, 
which these co mpanies preferred m avoid. 

,YJarketfor Term Loans 
Term financing by NB Fis remained a 
significan t part (mainly due to its concessionary 
price) of overall capital market activity. Data 
for selected OFls show that du ring FY90 these 
DFls approved an :imounc of Rs 18.3 bi ll ion. of 
which Rs 5 .2 billion was ac tually disbursed 
<see Table 1.6). ln view of the size of the 
equity market, this represented n sign ificant 
;imount. 

Corporate Debt Market 

Table l.6: Sa ocllons anti Dis bursements by Selected DFls in FY90 

million Rupees 

Outst.'ln ding 
Sanctions Disbursements 

deposits 

NDFC l~..t~~ 5.12J :! ,~7 :! 

RDFC l '.?8 459 :!3') 

BEL l.771 .\,15'.? l ,.\62 

PIC!C 1.191 8.591 1.23\1 

Toila l 15,512 1~.:ns 5,!12 

During l 960s and early 1970s, corpornte debentures issued by Pakistnni companies were not only 
listed on stock exchanges, there was even a secondary market for these instruments. However. 
followi ng nationalization in 1972, this activity came to a standstil l. In 1934, cradiCtonal debt 
insLruments were subscituced with TFCs (Term Finance Certificates) to make ic conform to the 
principles of Islamic Sharia. However. till 1990. only major sta te-owned corporntions like Water and 
Power Development Authority <WAPDA) issued TFCs . while private sector compan ies did not issue 
any TFC during th is period. 
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Pre-Reform Structure iii /990 

Mutual Funds 
National Investment T rust (NIT) T:thle l.7 : Net Sales or NIT Units 
This institution was established in l %2 to c;ater 
the needs of small investors by promising them 
fixed returns in the equity market. This is a 
management compan y, with N:itional Bank of 
Pakistan acting as a trustee. During FY90, net 

FY8S 

FYS9 

FY90 

million Rs 

1.036 

I .J62 

~ .37 1 

percent ch:lll!.\e 

JI 

74 

sale of N lT uni ls stood at Rs 2.37 1 mill ion showing a rise or 74 percent over the previous year (see 
Table 1.7). Being a government-control led company, NIT enjoyed some preferen tial treatme:its. like 
quota alloc;~tion i n al l new offerings. This meant that a port ion 0f every new issue was offered to the 
trust before being made publ ic . Although the trust had a r ight to rt:fuse such nfferings: once bought. it 
was required to hold these shares for at least two years. During FY90, an arnount of Rs 328 million 
was offered to NIT by 46 new offerings. of which NIT opted to subsi;ribe equi ty of 42 i;ompanies 

· worth Rs 29 1 mill ion. NlT had also attrn<;ted savings in the form of participation in open-ended 
mutual funds. 

Investment Corgorati on of Pakistan I fCPl 
The ICP was established in 1966 in publ ic; sei;tor to develop ;ind broaden the capital market. Since its 
inception. management of the company primari ly focused on this mission. This undertaking clearly 
implied that priority should be given to national economic development. As a result. the focul point 
of ICP had been the broad market achievements. such as number of 
new compan ies listed, number of new proje<:ts linanced. and 
aggregate new funds raised for investmem in i;api1al market. The 
key function s of ICP. among others. were to: 

• act as underwriter of sernri t ies: 
• act as a broker and investment i;ounselor: 
• munage investment portfoli os: and. 
• act as a trustee for ICP mutual fu nds . 

For th is purpose, ICP estab lished a se ries of closed-end mutual 
funds for both institutional and individual investors (see Table 
1.8). The closed :>true lure of these funds did not permit investors w 
wi thdraw. and thus protected. !Cl' during years of disappointing 
markets activity. During FY90. lCP approved Rs 580 million fo r 
different purposes: a bul k of this amount. i.e .. Rs 339. l million was 
c;ommitted for underwriting of shares. D isbursements dunng the 
:;;ime year stood at Rs l50 mi llion. of which a major chunk was 
allocated for the take-up of Partit: ipat1on Term Certific::ites 
(PTCs).D 

1.3.3 Foreign Exchange Market 

Table 1.8: ICP Mutual Funds 

million Rupees 

Year lis le<l l'nid u(l ~;1pital 

1~ 1967 5 , ... 
1968 15 

3"' 1969 20 

.J'" 1970 15 
-•h 
) 197'l 5 
6'' l'J73 10 
7•h 1975 10 
gih 1976 IU 
9"' 197(> 10 
10'• 1977 10 

11'11 19•8 Ill 
12'" 1979 10 
1311' 1911} trl 
1.i•• 19R3 10 
15111 1985 10 

IC>'" 1986 10 

17'" ICJSS ~o 

l81h l 'lS9 ~n 

I<)'" I 'll)() ~() 

Foreign exchange market w;is heavi ly regulared by SBP through a system of exchange rnntrob. All 
commercia l banks were authorized dealers (ADs) and one or them w:is selec;ted to work out the 
appropriate cross rates for major currencies by using the rnte given by SBP and the rates closing the 
previous evening :i.t the New York market. These rates were immediately sent out w other . ..\Ds . 

Bc:ing the central bank, SBP hud the responsiu11 ity of formulming .:xchange rate policy and 
c;onducting dai ly management 0f exchange regime. Thi~ w:.is entrusted under priwisinns of the 
Foreign Exchange Regulation A.u. 1947. This Act also requ ired that :.dl_transactinns 111 foreign 

IJ PTCs were introduced in 1980 to replace i..lcbenturcs for providing mc<lium and !ong-tcrm rupee i'in;mcc . The iJ,1l1kr' " ' 
PTC; participate. ;is a rule, ir1 pro!it.or losses o t the company in each 1in:1nc1:il )'Cai.:. 
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exchange should be effected at r::ites authorized by SBP. Since the US Dollar remained the 
intervention currency: SBP set the Rupee rate at whi<.:h it would purchase and sell US Dollar in its 
dealings with authorized dealers (ADs). 1 ~ Furthermore, ADs rates (buying & selling) for public were 
set at 0.1 percent.rr.argin wi1h respect to SB P's buying and sel ling rates. · All foreign exchange 
transactions by cus:omers were conducted through ADs and authorized money changers (AMCs) at 
SBP's prescribed rates, whereas inter-bank transactions were taking place at rates varying within the 
range determi ned by SBP buying and selling spread . 

In the forward market, SBP was not only assuming the responsibili ty of buying. and sell ing US dollar 
from/to ADs in forward up to 12 mon ths ag_ain~t their transaction with customers, but also regul:i,ti ng 
the forward premium charged by ADs. Furthermore, it was providing forward exchange cover in 
respect of p1ivate foreign currency Toans. suppliers' credit and rep.afriable foreign currency loans for 
working capital rec;uirements. In order to regulate sale and purchase of foreign exd1ange by ADs, the 
SBP prescribed limits on open exchange position and balances of individual ADs. after taki ng into 
nccount their.daily operational requirements. The SBP maintained its own foreign cu rrency reserves 
with the con-esponding central banks and also mri'i nrained the foreign reserve deposits of its ADs . 

In terms of marke t participants, t!Xporters, remitters nnd tourists were main suppliers of foreign 
exchange. whereas importers and government sector organizations were major users. To manage the 
transactions between suppliers and users of foreign exchange. a system of ADs and AM Cs' was in 
place.15 

1.4 Fina ncial Repression 
Complete nationalizncion of :.i ll domestic b:inks in l:lnunry 1974 sign ifit:an tly ultered the financial 
l:lndsc:ipe of the country. The objectives of nmionalizalion were to direct banking activities towards 
national socio-economic objectives and ensure complete security or depositors' funds. It is wonh 
mentioni ng that monetary polic y mechani sm of SBP had al ready been ch:rnged a couple of yenrs 
before nationalization through ::idoption of direct monetary controls and establishment of National 
Credit Consultative Council {NCCC). The new system was designed co li mit the quantity of credit the 
banking system cou ld extend to the pri vate sector, while ensuring the now of credit to government 
and priority sectors. Though the system was supposed to promote economic development ai1d 
growth . it had its own repercussions. which are discussed in the followi ng sections. 

1.4.1 High Government Bo r rowing 
Over the years. the deteriorating budgetary Table 1.9: Fisca l Deficit :md Financing (:i.vcr:1ge 198.1-90) 

disc ipl ine had resulted into high domestic Ov~rJll fiscal deiirn ( as percent of GDP) 

borrowings by the government (see Table 1.9 J. 16 
Financing I percent share in 101a11 

The resulting domestic debt structure, which was faiemal borrowing 

characterized by presence of short and long-term 
:;overnment securities with :idministratively set 
yield sm1L"1ure. had been an imponant s0urce of 

BJnk borrowing 

7.5 

11.7 

fi nanc1;.1I repress ion. In overall terms. the domestic debt was classified into permanent. floating and 
unru1u.kd c;itegories. The permanent debt consistet..l of government bonus (h<!ld by banks anu -
fi n~111 ci;-il institutions). and bearer instruments (held by 111d!viduals or corp1irate bodies). the t'loatin~ 
t..lebr •.:omprised of three-month tre:isu ry bills sold lO bLtnks ~hrou~h t:.ip system and :.idhoc treasury b~ lls 

• • • 

•• 

• • 
• • 
• 
• • 

• • 
• • • "Th..: ' pr.::aJ h..:l '.V<:Cn buying :ind sci ling l':rtc w::is ..:qual iO R; 110 156 p.:r 1. • :; f), :ll,;r up h) \pn l ~.J. I CJS7. :itk rw:mb ll was 

..:hJngc:.! :o 0.5 1 Jcn;c~l •Jf <he spm buying r:i1e. • 
1

' C:or JctJll.'\ '" f11rc1g1 ~.xd1ange market pan1e.:1pa11Li. -i:c .\nncx l .J. 
1
" In v i.;\\ " I. narrow La.~ base, lock <Ji' .:xpcrtrsc in IJ:t :u.lm1ms1r:a11' ll .1m.J :~p-:~u11urc ~ontrob , :m<l limi tcd i'orel!rn (l)ans. 1hc 

govcmmc:u h:.tU rclictJ h....:~1 vll y •J 11 Jc>tnes uc blllTOWings tnat were a llllh.:h ::1j .,·r ,ouri..:~ tll fun<.Jing C:(pcnc.l iturcs.- • 
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purchased by S BP. Unfunded debt , on the other hand, consisted of various certifi<.:ates and schemes 
of CDNS with very high ra tes of return and various tax incenti ves and exemptions. 17 

In terms of non-bank financing, the National Savings Sc hemes (NSS) had been the major source of 
funding as its average share in the totol inc reased from about 12 percent in the second half of l970s co 
67 percent in the second half o f 1980s. With a view to attract sufficient resources, the rate of return 
on Khas Deposits Certificates (KDCs) was increased to 15 percen t on three-year maturity period, 
while the Government Treasu ry Deposi t Receipts (GTDRs) were offering a maximum of 9 percent. 
Interestingly, the banking sector was not allowed to in vest in both of these instru ments . 

As for the bank borrowing, the commercial banks were required to ho ld, as sta tutory liquid ity 
requireme nt (SLR), 50 percent of their depl ·-;1ts in the form of government securities. Banks mainly 
lidd treasury bills, which were offe ring 6 pen.:ent i·ate of retu rn that was also taxable. Arter tax. the 
return was o nly 2.1 percent compared to return on K.DC of 15 percent for-three-year maturity period. 
This 'on tap ' availability of treasury bills meant that banks would requi re mqre securi ties wi th the 
increase in thei r deposi ts. In addition. the govern ment also borrowed from SBP by se ll ing adhoc 
treasu ry bil ls at 0 .5 percent per annum. whid1 was the most intlationary financing and termed as the 
monetization o f government debc. 

This composi ti on of domestic borrowing adversely affected the banki ng system and the monetary 
control mechanism. Firstly, this led to low returns on banks portfolio. More specific a lly , although . 
commercial banks were obliged to accept all deposits, the ir lending operations were restricted in view 
of cei lings and s ubsidized credit to certain priority sectors. Furthermore, at least 30 percent of the 
deposit base had to be maintained in low yielding government secu rities as SLR, as stated earl ie r. 
This was in add ition lO a minimum o f 5 percent CRR to be deposited in non-i nte rest beari ng accounts 
with SBP. In sum. these regulations led to low returns on assets portfolio, whi le a cerw 111 proportton 
of unutilized fund s di? not earn any return . 

Secondl y. this led to dis-inte rmec!iauon in the ba'tiking system. While, NSS were offering a variety of 
cax incentives und rela tivel y high retu rns (up to l 5 percent per annum tax-free) at zero-risk Lo the end­
investors, the financial institu tion·s were providing 7 to 9 percent per annum o n Lime deposits. 
Consequently. NSS was able to auruct a large amount of funds away fro m the fina ncial ins titu tions . 
..\s a resul t, not only banks· share in fi nancial savings decl ined, but also SBP' s role as a monetary 
authority was weakened . The high currenc y!M: and M1/M: ratios and declin in g M:IM, rati o indicated 
inc reasing cash flows out 1Jf the ban ki ng system (see Table 1.10 ). Moreover. high cu rrency to total 
deposit ratio imp lies the growing size o f para llel economy. 

T!1irdly. the market segmentation (banks vis-a-vis non-bank) and resulting d ispersion in interest rate 
structure , added to inefficiency of banking system as evidem from high M1/tVI~ and M 3 10 GDP ;·atios . 
suggesting the inability of banks to sumulate long-term savi ngs. The ratio of :YI: wirh GD P had also 
been dccl ming si n<.:e 1986-87, suggesting that the t"inanc i;:d sector w;:is loosing its allracii vene~s for 
deposirors 1.see Table 1.10) . 

1.4.2 Credit Controls 
The absolu te c red it ceilings, which were widely used as a direct too l for controlling monetary 
expansion, also led to distottions in the fi nancial sector. More specifically. since ceil ing o f ind1v1dual 
bank was dere rmmed main ly on the bas is of ourscanding stock of deposits, it placed undue emphasis 
on historic market shares inste;:iJ 0f bnnk"s sut:cess in allracting new deposics. This. in rurn. 1,vas 
impeding competi tio n among banks for deposit mobi li zation . 

17 The avcr~ge r~turn \JO DSCs J w·111g 1980s was 15.u percent ugainst 7 .1 percent 0 11 bank deposits . 
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Table 1.10: Selected lndic:itors ofFin:mcin.1 Sector 

C urrency/ 
Tim~ . --

Time deposfu1 
total deposits 

depos its/total Currency/IV!,_ M111Vf1 M·,/Ml 
GDP 

M,/GDP M_JGDP-
de >osirs 

FYSl 50.l 44.8 33.2 70.3 89.6 11.2 37.6 42.0 

FY82 48.l 45.5 32.3 69.5 87.0 11.0 35.9 41.3 

FY83 45.9 49.6 31.3 66.1 82.7 IJ.6 40.l 48.5 

FY84 47.1 54.1 31.9 63.4 78.9· 1-U 38.9 49.3 

FY85 44.5 51.2 30.7 64.7 77.0 IJ".8 38.9 50.6 

EY86 4-3. I 5 1.9 30.0 63.9 76.U 14.S 41.0 54.0 

FY87 4-5.5 49.0 31.1 66.5 72.5 14.0 4 1.9 57.S 

FY88. . 48.6 46.S 32.6 68.1 68.6 125 39.9 58.I 

FY89 51.4 44 3 33.6 71.0 
0

61'.3 10.9 37.7 56.1 

- FY90-·- -· 5-i'.4- 45. I 33.7 70.4 " 67./ 11.S- - 39.9 58.9 
Note: Mi series h:is· been takt:n from Pakistan's Economic Survey For FY9 r. · . . , . 

The system of crecit ceiling was also repercussive ns the magnitude or credit flows to the private 
sector wns determined only arter accommodating public sect_or credit requ irements. Hence. it was 
on ly the private sector that came under the cei ling. In nddition. the ceil ing also tended to 
accommodate established bon-owers even if they were simply meant to rollover their loans. as banks 
were genera lly not willi ng to incur the cost of screening and evaluating new projects . 

With these cei lings in place. the practice of accruing interest on infected loans by banks was very 
damaging. Since the unrealized income was liable to taxation , it reduced banks' abi l i ty to augment 

· their capiml base and to extend new loans. 15 At the same time. these ceilings also had an in-built 
incentive to evade. For exampl e, with a view ro avoid ceiling, a bank could arrange a loan from any 
NBFI against its guarantee. Hence. bank wotJ ld book loans off-balance sheet by acting as a loan 
arranger for n fee, w ith the acrual transact ion being recorded on books of NBFL 

1.4.3 Sectoral Credit Alloca tion 
The higher share of directed credit programs resulted in investmencs with low rates or retu rn. which 
subsequently burdened banks with brge non-performing loans.''' The effectiveness of such progr~1ms 
was also questionab le on the ground that it was di fficulr to ensure that the credir was being useu by 
actual intendl!d beneficiaries. 

Over the years. concessional credit schemes have led to excess1\ e monetary expansion. which in turn 
contributed to ri sing level of financial repression. Mandatory credit targets at concessional rates 
disrorted the interest rate structure. thus widening the market segmentation. Moreover. profitability of 
the banking sector was nlso wiped out. to which the banks responded by push ing up their rares on 
l)ther !ending while keepi ng deposit rates down. 

1..:t.4 Adminis tered Interest Rates 
The i nterest rate restrictions were in the form of floors on deposi t races and ceilings on lending rates 
or commercia l banks. These controls were motivated by a desire to provide low cost funds co 
encourage investment. particularly for priori ty seccors. and to safeguard aguinst their increase as 1t w:is 
deemed politi1.:ally nr soc ially undesir:ible. Hence. the real interest rnte on deposi L<; remnined virttwlly 
negative for most of the time, thereby liiscour:iging savings and leading to tinani;ial dis-intermediation 
( ~ee Figure 1.1). 

" Bank's c:.ipi1al l>ase •vas one o l' the <leccrmin:rnts Llt" c1cJic ..:ctlin~ . 
101 

Th.: ,h:ir.: o r' .Jircctc<.I credit ,, prov1Jcd 1n Ta hie h.6. This p:inly .:xpiJtnS chc !ar:rcr share 0 f s late owned hank<; 1n toial 
'.'lPLs •_>ce T:ihlc .L ! J. -
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1.4.5 Implicit Risk Insurance 
1n some cases, like mandatory targets, credit 
risks were taken over by the government: 
liquidity risks were limited, as banks were 
allowed to discount excess treasury bills with 
SBP on daily basis; interest rate risks were 
negligible due to administered interest rates; 
and foreign exchange risk cover were provided 
by the government. In addition, government 
provided explici t guarantee to all depositors of 
NCBs and DFls. This broad assurance 
reflected the desire to protect depositors and to 
maintain confidence in the stability of the 
financial system. However, such policies 
weakened market signals and stimulated risky 
investments.(both by depositors and banks) 
without adequate checks and eompen'sation . 

1.4.6 Other Factors 

Pre-ltefnr/11 S1ruc111re in 1990 

Figure 1.1: Re3l Return on Deposits 
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· The limited competition due to entry restrictions on new institutions and restrained activities of 
foreign banks, hampered the development of the financ ial system. Moreover. dominance of the public 
sector enabled successive governments to seek political power by distributing rents through banking 
system. The resulting inefficiencies of the system, required authorities to further tighten controls ro 
•1chieve policy results. thereby creating a vicious circle of growing checks that became increasingly 
less effective. 

In addition, underdeveloped money and capital markets limited the role of fi nancial sector in terms of 
intermediating fund:; between borrowers and savers: firms and individuals were meeting their long­
term financing needs from informal sector. Also. the absence of secondary market for government 
papers led to limited number of money market instruments, thus curtailing SBP's capacity to conduct 
short-term monetary operations . 
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2 Financial Sector Reforms During 1990s 

By the end of l 980s. it was evident that the pervasive monc::rary and cred it policies followed over the 
years h;1d given way Lo the repressed fi nancial system. :1ffec.:ting adversely the growth and efficiency 
of the fin:rnei:::il see to r. It was in this perspective that at the end of 1989. a reform program was 
initiated Lo reduce Lht market st::gmentalion. 111still i.:ompetition. and switch over tu market-based and 
relatively more effjeicnt monetary and credit mechan ism. However. this reform process gathered 
rnomencum sin<.:e l997. whl!n a crucial set of 1'Cl'o rms aiming at institutional strengthening. 
restructuri ng of banks and DF!s. and impro\'emc:nt in rcgu lamry 'framework was 1ntroc.luced . 

2.1 Institutin nal Rcforii1s 
The gov'crnment ownershi p of commerc ial ;· mks resulted in pol itical intervention into cred it 
al!Qeation and loan recovery decisions be:;1dcs nthcr in~i11uriona l ineffic.:ienc.:ies .. o\s a 1c:sult, inl'ected 
loans increased sharply, tinanci;d institullon~ sufferl!d losses. and quality or service!> plummt:tcd. ln 
order to address these i~sues. a number ol"policy re forms \Vere undenakcn lO encourage the 
particip:ition of the private sector. such as transferring management and control of NCBs tu the 
privaLc secLor, and permi tting it to 11pen banks and Nl3Ffs. These mc::asurcs were Je~1gned to imprnve 
the level 0f competition aml effiei..:ncy in the financial sys1crn . 

2.1.l Financial Liberaliza lion 

Privati:atio1i 
To facilitate the privatizati0n process. the l3;111ks 1Na1ionaliza11nn1 .-\er. 197-l- was amended in 1990. 
empowe ring the Federa l Government lo sell .tll o r any pan •>f the .;hare t:apital o f NC-l3s. fn a 
subsequent amendment. the governmem wa~ allowed to su:-pend the pro\'isions or the Banks 
1. Nationalization) A..:t. in cases where 26 perce nt shares of any :--;cB were sold to the private scrn1r . 
Fu rthermore. an NCB would fn ll outside the ambit of the Banks' :\'::nion•llizationl Act. J 97..J. whcn 5 1 
pe:u::nt of rhe share capital was taken up by the private -.:ector . 

A-.:cm<lingly, '26 pe1eent shares o l' Muslim Commercial Bank • :VICB 1 were sold w 1hc pri'.'ale ~t!ch•r in 
. .\pri l 199 1. By J:tnuary L993. l'unher ..J.9 pcrt:ent shares of MCB \\ere Jisinvestcd in addiuo 11 tn 
trans fer of its mnnagement and contro l to the buyer. In September 199 l . 26 percen t shares of All ied 
Bank Limited <ABLI were also disinvcsled unde r the Employee ~tt•ck Ownership Plan and the 
management :\llcl \.'.ontml of the bank was handed over 10 Empinyec \ ·la11a:;emen1 Gmup. Funher 25 
peri:t:nl .;hares w.::re St11d tn private se~·ro r :n . ..\ugust 199~ . fn the -.:me yl!a r. the i;!'" crnn:c:nr dcc!dcd 
tn ;;e ll °2(1 percent .;hares u f Uni ted l3a11k 1.imired 1 l.' BLl ;iJ1d ;rar:,;:'c ,· !t~ 111anagemcn1 to the pri v:1tc 
~ . .!t.:[\)f. .-\I though ?11 irial atcempt rn j)n v;:11zc L'!3 L failed bee au .;c .-.; .ir:i:u~ tcdin1c:il re:t~·)n,: . 
priva1iza11on of '.'!CBs remained :1 key dement in g1wernment :1:;e11d:1 . 

Opening of New /3a11ks 
With a view Lo cncou:·age pnva1c scctnr panH.:1pati1111. :::nhan..::.: ~r· ~·..:11.:ncy ::nu prt ~111<Hc: ,:11mpctit111n 
among banks. the Banks {Na11onalizatio111 .~.i.:t. 1 t)74 w::s .1111e111.kd :lunng ! l/91. :tiliPving private 
sect<1r to Dpen banking companies. Subsequently. in Augu:;t 1 9~1 I. ten ncw P:ikist:rn1 cumrr.erc1al 
banks were perrniucd to commence 1heir npcr:1ti1111s.1 in h11 c::r :,;::::!·-, . •Jeve11 nt:\\ ;,:inks were .dl1iwcd 
tn start commercial banking.:: Moreover. I\\ n ;mivi11..:ial hanks. :1a1m:ly. the Banh. 111· Khyber and 1he 
Bank 1>1' Punjab. '~ere dc:dared as sd1ctlukJ banks in l 1)9..J. . 

1 Thc-,c. h:rnk.'.\ includi:d: O:rnk .~l-H~\b1b L:irufcil. 'i\1n.:n [3~rnk L 1mH,:ot.i. l_' n1P n .3 ink L1ff11l~:.!. ~k:1r:u1 U.111~ Lun1t1..d. 111011:-. 

Ban>. L111111i.:J. Pnmi.: c,,mmcrc;al i3.1nk L1m11cJ. ,.\ ,\..;111 C1•mmt::..:1.11 ! 3 ;cn~ t.·m11i.:.J. IJ11t.:11 :3;111;; L:nlllc:I. C.1pnal :3 ;111~ 

Lim11cu. am.i Rcpul>lii.: 13.1111... Lnrntcd. 01 th.;,.;, :a,; t··"> 0.1111.., J1.J 1h..>I b.::;1t: :.: ~ : 1 :·,1..i:ic: ... : • .:;:" H) 

: These i11dut.kJ: ,\ktl'•' Plllit:m B:ink L1mi1..:d. l l:1h1h Credit.\: Ex.:h:111gc: ' l ::m: : ... 1:1:.. : I. ~ .. :11u1 8.c:i~ !.11111~.:J. F:1·1, ,.i ll:ink 
Limited. Plaunum C11m111crcial Bank L11nitct1. P!·uJc1111:1l C,iinm..:n.:i:il Bank 1_.r.;11,d. Cju1i' ~: .. m111cr~:.:1 3.1nk L11111tcd. Hank 
\i-F:clah L1m11cd. B.1111. or Ccyl1Jn. Oman in11::·11a11o111.1i Bani.. ~nJ 11 u,; J.111k L..:;;;:·~~ . 
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In order to avoid the mushroom growth of banks a moratorium was imposed in 1995 and no new bank 
was allowed to open thereafter. H owever. the branch policy for both the domestic private banks and 
foreign banks was eased; this was done to provide the opportunity for existing banks to grow. On rhe 
contrary, nationaliud banks were prevented to open new branches in December l 996 and asked to 
close unprofi table cnes in 1997. 

2.2 Institutional Strengthening of NCBs and DFis 

2.2.1 Strengthening of Self Governance 
I n 0rder co strengthen sel f-governance. various amendments were made in Banking Companies 
Ordin;rnce. 1962. More specifical ly. section 27B was inserted to curt;;i.il and make punishable 
disruptive union activities: ~ccordi ng to a new section 83A. dishonesr removal or.disposal of goods 
(pledged as securi ty fQr the payment of any debt or loan) was ·made liable for punishment; and 
extension of any·financial facility to a borrower on verbal instructions was considered an offence. 
Furthermore. <tmendments were also made to empower the SBP to frame guidelines for recovery of 
b:id or doubtfu l loans by giving im.:entives co borrowers for making repaymenrs withi n a spec.:ified 
time. At the same time. SBP was ::ilso authorized to publ ish ::i l ist of defaulters after noti fying and 
hearing from chem in advance. 

2.2.2 Restructu ring of Banks and DFis 
Since NCBs h;id focused more on increasing their branch network to for-flung areas of the country. 
their etfo:iency began co dec.:line wi th rising cost and oversized workforc.:e . These, together with 
growing non-perfor:ning loans rapid ly offset the initial beneli ts of n:iti on::iliz::nion. The more 
imporrant com.:ern was the increase in intermediati on costs that translated into lower returns on 
deposi ts and higher lending rates.; The resul ting stress on their profi tability made it clear that wi thout 
a signi ficant restruc turing. these banks would continue to pose systemic.: risks to the fi nancial system. 
Keeping this in view. NCBs were asked to prepare restructuring plans to rationalize their work 
strength and size. 

ln September l 997. three NCBs. rwo specialized banks and two privatized banks introduced various 
separati on schemes for employees besides chalki ng out plans for br:inch closure. With the help of 
golden h::mdshake schemes. in a two-year period. these banks were able lo reduce the size of their 
workforce from 99,95.+ to 8 1.079 as on end Dec.:ember l 999. l n terms of branch closure program. an 
earlia c.:nterion. which ensured that no area was rendered un-banked.~ was changed and banks were 
allowed to dose their branches encirely on commercia l considerations. Th is resul ted in a reduction of 
7 IS branl'.hes from end June 1997 (8.673 branches) to end June 2000 (7.955 branches). 

1.2.3 Strengthening of Prudential Measures 
The rapidly deteriorating governance :ind credic disci pl ine (especially in NCBsl not only aggravated 
:-truc.:tu ral problems. but also led to worseni ng level of non-per forming loans. This nec.:essi tated 
muslering 1>f ...:fforts to screngthen pruuemial measures, focusing on capital adequacy. :.idequace 
prnvision 111g and effective lo:in recovery mechanisms. and legal procedures. 

In 199-1-. the cap ital :idequucy requirements for NCBs and two large spec.:ial ized banks (i .e., ADBP and 
!DB Pl srood at 3 percent of c.:al l and rime liabi lities. This resulted in over-lending by these banks :ind 
weakening nf c::ipir:il base. thereby making them vulner::ible. [n FY96. ::ill NCBs. foreign banks and 

1 .~!thl•ugh this .:oulJ nm he suh~tanu;acd wnh J:u:i. intermcJi:u ion .:osts were ri sing but l;1 rgel~ concc:ilccl in dist·:>ncd 
knJ1ng an<.I dep1,s 1t rates. due m presence of e lements of m:1nd:nory :ind concessionary credit and .:cilings and Jloors on 
kr.Liilll! f:ll~S. 
• .-\ p!;~cc/:irc;1 is J ccmcd :o be un-banked if no branch of ;my other bank is operati ng within a radius of 5 km. Rd: 13SD 
.:ircular :'-!o.11 J:i1cd 17'~ ~larch ~001 1hranch licensing policy). 
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Fi11m1cial Sl!cmr l~l!form.1· 011ri11g /990x 

NB Fis were in::; tructed to adopt the system of risk-weighted capital. in l ine w i th the Basie Accord-. · 
Consequently, effective from 3 L" December 1997. banks were required to muintain capital and 
unencumbered general reserves of not less than 8 pen.:ent of their risk-weighted ass!!ts. I n addition. 
banks had to achieve a minimum paid-up c.:api tu l of Rs 500 million by e11d December 1998. Jn 
December 2000, th is minimum Glpiral req uirement has been doubled ro Rs l,000 million, with half of 
the increase i .e. up to Rs 750 mill ion to be achieved by end December 2002 and the rema ining Li ll end 
December 2003. A bank ing co mpany foi l ing to meet the above requ iremen t shall stand converted into 
a non-scheduled bank. 

Since cred it rating is cons idered as one of the measmcs of transparcncv. steps were taken to 

i~st itu tion al ize th~ credit-rating process. Acrnrd ingly. in A pril l 995 . :~I I NBFis were required ro· have 
themselves rated by one of the approvc::d agencies. A similar condi tfon was placed for all banks from 
June 2000 with a view to safeguard the inten;sts nf prospec.:; ive investors. depositors and creditors. 

l n order to provide a level-playing fie ld between banks and NBF!s, besides consol idating the 
supervisory ro le of SBP over NB FJs. a one percent cush reserve requi rement (CRR> was imposed on 
NB Fis ellet:ti ve from January 7. 1996 besides statwtory liqui<liry requirement CSLRJ of 15 percent. 
which was imposed on January I. 1992. In addition. the provisioning rules and in terest suspension 
were imposed on DFis from the end uf rhe accounting year l 996 . 

Furthermore. in January 1997. SBP allowed banks to offer fund munagement :.ind other investment 
advisory services by fo rming s u b~id iary co mpanies. Consequently. bunks meeting liquid as~ets 
require ment and other credit disc ip lint:s during 1hc:: immediate 52 preceding weeks would be eligible 
to set up such subsidiaries. Such organization 11uwever. would not be permitted to invest in real 
estate or grant any form of ncdit. In Apri l 1999. SBP amended this regulation. specifying minimum 
paid-up capita l of Rs 100 millmn for subsidiaries formed for inve!.tmcm banking and fund 
management. 

2.2...t Strengthening of Loan Recovery Process 
State Bank. during its periodic inspections of banks. t:lass1fied. wherever necessary. loans and 
advances into three categories. namely. sub-standard. doubtful. and loss on the basis of assessment of 
risk to banks. Huwever. in February I 989 banks were di ret.: tcd co dassiry themselves loans and 
advances in nccordant:e with the detailed guidelines issued by SBP.' These gu1del1nes were further 
-;trengthened in August 1992. whereby 1he deter1111 nam for Lht! G1tegt>ry of Other A!>se ts Esrec1:.il ly 
Mentioned I OAEM l was changed from l SO duys or more h> 90 day:-. ur more. 

ln N1)vember l 993. SBP asked banks Lo scL quarterly rct:t)very targ\.:ls. submit progress reports. and 
form strategies 10 improve future rc.:cllvery process .. ..\t the same rime. minimum condi tions t'nr 
borrowers were also estab lished to ensure that delaulcers were not provided fresh loans. in this 
<.:llnnc::ction. banks wc::re also required to furnish a list l1f <lef~1ul1crs to SBP. having u meal borrowing of 
Rs 1 mil l ion and above. togeLht::r w1lh details ur rcschcdulcu anu re~tructured hwns. [n order to 
clearly 1denll fy d.:t'aul ters. SBP required banks to obtain information from Credi t lnforrnat1on !:~ureau 
Df SBP about w tul tiuts tanding liabi lities (to banks :ind oLhe r fin:1nc:i:d in~titut i unsl o ~ any applicant 
seeking loans of Rs i).5 mil lion or more. l n ,..\ugust 1997. SBP revised disclosure :-.tandards and banks 
wt::r::: :1ske<l to submit their annual accounts nn new l'ormats in line w i th imcrn::niunal accounung 
practices . 

ln 1993. the government increased the number 11 f b;mkin~ tn bunab 1·ro111 th;·ce l1> clc\·cn i'ur non­
int..:rcst beanng loans i.e. mark-up based loans. whcrea!> f1)r i nte:·e~t bea ring !llans. this wa~ ra1~cd to 
fourreen. All rin:rnctal insti tutions were :ilso instructed nor ;o at:cnmmod:ire def:wlre:·s ~in less 

'These guidelines were ia1u Jown in BID ~ircular :"<0.:; 1.IJtcu ::o'" !".:hruary 1•1:s•> . 
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reschedul ing or restructuring of outstanding liabilities are completed to "the satisfaction of lending 
institution. In December 1996, government restricted NCBs from making new project loans ti ll June 
1997. 

In June L 997, SBP took a lead by launching a th ree-pronged loan recovery dri ve which comprised of: 
( 1) an amnesty scheme. encouraging defaulters and sick units Lo settle their overdue/loans: (2) default 
cases of borrowers. who did not avail amnesty program by 5'" September 1997 were to be filed with 
the new banking courts; and (3) asset recovery departments of the NCBs and DFis were to be 
~trengthened an~d placed under new management. In April l 998. SB P,.s prudential regulation for loan 
dassification was rationalized , thereby requiring banks to make quali tative evaluation of their credit 
portfolios f~~- ·;:isk a·ssessment on the bas is of adequacy of security. cash flows and cred it worthiness of 
borrower. - · 

By l 5'11 N.ovembec L998, total· cash recovery amounted to Rs 34.7 bi llion, or a quarter of wtal defaul ts. 
!n October 199~:!!ie military government issuea·~1 one-month deadline to defaulters for clearing of 
outstanding d"ues·: Under th is ioan recovery drive, a total of Rs.13.5 billion were col lected during 
October to December 1999. 

2.3 Institutional Strengthening of SBP 
The iniriation of financial liberalization required the apex institution to work with more diltgern.:e and 
;1t1thortty to ach ieve its objectives. Hence. in order to strengthen SBP"s regulatory :ind supervisory 
auchonty. a number of policy and institutional measures were introduced. 

2.3.l Restructuring 
ln order to :J.ddress core fi nanci al issues (such :J.s non-performing loa.ns. crea.ti on of marketable 
governmem securities. moni toring of NBFls, strengthening of on-,;ite und off-site surveillance. and 
enha.ncing the capacity of SBP), a process of internal SBP restructu ri ng was initiated. With the 
purpose of monitoring leasing comp:.111ies. mod:.1r:.1bas. housing fi nance companies. investment banks 
and DFJs. rhe NBFls Regulntion and Supervision Depanmenc was setup. This deparrmenr. ,..,hich 
became fu nctional from 1'1 January 1992. issued ·Rules of Business'. requiring all NBFfa co submit 
periodic recurns for evaluation of their performance. 

St:c:uri ties Dep:.irrment was sewp in December 1990, m launch an auction system of public debts and 
develop a secondary marker fo r government securities. In 1991. <he Credit [nforma11on 8ureau I CIB 1 
was est;1b\ishecl lo rnaint:-iin record on all borrowers with liabilities. overdues :rnd default<; <Jf Rs 1 
mill ion and above. to any tinanc i<il insti rution und..:r SBP·s Jun~dic tion. Subseq uently . in FY'J5 al l 
inform<.1tiun was computerizeJ Cl> min imize del:.ly in information ira nsmission to banks. 

More 1mpurtantly, the SBP Act was amended in February l994. givi ng full aurnnomy ro the Board of 
Directors uf the Bank 111 al l matters rdai ing tu admini~.tra!lon and ·~ onduct ni" busi ness of the Bank 
within chi! provisions of SB P Ac c. 1956. This ac t w:is amended again 1n 1997 m fun her enhance 
SB P·s responsibilities 1see Section 2.6.11. 

.. 
Information frortt'earl y warning system. oil-site surveillance :ind on-sire inspection w:is integrated and 
focused on risk'JLft::iJys is. At the same rime. a s~·stem was put 1n place whereby performanc; of each 
bank :rnd NEFI ~Vis evaluaced under CAMELS :.inu C..\ELS -; vste:n. E.xchun~e and Debr 
i'vb nagement iJep;;:tment was established in FYOO by mergi ng the Securities -Departmem anu the 
Foreign Exchange-pe.:ling Room esr:.iblished in l 99:3. Th is pa' eJ the way fC'lr coordinated oper:uions 
in i"11 re1gn exchange and P::ik Rupee denomin,1teJ .;ecuriiies. Thi.; foci litated the free float of Pak 
Rupee ::ichievecfin.Pr'Ol. 
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2.3 .2 Consolidation of Regulatory Functions 
The restructuring process re<.:ei ved a major boost in May l 997 with the amendment of the SB P Act. 
l 956 and the Banking Companies Ordinance. 1962. These changes vested authority to SBP to 
regulaLe and supervise banks :rnd the finnrn:i.il institutions, to condu<.:t an independent monernry 
policy, and to set limit on government borrowinh~ from the <.:entral bank. Besides, the Banks 
(Nationalization) Act 1974, was also amended. dissol ving Pakistan Banking Counci l. and requiring 
SB P consultatlon in matters relating tn appointment of chairman/president and members of the bourd 
of all government owned banks and DFfs. Private banks were also required to seek SBP approval to 
such appointments . 

I n April l997, services of ~111 international consulting firm --Arthur Andersen-- were acquired m 
un&rtake an in-depth review of the bGnking su pervisqry system and monitoring tech niques. The firm 

. assisted in mod~rnizing and re-orienting inspection process besides providi ng trai ning to SBP 
officials. More importantly. on thei r recummendations. a risk-based inspection of ~inanc i al 
institutions and CAtvf ELS system of 0"1J-site su rveillance were introduced . 

I n Febru<Jry '.WOO, a Com.:ept Pnper outlin ing the future direction of SBP with rhe objective of 
transforming it into a highly prol'essional. cllkiem and modern institution w•lS approved by the 
Central Board of SBP.6 To help achie ve this objective. important measures were undertaken . 
including, increased emphasis on direct recruitmem t which st::irted 111 mid 1990s) ut se nior and middle 
management level on the busis of merit through open competit ion: ~ trengthening of National ln:,,ti tu te 
of Banking and Finance (NIBAF) -- the training w ing of SI3P: i de111ific;i tion of core and non-rnre 
functions; ;ind the introduction of an Early Retirement Incentive Scheme whid1 was later converted 
into n permanent feature for employees wi th 25 years of service. >. lorenver, as a step towards 
det:Clllralizati on of au thority, administrati ve and financin l powers •.\ere delegated t1) lower levels of 
hieran:hy. 

2.3.3 Computerization 
Although the process of computerization wa:,, ini tiated in FY9-I. wnh the crtarion of Computer 
Services Department, a major step was the setting out of " lnforrnarion System Scrar.egy Plan .. in 
FY99. The plan envisaged setting up of an imranet facil i ty and the installation of in-house :ipplication 
softwGre. SBP also launched its own website that hosts valuable in formation whit:h arc being 
regularly updated. Furthermore, in order to ensure greater securit~· ;ind efficiency in pu:;ment system. 
SBP acquired membership of Society for Worldwide Inter-bank F'.n:rncial TeleclJlllmunic:itirrn 
\SWlFT). which is operational since June 5 2'100 . 

2A Debt Management Reforms 
The debt management reforms were ini tiated with a view to : rcdu~·.: the ~egmcntat1on 111 gnvernmcnt 
debt markeL: rationalize the cost of raisi ng lnng-term government Jebt: establ ish a market-based rate 
0f rewrn ~tru<.:turc for government :;ecuriues: .ind pave the way t'or :mplcmt:ntat inn of monct::i ry poli cy 
through in!'1rume111s of indirect monetary ..:1,ntrol !see Section l A · . 

2.-Ll Replacing Tap System with Auction Based Sys tem 
Realizing the negative repercussions of tap s~"lem of uebt manai;:!:nent. Government of Pak:stan 
111 troduced ;1 short-term paper in Apri l [ l)S9 .. l,lthough thc:-.c ... i :-.-:i~on th debt 111stru111ems . ;ii~,) k111lwn 
as .. Government of Pakistan Market Tre:i:,ury Bills"'. were t1> be ~0iu by SBP nn behalf of go\ernment 
through an uuction system. th is e:<perience was not very ->uccc~st'i.:1.' Cnnsequcnrly. Securi ties 

'' Thc<:!llll:<::pl pap..:r ·.vas prepared hy Dr. lshr;a l l u~a111 . Gu,crnor. Sl3P. 
"II is 1mpon :1111 10 n.;tc 1h:u up 10 June I 9SO. rn ~:1d1 »f !hl! ipwl !hrcc .1uc111ins. , ; ~ ·,1Js were rc·;cctcd as 4uo1cd ro1cs were 
cnns1Jcrctl 100 high. During I '>SCJ-90. ''UL nr :6 .1uc<1n 11s. Ii were .. hu nduncd t:t~.::r J ue 10 l.1..:k o f 1mcrcs1 or lu gh 1>1Tcrcd 



Paki.<lnn: Fi11a11<:ial s~o·wr A <>.<essmem 1990-2000 . . ..... .... ... . ······ ··· ... .. . ···· · 

Department was set up in December 1990 tO launch auction system of public debt, and develop n 
secondary market for government securities. This was supported by nn end to issuance of three­
month T-bills and GTDRs sold through tap. In addition, following the introduction of 3-Day Re po 
faci lity in February l 992 the discount window was d osed down in the same mon th. The system of 
credit ceilings was replaced in August l 992, by a relatively flexible control th rough fixing of Credit 
Deposit Ratio CCDR) in each quarter. However, this system was also abol ished in September l 995, 
thereby encouraging scheduled banks to extend credit to the private sector through market-based 
mechanism. and helping SBP in man;.iging its monetary policy through indirect contro l. 

In te rms of long-term government debt instrumen ts. securi ties available to banks and NBFls included. 
'.Market Loan~·, which were a kind of government bond sold through subscri ption at par with fixed 
rates of interest. However, they were not allowed to invest in CDNS schemes, which were a.vailable 
to individuals at very attractive returns ~vith the option of premature enca.shment. More importantly, 
none of these securities weri:: priced at market rates. In view of ample demand for a market bust:<l, 
long-term government pa~t!r by banks and NBFfs. Federal Investment Bonds (FIBs) of 3. 5 ;.ind I 0-
year m~lturi t ies were introduced. These were fixed coupon bonds offering 13, 14. and 15 percenr 
annual return respectively. First auction of FlBs was conducted on 30'h March 199 1. Althnugh the 
market response quick ly picked up. it fai led to retain its attr;.ictivcness after read 1ing peak in FY93, as 
cu t-off decisions did not match market expectations on pricing (see details in Section 5.1 .3). 

2.4.2 Promotion of Secondary Market 
The deve lopment of a secondary market depends on a variety of foc tors, including capability ::mt! 
skills of dealers in market making, privileges provided by the central bank that allow dealers to carry 
out thei r obligations, quality ol' the paymenr system in te rms of effo.:iency and ease, spectrum of 
alte rnative government and non-government debt instruments available to investors. and ~a vi ng 
behavior of economic units in the country. 

System of Approved Dealers 
The reorienlation of money market. p;.inicularly fo llowing the introduction of auction system. requ m:d 
<!llicit!r.t prim;.iry dealers ( PDsJ. For that purpose . in December l 990. the former Secretary· s 
Department of the SBP. sought applications for PDs from scheduled banks and DF1s.• T he 
prospective PDs were not only required to maintain a minimum c:.1pital of Rs 100 mill ion. but also 
obliged to fo llow SBP rules and procedures. participate actively in all is:.rnes of government securities. 
distribute their secu ri ties holding as broadly as possible. make efforts for secondary market 
development. provide rwo-way market prices. and report periodically to SBP. In re tu rn. SI3 P intent.led 
to provide certain privileges. including . .::xce11~ i o11 of a market racility co prnvitle liquidity support in 
-:ase of shorr;-ige uf fun ds. :.u.:ccss to aucuons Jnd upen market operatiuns, :1ccess to SB P's book-based 
clearing and se ttlement system and access to the inter-dealer broker network as and when in1rncJuced. 

However. in Febn.:ary 1991 . to widen the s.:ope •) f pnnicipatiun in auct ions all banks were <il l1>w.::d 10 

p:irticip:H<:: direc tly. thereby creating a category of ·Approved Dealers· . .-\!though the selection 
..:rncrn1 for PDs was arucu laced rnud1 lacer 111 the end of 2000 , tl nancial institutions vverc quick ly 
granted the status of Approved Dc::ilcrs, tf they had a current accou nt with SBP. lnstituti1ms. nm 
having a current account, \~ere required co enc lose n letter fro m their bank, authorizing SBP to t!cduct 
the required amount from their balance to settle the accepted bids. Despite drawbac k::; . thi::. system 
succeeded in fi rmly establishing the primary marker of T-bills ;ind F£Bs. 

r;11<·, .. mu •>nly Rs .i,.:::50 m1 ll11>11 wi_>rth ->i° T -,,db "ere ,olJ. In the 1h.:x1 ~ c;ir . lo aui.:uons were held and :ill were :ohanc.Joncd 
.. 1u.: ;,, ' 11n ii .1r rc~1~o ns . 

'S<'t:~.:!;iry · s Dcpanmcm w:is :i:imc<l .1s such hci.:;ius.: 1ls Director .<crvcd :os $1:crctary to ihe C :mr;ll BoanJ o l' D1rec1or~ M 
S l3 P Tl11s J.:p!1Ilmcm w;1s rcnamcJ .is Corporate Al f;u rs Dcparuncnun FY92 . 
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Book Based System of Govenzmeut Securities Settlement 
In order to promote secondary market activities, the facility of Subsidiary General Ledger Account 
(SGLA) was extended to NBFls in March 199 l. The system, which was funher streamlined in June 
1991 , allowed the issu:rnce of government st::curities without any physical movement. In this system, 
while settlemen t was accomplished via an entry in SGL (representing the ownership of the inves tor), 
the transfer of ownership requi red simultaneous debits and credits to respective accounts of holders . 
This system allowed two layers of accounting: (I.) between SBP and banks/NB Fis with current 
accounts al SBP, known as SCiLA, and (2) between banks/NB Rs and tlwir c lients, called "Investors ' 
Portfolio o f Securities". This system greatly eased the clearing and settkment of primary as well as 
secondary market trnnsactions in T-bill s and FIBs . 

2.4.3 Mcasu reS' Relating to National Savings Schemes 
Since Khas Dt;posit Certificates (KDCs) were offering very high returns. these carried the largest 
share in unfunded debt.7 These certificates were discon)i nuea in February 1990 due to their costly 
nature. At the same time, three other instruments (Spt:cial Savings Certificates, Registered and 
Bearer, and Special Savings Accourits) were introduced . 

Interestingly. despite lower returns on new insLru.1pents. these were still very attractive. In fact, 
cont rary to reform objectives. these schemes were made more attrac tive overtime by administratively 
increasing their yields, which wgether with underlying tax incentives, further intensified the mnrket 
segmentation. However, in FY99 the interest rate structure was rationalized to some extent, when 
compound annual average return on Defense Savings Certificates (DSCs) was reduced by two 
percentage points in May 1999, which wcr<' fell owed by further one percenrnge point cuts in FYOO 
and FYO 1. successively (see Table 4.15). 

2.4.4 Measu res R ela ting to Bearer Instruments 
fn o rder to tap finances from informal sector. one registered and two bearer instruments were 
introduced in mid 1980s. More specifically, Special National Fund Bonds (SNFBs) were zero-coupon 
two-year registered bonds with a yield of 5.6 percenr and offered to individuals and co rpor;:ice bod ies: 
Bearer National Fund Bonds (BNFBs) were of one . cwo and three-year maturities. c::t1Tied yields in the 
range of 8.7 to 13.2 percent. and Foreign Exchange Bearer Certificates tFEBCs), which were 
denominated in Pak Rupees bur issued :1gai11st foreign exchange. carried rates of re turn in the range o f 
J-t5 to 15.0 percent. All these instruments were exempted from income tax. Furthermore. SNFBs 
provided the immunity from probe by tax authoritie~. This immunity was also given to FEBC::; if 
these were em:::ished in Pak Rupees.~ 

To mobili ze foreign exchange, US Dollar Bearer Certificates tD BCsJ were introduced in February 
199 l. Five Year Foreign Currency Bearer Certificates cFCBCsJ denominated in US Dollar. Pound 
Sterling. Deutsch Mark and Japanese Yen were initiated 111 March 1992. Their outst:rnd ing levei 
peaked in FY97. however these were disrnntinued l°rom January 1998. Three-year FCBCs 
denominated in US Dollar and Pound Ste rling were introdut:ed in February 1998 a.nd discontin ued 111 

December ~000. Outsta.nding stock of these certifica.tes was reported in domestic debt, becau:-.e of 
Pak Rupee cou nterpart impl ications for budgeL 

7 Oul of lhe lOl:JI unfunded debt of Rs 113 billion as on cnu June 1989. KDCs share wa.s 71 .<> percent. fo llnwcu lly Defense 
Saving Ccnific;1Lcs C2.5 percent} ~nd mhcr inslrumenl.li like ~aiional Dcposn Ccrutic:ucs/ Atcounts. Premium Savings 
Ccru licatcs and Savings Accounts (5.9 percent!. 
r. SNFBs. which were offered on Lap ror lirsi 1wo months of FYS<> . .-ucceei.kd 111 raisi ng R~ 15. 1 ln ihon. whereas BNFB~ 
conunued ull 199: •mu lhcir rollover was allowed ull 1998 . ..\l lheir peak in f'Y n:. the ir uulslanu1ng lcn;l w;is Rs -1:;_9 
billion. On 1he ulher hand. FEB Cs ( wh1cl1 were matlc more aur;icuvc in FY 93 i were discontinued on December 15. 2000 . 
.'\l their peak 111 FY 95. 1he1r uulslanding level was Rs 13.5 h1llion . 
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2.5 Monetary Management Measures 
Prior to financial sector reforms, monetary management was based on instruments_ of direc.:t controls, 
suc.: h as administratively set interest rates. credit ceil ings, directed :ind subsidized credit and direc t 
involvement of government in formularion and implementation of mon-etary policy. Therefore. 
fol lowing measures were undertaken with the objective of addressi ng these structural weaknesses. 

2.5.l · Reorientation of Monetary Policy Instruments 
Besides the introduction of auction-based government debt m;inagement, a tlexible system of Credit­
Deposit Ratio (CDR) was initiated in August 1992. which replaced ceilings for allocation of credit. 
.Under this system, commercial banks were required ro extend credit to tht: private sector with if! limits 
worked out on a quarterly basis in rel:.ltion to CDR. This system was gradually liberal ized and 
eventually abolished altogether in September 1995 (see Section 2.'.i.1). .- . 

A major shift. in monetary management came about in January 1995 with the introduction of open 
market operations (OMOs), which have now become the major instrument of monetary policy. Since 
then. SUP has been usi ng Market Rel :ued Treasury Bil ls <MRTBsl as the primary tool for conduc.:ting 
OMOs and. hence controll ing inter-bank marke t liqllldlly. [n order to ensure transparency and 
regulari ty. it was decided ro follow a tis.ed sc.:hedule from 15'11 April 1999 t'ur condut: ti ng auctions ;ind 
open market operations .'J 

In February 1991. the rediscount fat:ility was replat:ed wi th SBP 3-Day Repu fr1ci lity against T-bills: 
later. banks were all owed to also use FIBs when acc.:essing this facility. However, in order to limir 
any misuse. the procedure for acquiring this facili ty was amended in May 1993. and banks were 
directed to provide sufficient justification to SBP ftir u~ing this source or fundi ng. In addition. ba nks 
were also required to report all inter-bank call money and repo transactions ro SBP. 

The special cash deposit ratio (as u pe rc.:entuge of either total demand and ti me liabilities o r 
outstanding credit) is effecti vely a statutory cash reserve requirement (CRR> wi th the difference that 
they are remunerated at some gi ven interest rate. After the start of reforms progr:im. this condition 
was first imposed on 9'11 October t 991 . when bunks were requ ired to maintain 7 percent of their 
outstanding credit in addition to the CRR. However. th is requirement was dropped from t-S'" January 
199"2. Again. on 9'11 February 1995. banks were dirct:ted tO muinrarn 1.5 percent of their rotal demand 
and ume liabilities (in Pakistan! as special cash deposn with SBP. This ratio was funher enhanced to 
3.5 p.:rcent or the t,1wl de mand and rime li;1bili ties 1ex.ciuding forei gn currency ;iccounrs ) from 11 '11 

Dccember 1995 -- Jefore aboli~hing it from I '' Ju l~· I LJ%. 

S1111.·e thc:n, empha~1s was placed more on c~1sh reser,·c rcquiremenl t.CRRi, wh id1 normally stood :1t 5 
percent Ll ll weekly •1verage basis. Apart from 1lwr. ban ks were also required to maintain a given 
percentage of their demand and ti me liabiiiud 1n government securities as the statut0ry liquidity ratio 
lSLR 1 •. .i.s a pan uf rel'•Jrms. this rat ill was graduall y rctluced :"1\) fn .+5 to 35 percent in October l 993 
.tnd further to 25 percent in \.larc.:h 199.+. :.\l pre:-,ent. the rat1u , ran tls at 15 percent. set 1n June I 99l). 

2.5.2. Ration::i lization or Subsidized Credit Schemes 
ln \lrder tll e liminate the subsidy eiement :rnd the attendant fin ;inci:tl market distortion~. the lending 
rates ,rn special financing schemes including locall y manufocturct.l machinery 1Uv!M i and e.xpon 
!'in;rnt:e were g radu all y raised. At presen t. returns payabl<: .111 ' pc>cial rinanc ing schemes are close w 
rnark..!1 r:!les. except for expon r'inance and e:-: pun sales ur L~l\ I. In adt.l iunn . co ensure that financia l 
institill1uns are !lOt burdened with subsidizcd .:redit. all nc'' ,.,..:hcrne:-. involving conc.:css ional fin ance 
were ..:~1pred. 
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Export finance scheme experienced a major change in 1-992 when scheduled banks were asked to 
maintain an interest bearing Special Deposit Account with SBP. using the amount of refinance 
provided by central bank. In practice, this squeezed the banks' abili ty to expand credit and contained 
credit expansion in the system. Hence. in April 1997, this scheme was restored to its original. 

2.5.3 Interest Rate Rationalization 
As a major step towards market-bused monetary management, caps on maximum lending rates of 
banks and NBFis for trade related modes of finar\ting (e-xcept for LMM and export finance scheme) 
were removed in March 1995. ·Subsequently, caps for project financing were also lifted in October 
1995. Floors on minimum lending rates, for project and trade related financing were abolished in July 
1997. Accordingly, banks and NBFis were able to set their lending r.ates in relation to the 
demand/supply conditions in the market. 

2.6 Banking Law Reforms 
During 1990s, a number of amendments were made in the SBP Act. L 956; the B.:rn'king Companies 
Ordinance, 1962; the Banks (Nationalization) Act, 1974; the Banking Companies (Recovery of 
Loans) Ordinance, L 979 and the Banking Tribunals Ordinance, L 98-L The key objectives of these 
changes were: to pave the way for privatization of NCBs; to enhance competition by allowing private 
sector to establish new banks; to increase the autonomy of SBP in form ulating and implementi ng 
monetary policy; to consolidate its role as regulator of banks and non-bank financial institutions; to 
strengthen the internal governance of these institutions; and to improve the framework for recovery of 
loans . 

2.6.1 Reforms in SBP Act, 1956 
The Act was amended in Febru;,iry 1994 to increase autonomy of SBP in regulating the monetary and 
credit system. Accordingly, the Central Bo::ird of Directors of SBP \\'as enlarged to accommodate full 
representation of provinces and economic sectors, ::ind enhance its responsibilities in matters relating 
to administration and conduct of business. Me::inwhile, an amendment in BCO empowered SBP to 
change CRR and SLR for scheduled banks. The amendment in SBP Act also institutionalized a 
framework for the coordination of monetary, fiscal, foreign trade and exchange rate policies by 
establish ing a Monetary and Fiscal Policies Coordination Board . 

In fanuary 1997, section 468 was also inserted in SBP Act, L 956 to prohibit governmental or quasi­
governmental bodies from issuing any directives to banking companies or other financial instituti ons 
regulnted by SB P. Furthermore. the Central 1 ·.trd was entrusted to formulate monetary and credit 
policies consistent with targets and the recommendation of the Monetary ;rnd Fiscal Policies 
Coordination Board wi th respect to macrneconomic policy objecti'"~s . The Central Board was further 
assigned Lhe responsibility to determine and enforce limits on SBP .:redit to the federa l/provi nci al 
governments and their agencies; ::ipprove credit requirements of the pri vate sector; submit a quanerly 
report to the P::irliament on the state of the econo my; and advise the federal government on economic 
pnlicy issues . 

The major responsibilities of Monetary and Fiscal Policies Coordination Board included: to 
coordinate between fiscal, monetary and exchange rate policies by ensu ring consistency among 
macroeconomic targets; to determine government borrowing from ...:1)mmercial banks on the basis of 
liquidity expansion determined by the Central Board: to review the ...:onsistency 1)f macroeconomic 
policies on quarterl y bas is and revisit in itial limits/targets depending 1m t.leve lopmen ts in the 
economy: and to review expendimres incurred on raising of loans and government borrowing. This 
also required the Planning Commission and the Ministry uf Finance_ w periodically inform the Board 
about the impact of monetary policy on investment, growth and ba!Jnce tlf payments. Similarly. the 
Ministry of Commerce was ordained to provide feedb::ick to the B,):ird regarding the impact of 
monetary pol icy on trade . 
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The aforesaid amendments triggered a process of institutional capacity building within SBP through 
restructuring of its departments, induction of professionalism,. and development of its human resource 
base (see Section 2·.3). T his process took a definitive shape a_nd di rection in FYOO with the 
implementation o f the 'Concept Paper" approved by the Central Board of SBP. This will continue in 
coming years wich more vigor to enable SBP to asse rt and exercise greater auto nomy already provided 
legislatively. 

2.6.2 Amendments in Banks (Nationalization) Act, 1974 
In L 997. a n amendment in the Banks (Nationalization) Act further consolidated the regulatory 
functions of SBP. Accordingly, Pakistan Banking Council was dissolved; exclusive right of the 
government and its corporations to establish a bank were withdrawn: consultation with SB P was made 
necessary in the appointment of chairman; chief executive or any other member of the· board of 
directors of NCBs and DFis; and these boards were vested with respective superintendence of 
banking business and policy. Earlier in 1990. important changes were also made in this act, when 
government was empowered to privatize NCBs. In addition, DFis were brought under the purview of 
PBC. In 1991, the government was allowed to permit the establishment of banks in the private sector. 

2.6.3 Reforms in Banking Companies Ordinance, 1962 
The consolidati on of SB P's supervisory role also required amendments in BCO. Under Section 40A, 
SBP was made respons ible to systematically monicor performance of every banking company to 
ensure their compliance with the applicable statutory cri teria and banking rules and regu lations. In 
case o f non-compliance. SB P was ::tuthorized to take remedial steps in accordance with the law , and 

· periodical ly report shortcomings or violations to the federal government. Section 41D empowered 
SEP to d irect prosecution of a director or chief exec utive. who had knowingly caused loss to 
depos itors· money or to the income of banking company. 

Furthermore, sections 82A-G institutionalized the system of banking ombudsman (mohtasib), who 
had powers to investigate and adjudicate on complaints .of banking malpractices; perverse, arbitrary or 
discriminatory actions; violations of banking law: inordinate delays or inefficiency, corruption. 
nepotism or other mal-administration. In addition, mohtasib cou ld facilitate the amicable resolution 
o f complaints. or report its recommendations to SBP for implemencation. Provision of appeal to SBP 
by aggrieved parties was also made on orders of mohtasib. with finnlity in SBP's decision . 

2.6.4 Ba nking Companies (Recovery of Loa ns, Advances, Credits and Finances) Act, 
1997 

This Act was enforced to consolidate and re-enact the Banking Companies (Recovery of Loans) 
Ordinance, 1979 and :he Banking Tribunals Ordinance, 198..J.. This allowed establ ishment of bank ing 
courts to expedite recovery process for stuck-up loans. Besides disposing of suits within ninety days 
or asking defaul ters to furnish securi ty hereafter , these courts were allowed to pass in terim decrees in 
respect o f undisputed i.:lnims. In addi tion. an effective mech::inis m was also la id down, envisaging 
,rnachmenr before judgment ::ind appointment of receiver. and allowing the bank to take over the 
possession of property (in case where it was authorized to do so) without filing a suir. These couns 
were au tho rized to dispense with, by passing a preli minary decree re lating to suits based on 
morrgages, and pass final decree for foreclosure o r sale. The Acr :ilso provided for recovery of loans 
writte n off on o r after l si January l 990. on basis other than bonafide business considerations. 

2.7 Exchange and Payment Reforms During 1990s 
The process of exchange and paymenr reforms. initiated in l 99 l , w::is intended to fac ilitate rapid 
induscrializ:ition by creating an envi ro nment rnnducive ro domestic :ind fore ign inves tment, trade and 
foreign c'<ch ange resource mobilization .. ~ltho1..gh thi$ process received a serious set back due to the 
unsus tai n:ible balance of payments positi on following nuclear detonation. this was by no means an 
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end to reforms. Instead. the resulting restrictions were gradually lifted as soon as economic 
conditions improved. Given this, the liberalization process can be divided into two periods: l) 
February 199 l to May 1998, and 2) May l 998 to December 2000. 

2.7.1 Reforms During February 1991 - May 1998 

Promoting Intermediation . 
With a view to attract funds lield abroad by Paki.stanis. the resident Pakistanis were allowed to open 
foreign cU1:ren~y accounts (FCAs) with banks in Pakistan, which were freely transferable abroad, 
exempted from income and wealth tax. and no question was to be asked about the source of fore ign 
exchange. Persons holding FCAs could also obtain Rupee loans against such accounts . . . 

Encouragillg Foreign lnvestment 
ln order to encourage foreign investment, restrictions on capital inflows and outflows were 
liberaliz.ed. More specifically, not only foreign investment in all industries (particu larl y in servic~s . 
infrastructure. and agriculture sector) was allowed without prior approval. investors were also 
permitted to purchase up to lOO percent of the equi ty in industrial companies on repa triable basis . 
Furthermore, investment shares (issued to non- residents) coutd be exported and remittance of 
dividend and disinvestment proceeds was permissible wi thout prior approval of SBP . 

In terms of corpqrate financing. branches of foreign banks in Pakistan, fo reign contro lled investment 
banks incorporated in Pakistan. and non-residents were al lowed to invest in registered corporate debt 
issues. li ke TFCs etc. through public offerings and secondnry marke t purchases. Other than 
liberalizing procedures for issue and transfer of securities, non-residents were also all owed to trade 
freely in the shares quoted on the stock exch anges in Pakistan. However, for that purpose, they were 
required to open J. ·special Convertible Rupee Account' (SCRA ) with any authorized dealer (AD) in 
Pakistan. which could be fed by remittances fro m abroad and dividend payable to non-residents, 
whereas balances could be freely transferable abroad. In terms of royalty and tech nical fee. cei lings 
on these payments to non-residents were abolished. For domestic borrowings. rules intended for 
foreign controlled companies (for working capital and tixed investment) were streamlined. Fu rthe r, 
piivate sector entrepreneurs were allowed to obtain long-term foreign cun-ency loans from abroad 
subject to certain conditions . 

F acilitati11g For ex Transactions 
In this regard, the outward remi ttance facil ity available to publishers of newspapers aml magazines . 
and for correspondence courses was extended. In addition, upper limit on remittance fo r rnember~h ip 
of the educati onal. technical and professional organizations, ;ind examination tee payable to fo reign 
prc r"essional institutions was abolished. More importantly. restrictions on fore ign exchange for 
education abroad were removed. procedures for 1he release of fo reign exch•1nge fo r Ii vi ng expenses/ 
renewal of a change permits were relaxed. :rnd faci lity of back-to-back remi ttances was ~llowecl. '0 

Be:; ides, Pakistani nationals and res ident companies/firms were I icensed to work as money changers 
on payment 0f prescribed fee. These money changers were allowed tO· sell and purchase fo rei gn 
currency notes and coins at their own exchange races . 

Promoting lnternatio11.a.l Trade 
On the export side, besides pet:mitting exporrcr. to ret::iin the amount of commissio n (not exceedi ng 5 
percent of FOB value of goods real ized) in their special FCAs. Lhey were all0wed to use foreign 
currency balances for surrendering expo rt proceeds to ADs. In addi tion. individual 
firms/organizations participating in internati onal tr.-ide fa irs/exhibi tions were allowed to \)bt::i in fore ign 

111 Back-10-hack rcmitt:rnce facility permits ADs to issue TC;iMTs/Tis and urarrs. without limit agatn~I surrcm.Jer nf 
equivalent amount in the sb..-ipe o r foreign currency 110 1es . 
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exchange without prior approval. Moreover, upper ceiling on export of trade samples during a 
calendar year was raised. O n the import side, the condition of obtaining import license from Chief 
Controller of Import & Export (CCI&E) was done away with. Importers, registered with EPB, were 
permitted to make imports· up to US.$10.000 (or equ ivalent in other currencies) without opening leners 
of credit or registering the indents/proforma invoices or orders with the ADs. 

Liberalizing Forer Market 
A milestone was achieved in July 1994, when the government accepted the obligations of Article 
VIII, sections 2 , 3 and 4 of the I:MF Articles of Agreement. Consequently, the Rupee was made 
convertible on current international transactions. Other major changes in exchange rate regime \Vere 
introduced in February 1998 when ADs were permitted to determine their own exchange rates for 
currencies (other tharr US dollar). in terms of Rupee depending upon demand and supply positio n of 
the market. T.he exchange rate of US Dollar against Pak Rupee continued to be determined by SBP. 
However, the SBP's buying/selling spread for the US Dollar was widened from 0.5 percent to l.O 
percent of buying rate, and ADs were allowed to fix their own buying/selling rates for US.Dollar 
wi th in this band. 1 

• 

2.7.2 Measures Undertaken During May 1998 - December 2000 
The economic sanctions by certain donor countries and multilateral institutions following nuclear 
detonation by Pakistan on 28'11 May 1998, created a state of uncenainty, especially regarding 
Pakistan 's abi li ty to meet its external obligations. In terms of inflows. remittances fell drastically, and 
foreign and programmed loans from IFis dried up. On the other hand. cons tancy of claims on limited 
resources was bound to deplete the meager liquid foreign exchange reserves in a short time. The 
resulting balance of payments crisis was addressed by extensive controls on foreign exchange 
transactions. 

Freeze of FCAs 
In view of impencing huge forex liability, withdrawal in hard currency from FCAs, certi ficates of 
investment issued by NBFis and encashment of fo reign currency instruments (FEBCs, FCBCs and 
DBCs) was suspended. However, these could be convened into Rupees at prevailing exchange rate. 11 

In addition, exemptions on FCAs from tax and zakat deducrion were withdrawn to encourage their 
conversion into the Rupees. Furthermore, holders of FCAs were also offered Special US Dollar 
Bonds against the foreign exchange in their accounts. These Bonds were later made more attractive 
by reducing the minimum maturity period from 5 to 3 years and raisi ng the maximum rate of return 
fro m UBOR +1 to UBOR + 4 percent. In June 1998. a new FC-\ scheme was initiated . which had no 
surrender requirement for banks and no forward cover faci lity fro m SBP. However, in June 1999. 
banks/NBFis were directed to keep these deposits within Pakistan only. At the same ttme, they were 
allowed to deposi t such funds with the central bank. 

flltrod11ctio 11 OJ i'r!ttltiple Exchange Rate Regim e 
In the exchange rate regime. a new mechanism was introduced in July l 998. comprising of: a) official 
exchange rate, and b) floating inter-bank exchange rate tFIBRj. While the official exchange rate was 
fixed by SBP, FIBR was determined in the inter-bank marker. The composite of the two rates was 
applicable to al l transactions. except for certa in specified categories, which were subject to official 
exchange rate. 1 ~ Subsequently. the share of FIBR in the composite exchange rate was gradually 
increased from 50 to 80 percent in December L998, and further to 95 pen.:ent in March L999. Finally, 
the marke t-based unified exchange rate system was adopted with effect from L9'11 May 1999. and 
FIBR bel'::ime appl icable to all foreign exchange transactions. In addition. the requirement on ADs to 
surrender all foreign exchange receipts to SBP was :ibolished . .-\t the same ti me. fore:< demand for :ill 

11 Withdr:iw:il of increment:il Jeposits ~lkr July I, 1998 ·.vas :illowcd 1n fo re:gn cxch:ingc. 
1 ~ The .:omposite w:.is iniually Jelined as 50 percent official :ind 30 oerc.:nt :=!BR. 
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approved purposes was to be met from the inter-bank market. However, by the end of May l 999, an 
unofficial cap on the Rupee trading was imposed in the inter-bank market due to undesirable 
volatil ity. This cap remained effective for over one year, before its final removal on 21' 1 July 2000 
when the Rupee was put to a complete tloat, which was a major achievement in the area of exchange 
rate management. 

Preventing Speculative Activity ilL Inter-bank Forex Market 
In order to prevent speculative activi ties in the inter-bank market. ADs were prohibited from buying 
and selling foreign exchange From/to other ADs unless such purchase/sale was backed by permissible 

• transactions with their customers. Iri addition, forward transactions of ADs with customers for tenure 
of less than one month were not permitted. ADs were further advised to ensure that Special 
Convertibl« Rupee Accounts (SCRAs) of non-1 ~ 1dents are not ~sed for speculation in respe\.:t of 
exchange rate of Rupee. 

The operations of forex market were rationalized by repl_acing the system of Net Open Position with 
an aggregate foreign exposure limit fo r each bank. Furthermore. reporting system was strengthened 
and ADs were directed to report daily all fo rex transactions (ready. forward, take-ups, cancellation . 
adjusting entries etc.) creating exposure in any currency to the SBP. To ensure stability and 
trunsparcncy in the market operations, ADs were asked to revalue their books dai ly on mark-to­
rnarket basis . 

Discouraging Capital Outflows 
With a view to discourage ca pi tu I outflows. some of the powers of ADs (relating to outward 
remittances) were withdrawn; the scope of bad-to-back remi ttances was restricted and Inter this 
facility was withdrawn; and the release of foreign exchange by ADs for all travel purpose was 
prohibited. However. with improved economic conditions, most of these restrictions were relaxed . 

Containing Import Demand 
Besides doing away wi th the facility to import throu,gh contracts/purchase orders/proforma invoice/ 
indent etc., the mi ni mum cash margin requirements were also used to contain imports. However, both 
of these restrictions were removed later with improvement in forex reserve position of the country . 

Discouraging Overdue Export Bills 
In order to dimin.::te incentives available to exporters for maintaini ng overdue export bills, it was 
decided that in case where an exporter does not repatriate exporr proceeds within three days of :he due 
date or wi thin 4 months of the shipment date. whichever is e:irlier. he shall be entitled to expon 
proceeds at the rate of exchange prevail ing on the due date or at the rate prevailing on the date of 
realization of export proceeds whichever is lower . 

2.8 Capital Market Reforms 
Capital market ;·eforms were an integral part of overal l financial sector liberalization program. The 
objective was to enable equity market to channel investment funds lo the most productive uses. This 
was to be achieved 1hrough creating a fuvorable policy environment 1hm instills competition and level 
playing field for invesmrs. and by broadening the market base. The emphasis was also given on the 
strengthening of governance, institutions, regulation, and supervision. Furthermore, several steps 
were taken for the improvement and modernization of market infrastructure. Another target area of 
these reforms was the corporate debt marker. which envisaged promolion of Term Finance 
Ccrti fie Liles (TFCs). 

2.S.1 Privatization of State-owned Enterprises 
The government policy to sell its share in large 31ate-owned enterprises · SO Es) through stock 
exchanges was of great significance in development of the equi1y markc:t. lncreased supply of 
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securities such as the Pakistan Telecommunication Corporation (PTC) and the Muslim Commercial 
Bank (MCB). and the large issue of a power project, namely the Hub Power Company (HUBCO), 
w.hich has been actively' traded, had considerably increased the market depth. 

2.8.2 Opening of Capital Market to Foreigners 
Exchange and payment reforms (see Section 2.7.1) proved to be of great significance in the 
development of capital market. Through these reforms, foreigners and oversees Pakistanis were 
allowed co make investments without prior approval except in few specified industries. This resulted 
in large inflows of foreign funds. Furthermore. the permission to retain ·100 percent equiry by foreign 
investors in a company wH:h no obligation to go public helped improve their confidence in P::ikistani 
markecs. Ocher imporcant steps in this regard were: che permission to bring in any amount of foreign 
cu1Tency and to take ic out freely; treatment of forei gn private invescment wich regard to taxes on 
income, at par wi th those appliCable to similar investment made by citizens of Pakistan ; and re lief 
from double t::ixation in cases of those countries with which Pakistan had treaties for avoidance of 
double taxation. 

2.8.3 Creation of SECP 
0 11e of the items in.reform agenda was the creation of an aurnnomous body that would replace 
Corporate Law Authority . This step was aimed at establishing a professional agency that would 
improve the regulation and supervision of securi ties market. Hence, in December 1997, Securities 
and Exchange Commission of Pakistan (SECP) replaced Corporate Law Authority th rough Act No. 
XLII of 1997. After its establishment, SECP played a proactive role in streamlining activities of 
capital market and protecting the interest of retai l invesrors. 

An important step taken by CLA was the easing of restrictions on pricing of new issues. More 
specitically, CLA repealed the Capital Issues (Continuance of Control) A<.:t, 1947 and consequently 
abolished controls on pricing of new issues: 'dnd introduced the "Companies (Issue of Capital) Rules. 
1996 .. vin a notificacion on 8'11 February 1996, to encourage promoters' contribution, broaden public 
partici pation, and prevent premature projects from going to the public. This had a positive impact on 
initial public offering, subscriptions and private placemencs. 

An0ther notewonh y step was the cre:Hion of the Central Depos itory Company of Pakistan Limited 
lCDC1 in 1993 co fa<.:ilirate electronic transfer of stocks . The CDC commenced ics operations in 
Sepcembe1· 1997. This depository company was established by stock ex<.:hanges in collaboration with 
the IFC. Citibank, leading co mmerc ial banks and DFis. This greatly encouraged market activity and 
streamlined the settlement process. 

The incorporation of the Pakistan Cred it R:ning Agency Limned (PACRA) and the OCR-VIS Credit 
Rating Co. Ltd considerably enhanced the market transparency.13 Furthermore. automation of all 
three -;cock exchanges and thei r revised rules and regulations ~llso helped in improving investors· 
conridence and led co increased trading accivi ty. 

2.8A Other Measures 
The r;nionalizatio1 of interest rates in late 1990s facilitated the capital market growth. In additicn. the 
b~n 1rn institutional investment in National Savings Schemes (NSS) in FYOO, and launching of 
Pakistan In vestment Bond (PIB) has created a huge· potential for the development of corporace debt 
markec. Tax incentives like exemption of income tax on bo nus shares. abol ition of wealth r:i.x and 
cup1ta l gains tax exemption on conversion of individual membersh ip into corporate membership of 
c:{...:hanges. helped in reshaping capital market structure.in. Pakistan. 

!.I P .\CR.-\ was cs1ahlished :is a joinl venture between IFC. I BC.-\ !imtl<!d of Eng!Jnd, :ind Lahore sccck E~·~hangc. OCR-VIS 
CrcJ1t r:11ing C0. L1mi1.::d w:is established in assoc1::11ion wi1h Duff :i.nu Phelps Credit r:11ing Co. 
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3 . Performance of Commercial Banks during 1990s 

The health of banking sector is discussed in this chapter under CAMELS framework. which involves 
the analysis of following s ix groups of indicators: ( L) capital adequacy, (2) asset quality, (3) 
management soundness, (4) earnings and pmfitability, (5) liquidity, and (6) sensitivity to market risk 
(for derails see Annex 3.1). For the purpose of analysis. banks are divided in th ree groups, namely: 
.state-owned banks, private banks and foreign banks. After analyzing these groups separately, banking 
sector as a whole is discussed at the end of the chapter. List of all banks under review in their 
respective groups is given in Annex 1.1. 1 Glossary of. important terms used in the chapter is given in 
Annex 3.2. · 

3.1 Overview 
During 1990s, total assets of commercial banks grew at a compound ann.ual growth, rote of 14.4 . 
percent, from Rs 426 billion at the beginning of decade to Rs 1,641 billion by the eircl of 2000 (see 
Annex 3.3). However. the growth trend indicated a structural break at the end of 1997. Specifically, 
annual average growth in the first period, up to.1997. was in double digit at 17.8 percent and· 
decelerated to 7.0 percent in the last three years. Higher growth in the first phase.was spurred by che 
entrance of new banks in the private sector and permission for residents to open foreign currency 
accou nts. Whereas the deceleration in the second phase was largely brought about by the overall 
slowdown in macroet:onomic growth; increased returns on NSS instruments; painful phase of golden 
handshake and branch closure program; crisis of confidence triggered by the freezing of FCAs 
following nuclear deronation; and the accountability drive of late 1999 that further tightened the credit 
expansion with slackening demand. However. with the inception of wide ranging banking reforms 
and rationalization of interest rate structure towards the end of the decade, pace of dis-intermediation 
had largely been arrested, as reflec ted in only 0.6 percentage point erosion of deposits in terms of 
GDP in 2000 compared with 2.6 percentage point observed a year earlier (see Tab le 3.1 ) . 

Amongst different groups. assets of private banks showed fastest growth during 1990s. fo llowed by 
foreign bnnks. Assets of foreign banks experienced a significant drop in 1998 and L 999 following the 
freeze of FCAs in May 1998. However. during 2000, these banks managed to build their assets by 2.7 
perc·ent. Asset composi tion showed that 
advances remained the largest s ingle item 
(around 45 percent on average) in total assets 
of commercial banks duri ng l 990s. Alrhough 
its share in total assets remained s table. growth 
of advances declined for all three groups 
during second half of decade. This is 
understandable due ro declining deposit 
mobilization by banks. In addition, huge 
infected loan portfolio was the major 
predicament for banks. particularly state­
owned bank.s. These bad loans not only 
seve rely damaged the profitabi lity and capital 
base of this group but also constrained the 
growth of net advances. Loans and advances 

l'igurc 3.1: Bank Deposits Vs :"!SS 
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1 Banks closed uuring 1990s arc not 1ncluJeJ in the analysis . 
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investment during 1999 by all groups and very nominal increase in 2000 (see Annex 3.3), at the back 
of decrease in yield on government securities.2 

T able 3.1: Assets and Liabilities of Banking Sector During 1990s 
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26.5 

86.2 

5.3 

8.5 

S3.J 

12.0 

4.6 

!9..1 

5.7 
4.9 

86.5 

6.1 

7.4 

54.5 
.!5.7 

1998· 

40.3 

30.6 

29.l 

47.1 

32.3 

20.6 

42. l 

30.3 

27.8 

87.5 

5.2 
1A 

82.3 

14.6 

3.1 

88.7 

7.3 
.i.o 

87. 1 

6.6 

6.J 

54.5 
44.8 

1999 

43.2 

25.6 

31.1 

4~.4 
23.7 
27:<r 

. 49~5 
12.9 
37.6 

44.8 

23.3 

31.9 

86..! 

6.5 

7.1 

77.5 

18.8 

3.7 

80.3 

15.7 
-l.0 

84.4 

9.3 

6.3 

52.6 
.!2.2 

2000 

46.9 

21.9 

30.2 

54.0 

21.6 

24.3 

: 5'1.6 

20.5 

27 .8 

48.7 

22.3 

29.0 

87.8 

5.0 

1.1 

77.3 

19.0 

3.7 

79.6 

16.0 

.IA 

SS.I 
8.5 

6.3 

51.5 
+l.6 

On the liabtliry side, deposits have remained the single largest source (almost 87 percent) of funds of 
the banking indusu·y in Pakistan. Being prime support for the banks, fluctuations in deposics had 
direct bearing upon the consti tution of asset portfol io and, thereby on profitability of the ban ks. 
Although its share in total liabilities remained stable over the period under review except for the slight 
fol l in last two years. growth of deposits declined significantly after 1996. Besides all. the fa<.:tors 
discussed above, an important reason for chis slow growth in banks · deposits was the diversion 
tow::irds NSS instruments, with the increasing returns on these schemes from 1996 (see Figure 3.1 ). 
Downward revisions in yields on NSS in 1999 and ban on institutional investment in March 2000. 
helped banks in increasing thei r deposit base towards the end of ihe decade ( for details see Section 
-L:!). 

: !n,·estmem in government securnies rcm:iined more Lhen SO percent l.l f tot:il 1m::s1mem during 1990s. 
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In group-wise analysis, both private and foreign banks were taking the lead in growth of deposit base 
till freeze of foreign currency accounts in May 1998. This apparent higher growth in private banks' 
deposits wa!5 primarily due to their eagerness to expand their low deposit base by offering relatively 
higher return. High growth in depositS of foreign banks was explainable given thei r reliance on 
Foreign Currency Accounts (FCAs). Compound average growth in the deposits of state-owned banks 
was significantly lower than the other two groups till 1997; howevBr, comparatively higher growth 

·recorded during next two years was mainly attributed to lottery schemes introduced by few banks in 
thi s group to capture the Rupee withdrawals from frozen FCAs. With the exception of these two 
years, performance of foreign and domestic banks was relatively better on this ace.aunt. 

Borrov.:ing has remained a supplementary SO" n ! of funding for the, banking industry in Paki stan. Its. 
share in total liabilities of the banking system inc;reased during the period under study, especially after 

· 1997, which added to financial cost of banks and, thereby affected the profitabi lity in this period.3 

3.2 State-owned Banks°' 
Being the largest group, performance of state-owned banks significantly affects overall indic:.itors of 
the banking industry. However, its rela tive size declined contin uous ly during the last del:nde. mainly 
due to the entry of new bank!!. especially domesric banks in the private sector after 1992. Moreover, 
if two privatized banks were excluded fro m this cncegory. the share of state-owned banks declined 
even further (see Table 3.2). With growing competition from private sector, the state-owned banks 
were find ing it difticult to maincain their market shares in terms of assets. deposits. advances and 
in vestment. In addition. pol itical intervention. over-staffing, over-branching and inefficiencies in this 
group had led to the problems of large non-performing loans. high ad ministrative expenses, huge 
losses and eroding capital base. Some of the~e inadequac ies for the two large banks were addressed 
through capital injections and institutional restructuring mensures (see Chapter 2). · 

Table :1.2: Share or Stat~owncd Banks in Banking Sector 

Percent 

1990 1991 1992 1993 1991• 1995 l996 1997 1998 1999 

Assets 92.2 89. 1 83.7 80.1 78.4 . 76.7 72.J 68.7 70.5 7 1.8 

Advances 91.1 90.0 84.1 SJ.4 79.J 76.t 73.0 67 .0 67.6 69.2 

Investment 93.5 87.9 82.6 77."!. 78.8 80.9 7).0 67.4 71.7 78.9 

Deposits 93.0 89.S 85.4 82.I 80.2 78.S 74.I 69.9 7 t.7 74.6 

C:ipital 85.4 80.4 65.5 60.6 57.8 52.6 41.7 20.s• 56.6 50.6 

NPLs 95.0 95.8 9"!..6 94 . .1 95.8 94.t <12.5 91.7 90.9 88.9 
•: TI11s low r:itio is due to the intensity of c:ipi1al erosion in 1997 due to Rs 35 billion loss shown by 1wo large banks . 
:iJj: Sxcluding two priv~tized banks (MCO and ABL). 

3.2.1 Capital Adequacy 
Capital adequacy fowses on the total :imoun t 
of bank capital, which is vi tal in reducing the 
risk of insolvency and potential cost of bank· s 
fai lure. In other words, this de termines the 
robustness of financial institu tions against 
shocks to their balance sheets. Although it is 

Table J.J: C:ipital Adeq uacy Indicators 

rcent 

l 997 

C:1pit:i.l to risk-weighted :i.ssc1s 0.6 

No. of b:i.nks below S percent CR WA ~ 

2000 2000..ii 

70.6 . 54.0. 

68.1 50.'.! 

71.3 54.8 

73.7 56.'.! 

55.6 47 . I 

88.1 72.1 

1998 I 999 2000 

l 0.8 l 0 .0 9.5 

0 

usefu l to track cap ital adequacy :·atios that take into account maJor financial risks (like credit risk . 

; IL is imponant to note that higher ;hare 0f borrow1ni:: afl~r t 997 was pn man ly ·Ji:e :o rrivate .md foreign b:inks .. 1~ :hc~c 
two group~ t0ok the main toll of the freeze 0f FCAs. 
•Banks havmg ~ovemmcnl°> equity :4reater then zero are includeu in lh1s .::.uegor-.:. This includes Nationalized Cornmerctal 
Bank tNCBs > 1.1: .• NBP. HBL. UBL anu FWBL: ucn:llivnalizcd commcrc1al banks :nc!uding MCB .inu ABL; and two 
prov1n1;1nl hanks namely Bank 0 f Punpb :.md Ban.k ol Khyber. 
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foreign exchange risk, in terest rate risk, and risks involved in off-balance sheet operations), due to 
data limitation we have used two basic indicators for capical adequacy ~ ( 1) capital to risk-weighted 
assets (CRWA) ratio; and (2) capital to liabilities (CL) ratio. 

In CRWA, which is the most commonly used indicator of capital adequacy, assets are calculated on 
the basis of risk weights determined under Basel Accord for each balance sheet item. T his ratio is 
available since 1997 only, when SBP inu·oduced the risk-based system for capital adequa~y consistent 
with the BASEL Committee requirements.5 As shown in Table.J.3, CRWA ratio was only 0.6 
percenc in 1997, considerably 1.ower than the 8 percent benchmark set by the BASEL Committee and 
indicated severe solvency problem in that year. Although four ouL uf eight banks in this group were 
below the criterion, the prime reason for this low ratio was huge losses suffered by two major banks · 
of the group. As a rewlt, in 1998 both the banks required capital support of Rs.30.7 billion from SBP, 
in addition to revaluation of fixed assets by Rs 13.9 billion, thereby raising the CRWA to 10.8 
percent. Unfortunately, growing non-performing loans continued to erode the capital base ofbne of 
these banks during the 1999, thus leading to a gradual decline in this ratio . SBP had to again provide 
capital supporc of Rs 8 billion co that bank during 2000. 

Another measure of capital adequacy is the 
bank's capital to its liability ratio that shows 
the extent to which capital and reserves of a 
bank provide coverage to liabilities (primarily 
to depositors). Although there is no 
benchmark, a high CL ratio signals strong 
position of a bank. As evidenl from F igure 
3.2. CL ratio was decli ning from the very 
beginning of the decade, indicating erosion of 
capital base. However. the cru nch came in 

,, 
L996 and became more severe in L 997, when 
CL ratio reached its lowest point. All the four .. 
Nationalized Commercial Banks (NCBs) 
suffered losses in 1996 (Rs 5.0 billion), while 
huge losses by two of these banks in 1997 were 
res ponsible for this sharp decline. Capital 

Figure 3.2: Cap ital to Liability Ratio 

~ J +--------- '---- - 1-----
~ 
" c.. 

injection and revaluation of fixed assets in the next year explain the subsequent recovery in L 998 . 
However, SBP again supported one of NCBs through capital injection in 2000 that posted a loss in 
L 999. This resulted in the improvement in CL ratio in that year (see Figure 3.2). 

It is importanl to note that the increase in capital along with profit earned (see Section 3.2.4) could 
not prevent CRWA from declining in 2000 (see Table 3.3). This may be due co rising share of riskier 
assets in 1heir portfolio.6 In overall terms. the frequent support from SB P to two large banks was one 
of the main factors tha1 helped in arresting the erosion o f capi tal of these bunks and set it in the right 
direction only at the end of L990s. 

3.2.2 Asset Quality 
The solvency risk ofa financial institution often originates from che quality of i1s assel portfolio. 
Therefore. ir i!: important to examine the .isset quality by using indicators; such as earning asse1s to 

.I BPRD Circular No. 36. dated 4'" November 1997. 
• In ~000. as shown in T<.1hle J .l. share of advances (riskier assetl 1ncrc:ised LO .t6 .9 percent of total assets against .tJ.2 
percent :1 }'e:Jr c:irlier. This was possible mainly due to subsequent Jcclinc in the share of investment (m~inly in govcrnmcm 
; ccuri tics l . 
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total assets , NPLs to advances, loan defaults to advances, and recovery to default ratios (see 'Fable 
3.4). 

Table 3.4: AssctQualily lndic..,tors 

rccnt 

1990 1991 1992 

Earning assets to lotal assets 80.2" 75.8 77.0 

NPLs to gross advances 18.0 19.9 18.6 

Loan defaulls 10 gross advances 10.7 10.S 11.4 

ProvisioniE.g t.o gross ad~ances 6.6 7..1 9.3 

Cash recoveries 10 lot:tl default 12.0 6.S 6.5 

More specil'ically. a larger share of earn ing 
assets would lead to higher profitabili ty ut 

1993 

77.8 

22.1 

1 l.2 

l .!.. 
5.3 

given level of expenses. 7 As shown in Figure 
3.3, earning assets to total assets rat io has been 
dec lining continuously du ring 1990s except for 
the last year. R Advance tax payment to CBR. t ' 

accounted in other assets, was one of the · 
important factors behind larger increase in non­
earni ng ::issets.9 In 2000 , this rario showed 

1994 1995 1996 1997 1998 1999-

71.1: 77.0 75.0 73A 7 1.3 70:6· 

25.6 23.J 2J.5 26.5 25.4 27.7 

12.8 12.2 13.2 21.9 18.9 16.0 

8.0 7.6 9.0 14.l 13.7 12.7 

8.2 8.6 9.1 9.5 6.3 8.0 

Figu re 3.3: Earn ing Assets to To1a1 AssclS Ratio 

s;;:::J Assets --E~ing assets 10 total as;cts (RHS) 

1200 

~ 1000 t----'---- --.... .---im--1 
u 

2000 

71.6 

24.4 

14.8 

13.:! 

8.4 

76 

! 800 +---·-----~~1 f-li!!t"<~l-ti~t-illl. ~·~ 73 c 
" some improvemenr due ro relativel y larger 

inc rease in advances that was partly offset v 
~ 600 70 ~ 

Rs lS.9 billion decline in investment. Had the 
investment not declined, th is ratio would have 
been much higher. 

Another indicator of asset quality is the ratio of 
non-performing loans to total loans (gross). 

:.0 

200 

0 N ~ V ~ 0 ~ ~ ~ 0 
~ ~ ~ ~ ~ ~ ~ ~ ~ ~ 0 
~ ~ ~ ~ ~ ~ ~ ~ ~ ~ 0 

N 

F igu r e 3.~: Non-performing Loans 

c::=i NPL$ (LI-IS) 
- NP ls/gross ndv. 

- Advances (LHS) 
- - Dcfauitsl irruss ndv. 

67 

An incre::ising trend in this ratio signals 
deterioration in the quality of asset portfol io 
and. consequently. in financial institutions· 
cash flows. ne t income, and solvency.10 State­
owned banks had the lar·gest share 1n total non­
performing loans of the banking sector. which 
was much greater than their shnre in nssets o r 
deposi ts (see Table 3.2). Although th is !:ihare 
declined in l~Her port of 1990s. this was more 
due to increase in NPLs of private banks rather 
than any improvement in state-ow ned banks 
(see Section 3.3.2). 

700 :------------------.. 30 
i 

600 .,..1 ------~"""""'--
500 L .. __ _ 

~ 1 ~ g. 400 

~ 300 L--·==:t~~Mlll~Mr-111 ·- I -
:.0 :!00 L --- illl-J--- ill-.._- •1--Ja 

As shown in Figure 3.-L the ratio of non­
performi ng loans to gross advances increosed 
from less than 17 percent in 1990. to '1.7. 7 
percent in 1999. Th is was due to substontral 
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1 The c•1rning :isscts :ire JcfineJ :i~ the sum 0t net :11.Jvam:cs, net investment :i nt.I money at call. 
' The .1ssctS arc net ul provi~ion. 
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0 C:1sh and bank bal:in..:cs . operating rixcd assets. income receivables ;ind other ~tSsets arc taken ;is non-earning assets . 
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10 At.lcquate loan classilic:nions :LT~ essential 10 have meaningful rauo or 11on·pcrforJlling. loans 10 tut.JI :id:-ranccs. T.hc rnuo 
may lose its imporwncc 11" banks lend to rcschct.lulc their loans t))at otherwise .shvuld become non-performing ... a pracuce 
also Jcscnhcll as ·::,·er greening'. 
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loans provided by NCBs on political grounds, especially during the early and mid 1990s that resulted 
in NPLs after a time lag. Furthermore, banks were reluctant in writing off the ' historical ly' bad loans 
mainly because of: ( l) poor quality of underlying collateral, and (2) to avoid any possible legal 
complication due to lacunas in the respective judicial framework . Thi:; also contributed in pilling up 
of bad loans in the asset portfolio of these banks. In addition, strict disclosure requirement put in 
place by SBP in 1997, forced banks co disclose the true classification of their loans, hitherto 
undeclared as NPLs. This .disclosure resulted in a substantial rise in N?Ls. However, a larger 
increase in advances and al most stagnant value of NPLs at 1999 level, led to a foll in th is ratio during 
2000. 11 Ne\tertheless, the volume of NPLs severely constrained the earning capacity of these banks as 
depicted by declining share of earning assets in total assets (see Figure 3-.3). Cash.recoveries to 
defaults ratio, however, witnes~ed some signs of improvemc:;nt, mainl-y attributed to steps taken wi th 
regard to internal restructuring of these banks to strengthen their loan recovery mechanism. and 
accountability and recovery drive initiated in October l-999 (see Table 3.4): 

3.2.3. Management Soundness 
A sound management is one of the most imponant pre-requisites for the strength :ind growth of any 
financial institution. Since indicators of management quality are primari ly s pecifi~ to individual 
institution. these cannot be easily aggregated across the sectors. In addition, it is difficult to draw· any 
conclusio n regarding management soundness on the basis of monetary indicators, as characteristics of 
a good management are rather qualitative in nature. Nevertheless. total expenses to total income, 
operating expense to total expenses, earnings and operating expense per employee, and interest rate 
spread are generall y used to gauge management soundness. 

In particular, a high and increasing expenses 111 

income (El) ratio indicates the operating 
inefficiency that could be due to flaws in 
management. As shewn in Table 3.5, EI ratio 
for state-owned banks. wh ich was alre:.idy very 
high, incre:.ised further from 95.7 percent in 
l 990 to 96.8 percent in 2000. However, during 
1996-99 this exceeded 100 percent mark. 
primarily due to the prov ision ing against NPLs 
(see Figure 3 .5). Ir is important LO note that 
1997 was ihe only year when operating 
expenses were greater than interest 
expendirures. mainly because of. Rs 26.5 
billion increase in provisioning against NPLs 
and. co some extent, Golden Hand Shake 
IGHS) sc hemes offered by three major 
nationalized banks. 11 

Figure J.5: Expenditure to Income Ra tio 
c::::J Total expenses - Total income 
- - Expenses/income (RHS) 
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l.ln1ercs1 income !.by Rs ~ .J bin due 10 iin NPLs by Rs 9 8 bin :and 
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[merest rare spread could also be used as an 
important 1ndictor of management etfo:ien<.: y. 

~.Ope::r:uing \!'tpcnscs " Jue co iin prov1.s1oning ( Rs ~6.5 bin• :md GHS. 
}. Prov1s1oning j by Rs ~0.6 bin. 

when see n in relation to profirability of the banks. This :s bec:.1use higher spread m:iy be caused ei ther 
by higher operating cJst reflecting mun:igement inefficiencies . orb~ banks' desi re to e:irn more pro fi t. 
It is imporr:int to note that this interest rate spread is not the simple di ffe rence between weighted 
average lending am! deposit rates. rather it reflects the diffc ren<.:e berween effective returns on earning 
assets and interest e.-.;pense on interest p;iying liabt lities (see ,\nnex 3.2 l. This indicator covers all th~ 

11 
. .I. I though ,1uality o f thes~ adv::inces could b e j uJged only .11·1er ..:ouple ,,( ~-c:irs. ·:!I li ng CR W A 1n this year may indicate 

riskiness ,,f these :issets. 
1 ~ The \rend ;hows m:ijor prov1s1onmg in l 996 :ind "Ni. •!wu;;h .''PL, ·1 ·c~c r;;;;:-::; .:i ~:irlier yc:us :1,; wel l. 
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interest earni1~gs and in terest payi ng acti vities of banks, whereas the spread between weighted nverage 
lending and deposit rates ignores the interest earned on investment and interest cost of borrowing, etc . 
Interest rate spread, therefore, is a better indicator than the spread between weighted average lending 
and deposits rates. 

Table 3.5: Management Soundness Iudicntors 
Percent 

1990 1991 199? 1993 1994 1995 1996 1997 1998 1999 2001> 

Total expenses to. total income 95.7 94.'.! 91.:!. 90.9 92.8 94.0 105.7 12'.!.0 101.7 101.S 96.8 

Operating expe~ses lo toul expenses 39.1 38.5 39.5 40.0 39.4 39.6 36.6 51.3 38.5 41.7 4'.!.9 
Earnings per_emp~~~ L~illion ~) 0.4 0.4- 0.5 0.6 0.7 0.8 01 I.:! u 1.4 1.5 

·- . -·---·- -!merest rate spread 3.9 -1.2 4.2 4.6 4.4 5.0 3.4 5.0 5.3 5.6 · s-:-s:-· 
....QE£;.iting e:t~nse Ecr emElo~ee \million Rs) 0.15 0.15 0.18 0.12. 0.'.!-1 o.::9 0.30 0.67 0 .5~ 0.61 0:63" 

It was expected that entrance of new banks in the private sector would inc rease competition for state­
owned and foreign banks, thereby rnmpelling them to improve efficiency. However, the rising trend 
in this spread with low and further deteriorating profitability indicated the growi ng inefficiencies of 
stale-owned banks. which could also be retraced to higher opera ti ng expenses to total expenditure 
ratios . As discussed earlier, significantly large proportion of non-performing loans and provisioning 
thereon (required by SBP as a part of reform process) affected the eurning profile of these banks 
negatively, and resul ted in higher banking spread during se<.:ond half of L 990s. ll More importantly, 
sizenble deduc tion of advance tax from the banking industry was :mother factor behind ris ing interest 
rnte spread, as these advance taxes were non-earning nssers and rre:.ited us expense in income 
statements . 

3.2.4 Earnings and Profita bility 
Strong enrnings and profit::ibil ity profile of a bank reflects its abi lity to support present :.ind futu re 
operations. More specificnlly, th is determines the capaci ty to absorb losses by building an adequate 
capital base, finance its expansion and pay adequate dividends to its shareholders. Although there are 
vari ous measures of earni ngs and profi tability. the best and wide ly used indicator is Return on Assers 
(ROA), which is supplemented by Return on Equi ty (ROE) und )/et Interest Margin (NIM). 1

J 

As shown in Ta ble 3.6. the profi tabil ity of stale-owned banks dete riorated. especw lly after mid l 990s . 
This was the upshot of falling share of earning assets. mouncing bu rden of NPLs coupled with 
increased provisioning requirements and. to snme extent. cut in rates on government securities. On 
tr.e expenditure side. the rising share of bo1 iwi ng in tow! li:.ib lii ties t partly due to s low gr0wth 1n 
deposits). caused expenses to rise fas ter than income and. hen<.:e. reduced the profitabili ty . 

Table 3.6: E::trnings and Profitability Imlic:1tors 
Percent 

l990 1991 1992 1993 199.! l995 1996 1997 19911 1999 2000 

Net profit to .isset ratio 0.4 0.5 0.5 0.i 'l.'l o.: ·tl.3 ·2.J 0.5 -0.7 II. I 

Net profit to equi1y ratio 10.5 13..1 15.3 19.~ 7.5 5.9 -1 4.8 -~43 .9 11.5 -19.8 'l:!P', 

Net interest margin 3.2 ).'.! 3.3 ).7 3..+ J.9 I.I) 3.2 J.5 .l.$ .J.I 

Tcital income to totJl :iss~ts 9.6 9.1 3.9 10.0 'l.6 10.:: •).6 10.7 10.6 10.\l 'l.5 

' ·' tl b tmpon:.int lo note thal :--<PLs not only ..:on~tr:.im tt.c .:a1 nmg ·)pponun1rn:.; .Ji :->anJ..:,. but prov1s1onir.g .1ga1nst thc~c .1lso 
in..:rc;1se the operaung l!.\pcnscs. thereby rnmpclling them LO m::11ma1n profit:mtitt~ !.JV increas ing the spread. 
i J NIM is the net interest yield on net earning assets. It is calculated :1s the J1ffcrcnce bcl\v.:en nel e:i.rn ing asset yield Jlolal 
interest in.:ome I nel .:arning as~etsl anu break-even : ieiu (lotal intc-rcst expcn,cs · aet car111ng ;1ssctsJ . 
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In addi tion, banking has remained a heavily taxed industry in Pakistan and high cax deduction also 
contributed towards low after-tax profit. More distressing thing for state-owned banks has been the 
problem of advance taxes. Since banks had to pay 30 percent withholding tax on T-bills and 10 
pe'rcent on FIBs, a sign ificant increase in the v'o lume of their transactions during 1990s created a 
serious advance tax burden for banks. 15 It is. important to note that advance tax is a common practice 
in many countries, however the fac t chat CB'R is cunently assessing the actual tax liabilities of mid 
1990s for these banks, shows the intensity of this problem .. 

In terms of net i'nterest margin, the ratio over 
the period increased gradually from 3.2 percent 
in 1990 co 4.1 percent in 2000, except ~99'6 
(see Figure 3.6). The higher rrovisioning in 
this year led to a fall in interest income, which 
in turn, brought about a sharp drop in NIM to. 
1.9 percent in 1996 from 3.2 percent a year 
earlier. 

The return on equity reflects the yield on 
holding bank's capital. Since a higher ratio 
may indicate more profitab ility as well as low 
capitalization , this needs to be interpreted with 
caution, preferably in combination with the 
capi tal adequacy ratio. Similarly, a higher 
return on assets ratio indicates that banks are 

Figure J.6: Net Interest Margin 
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earning more on their assets. thus giving way to increase in profitability. In terms of state-owned 
banks. both ratios have remained low throughout the lase decade. More specifical ly, in 1996 these 
ratios had turned negative due to provisioning (see Figure 3.7 and 3.8). However, stable trend of total 
income to total assets indicated that expenses increased disproportionately. 

Figure J .7: Return on Equ ity Figure J.8: Return on Assets 
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3.2.5 Liquidity and Sensitivity to Market Risk e 
In terms of liquidity position, a falling liquid :issets rati o or a rising loans to deposits ratio indicates 
problems for banks. As shown in Table 3.7. these two ratios seem to indicate some signs of di fficulty • 
for these banks after 1998 (see Figure 3.9). However. signs of stress should be inre.rpretcd with 

• t 
1
' For foreign banks wi1hholding ta:<. on T-bi lls was 50 percent till June 1998, however. the actual tax rx1id by 

these banks was closed LO their true tax liahiliues. Priv:He banks also did nOl face this problem. 
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caution, as this was consciou~ly brought about by the monetary policy changes by SBP. In FY99, 
both the cash reserve requirement (CRR) and the statuary liquidity requirement (SLR) were reduced 
to tackle the increased withdrawals of deposits due to freezing of FCAs, These ste ps were reinforced­
by decline in SBP's discount and T-bill yie lds during FYOO. 

Table 3.7: Liquidity and.Sensitivity [ndicator s-

Percent 

1990 1991 1992 1993" 1994 1995 1996· 1997 199& 1999· 2000 

Liquid· assets to total assets 32.2 40.5 44.8 41.8 46. 1 43.9 42.6 39.8 40. I 38.J :\4.3 . 

Loans to deposi ts 6 1.0 54.1 49.0 54.3 .50.5 52.2 51.4 49.6 48.2 5 1.S 55.8 

Gnp (billion: Rs) .. .. --- . -·--37.6 -62.1 . -68.9 . -70.6- . -88.3- --- t.06.6 -1 37.9 - 158.2. -176.9- -21 &:3-----l <J<J.9 

RSMRSL -89.3 84.6- 85.7 . 86.9 .85.8, as.1 82.3 81.0 80.6 78.8. 80.6 
Nn1,." r.Ap·,,,, RSA - RSI "· RSA.; R" tr. <P-n~it i vr:-"-''"·'·': RSI .= R>tr. <r.n<itivr liohilit ir.< 

In addition to liquidity problems, banks faced other ri sks as well. For example. a large investment in 
volati le assets would make banks more vulnerable to fl uctuations in the prices of those assets. 
Similarly, a concentration of advances in a few sectors would increase defaul t risks if these sectors do 
not perform well. Furthermore. interest rate and foreign exchange risk tend co have sig nificant impac t 
on financial instituti ons' asselS and liabi lities. However. due to data limitations, we have foc used 
o nl y o n interest rate risks, i.e .. the gap between rate sensitive assets (RSA) and rate sensitive liabilities 
(RSL ) and thei r ratio . 

In this regard, a hi gher RSL than RSA ind icu1 ''- •hat banks are risk sensitive to changes in in terest 
rates; an increase in interest rate may affect them negatively. and vice versa (see Table 3.7). Looking 
at s tate-owned banks, the growing gap (Or declining ratio) during 1990-98 shows thei r ex posure co 
ri si ng interest rates (see Figure 3.10). Although the gap was reduced during the last two years of 
1990s, this was due to higher growth in rate sensi tive assets. primarily in advances. :ind relntively 
slower growth in deposits (the largest component o f RSL) . 

Figure 3.9: Liquidity In dicators 
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3.2 Private Banks 

Figure 3. 10: RSA/RS L 
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O ne or the objectives o f banking refo rms was to improve effic iency of the ban king sector by ins ti ll in g 
competition among banks. A~cordingly. in August l 99 l. permission for opening of ten new banks 
was granted. of wh ich e ight started functioning. Su bsequently. one more bank in FY94 :.ind th ree in 
FY 95 were es tabl ished_ thus raising the number of banks in the p1nate sector t1) twelve .. ..\ fterwara. 
Mehrun ban k was merged with NBP in February 1995. As shown 1n Table 3.8. thl;!S\! banks hu.ve 
rirmiy established their niche in rhe banking industry . 

\ ' 
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Table: '.8~ Shar~ of Privalt B.U.ks in;.~onkin~.Sector 

ocrccnt 

- 1992. -- -·. 1993' 1994 ... 

Assets 3.8 5.2 6.3 

Advances 3.2 4.2 6.l 

lnvestmenc 4-6 5.6 5.7 

Deposits 3.0 4.1 5.2 

Capica! 10.0 10.5 12.4 

NPLs 3.5 2.l 2.0 

- <;_..,: __ ,.:.._ _;• 

_IDS.._ 1996. 

-8.5 9.7 

8.8 9.9 

6,3 8.0 

.6.9· 8.2 

- t 8.4- - .22.0• 

2:5 ~ 9 

·-----· 

1997: 1998 .1999 2000 

11.3 11.4 11.9 13.6 

12.3 12.8 12.8 15. 1 

13.2: 12.2 12.2 13.2 

10.J 10.6 10.6 12.2 

28.J. .,._ 14.8 17.8 16.5 

3.6 4.2 7 .'!. 7 .8 

•:These high value oflhis rati<_> is due-to-capic:tl erosion of sc:ue-owne_~b~lc;;·· 

3.3.1 Capita l Adequacy 
Although _the capital to risk-weighted assets 
ratio fo r private banks has remained well 
above the required level of 8 percent (see 
T able 3.9), th is has been persistently 
declining d uring last three years of 1990s. 

~:"~~j~'-J~~~ita!Adequacy Indicators . 

erccnt 

,Cl!Qi(af!~:ris)t~eighted assets 

No. or ~k'kf'~tow s % ·cR WA 

19-9'7 . l 998 1999' 2000 

!J.5 - t 4."! LJ'.J: r r.i 

-'"o o o 2 

Ho wever, this has to be seen in the context of post-detonation scenario , where a monetary ease 
resulted in a fall in yield of government sec urities, and hence ban ks ' investmenc therein. 
D isinvesunents of government securities (being zero-ri sk weighted asset) coupled with higher 
provisioning against NPLs and aggressive lending practices of these banks to ex pand their share in the 
banking industry, led to a fa ll in this ratio. 16 

Similarly, capita l co liability ratio also showed downward trend during 1990s (see Figure 3.11) .17 

However, compared to state-owned banks , pri va te ban ks still enjoy stronger posi tion (see Section 
3.2.1). 

Figure 3. 11 : Ca pital 10 Liability Ratio Figure 3. 12 : Earning Assets to T otal Assets Ratio 

c::=i Total assc1s - - Earning assets 10 total assets (RHS) 
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3.3.2 Asset Q uality 

u 
"'' ?> 

°' 

;.; 

..,. '" c, .... 
:::- =- "' "' "' :::- "' °' "" °' 

"" "' 0 

"' "' => 
"' "' 0 

"'' 

I 
I ~ 0 :: 

;; ,,, 

6l) 

50 

It might be misleading to rely on asset qual ity indicators of priva te banks till mid 1990s. Erratic 
trends there in :ire mainly due to opening of new banks . Earn ing assets to to tal assets ra tio was 
continuo usly decl ining till L995 (see Figur e 3 .12 ). Ho wever. the improvement during 1997 reflec ts a 

16 
High,·r provisioni ng nc:1p civcly affec ts 1he capital base through profit and loss :.ic ~oun1 . while higher growth in advances 

may i ncrc:.ise 1he weight of risky :issets in Jsse1s [lOrtfo iio. Bo1h lc:id co dee Ii nc in C R WA r:llio. 
17 

The increase in I '>9 5 was due 10 ~ntry of three new hanks in 1he industry. 
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sudden shift in asset composition . More specificall y, bet:er returns on government securities ::Hlracted 
large investment despite a foll in SLR from 25 to 20 percent in May 1997. As a resul t, share of 
investment in total assets jumped from less than 25 percent in 1996 to 35 percent in 1997. 18 However. 
the EI ratio again started declin ing after 1997 (see Table 3.10) . 

Table 3.10: Asset Quality Indicators 

rcent 

.. . .. -·· 1992 
I 
1993~ 1994. 1995 1996 1997 1998 1999 2000 

Earning.assets to total assets 82.S 75.1· ·N.2 71.0 71.7 84.5 81.1 77.S 79.2 

NPLs tq gro~~:icfv:inces 7.6 5.9 5.9 6.3 6.8 13.5 10.7 
L;~;;-d°tl;i;;jiSlo 'gross acf v:i~ces ... ... -- - -·- ·- _ .. b.o~ .. 11:2;- - 6.6· - . - 4.4 4.2 5.5 6.1 10.4 8.3 

C:ish:recov~iei10 tOt:i l def:iult 14.0' 13.5 19.4 8.1 3.4 . 3.5 S..l . 

The ratio of NPLs to gross advance::; remained below 10 percent except in the last two' years of 1990s 
(see Figure 3.13). As mentioned' earlier, the sharp increase after 1998 was on account of aggressive 
lending undertaken by these banks. In tenns of loan defaults to gross advances. the ratio has moved 
upward with the development of their loan books after inception of their operations in early 1990s . 
This ratio seemed to be settling around 8 percent at the end of the decade. which w~is much lower than 
that of state-owned banks . 

3.3.3 Management Soundness 
Selected indicators of management soundness represent mixed trend over ti me (see Table 3.1 1). Total 
expenses to total income ratio showed a rising trend especially after l 996. This was primnrily 
because of higher growth in expenses (see Figur e 3.14). Jn order to maintain a momentum in 
advances agninst n slowdown in deposit growth, these banks resorted to borrowings, which was a 
prime reason for high interest expendi tures after 1996 . 

T:.ilJlc 3.11: Management Soundness Indicators 

rcenl 

1992 1993 1994 1995 1996 1997 1998 1999 2000 

Tot:il expenses lo 1ot:il income 66.6 62.8 66.5 73.4 74.4 81.3 89.9 87.2 88.8 

Op.:r:11ing expenses to tot:il expenses 51 .4 31.7 29.3 27.1 26.7 26.9 27.8 23.0 29..l 

E:imi ngs per employee (million Rs) 0.6 ' . I 1.9 , 1 2.5 ). I 3A 3. 1 3.1 

Interest r:itc sprc:id 1, 5..1 5.:! -t.9 ~.5 4.:! .u 3.9 3.8 

Oper:iting expense per employee (million Rs) 0.2 0.3 0..1 0..1 0.5 0.7 0.8 0 .(l 0.8 

However. after rising in 1993, interest rate sprend has been falling ove11ime. Anecdotal evidence 
s·uggests that these banks, being new entrants. arc offering relatively higher returns co carve ou t their 
niche in the banking ind ustry and to compete for a !Jrger share of deposits. Share of operating 
expenditures in total expenditu res depicted mixed trend: the rising value during l 996-98 may be 
linked to provisioning against mouncing NPLs and defaulted loans . 

3.3.4 Earnings and Profitability 
The declining spread and 1ising share or NPLs and defaulted loans in gross assets have played a major 
role in reducing the profitability or private banks (see Table 3 .12). ln particular. a drop in earn ing 
assets to total assets ratio coupled with continuously diminish ing net in terest margin is the re llection 
of falling return o n :issels 1nd equity. especially ofter 1997 . 

1 ~ In rnmrns1. shares of .:ash and b~nk balances and other ;issets c!echncd . 

.+9 
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ocrcent • __ , ,t_ -
1992 1993 1994' 1995 1996· 1997 1998' 1999 2000-

N~t profit co assets ratio 0.7 1.9 l.5 1.4 1.5 1.0 0.6 0.6 O.J 
Net profit to equity ratio, 6.3 20.0 17.2' 14.4 16.6 LJ.3 . Pi.O 8.<t 4;6 

Net interest margin 2.3 5.2 4.T 4.0> 3:4 3:9. 35 2.6- Z.8 

Tow income to total nsseis .. : . 4'.:J. .- 10.3 - 105. f 1.7 .. .12:3 12.T n.1 11.5 10.2' 

Figure 3.13: Non-performing Loans- Figure 3.14: Expenditure to Income Ratio. 

~ l'lPLs - : Gross adv.--NPLslgross adv . (RHS) llm!!I Totat expenses - Total income 
--Expenseslincome.(RHS) 
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3.3.5 Liquidity and Sensitivity to Market Risk 
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Liquid assets to total assets ratio of private banks saw a rapid decline in fi rs t half of the 1990s 
primarily due co reduction in SLR from 45 percent in early 1990s to 25 percent in 1994. Further cuts 
in SLR during 1995 to 1998 did not precipitate a sharp decline in the ratio as the period saw an 
increase in the yields of government securi ties. However, during the last two years not only the SLR 
was reduced to 15 percent but also yields witnessed a fall , leading to a decline in this ratio due to 

lower investment. 

The negative gap between RSA and RSL is showing risk sensitivity towards liability side. Except for 
1997, thi s gap constantly widened over the period (see Table 3 .13). In 1997. the gap showed an 
abrupt contraction due to sharp increase in investment, especia lly in government securities. 

Table 3.13: Liquidity and Scnsiti'l'ity Indicators 

rccnt 

1992 1993 1994 1995 1996 1997 1998 1999 2000 
Liquid :issets to total J.ssets 55.4 53. 1 49.0 41.6 40.4 40.0 4 1.7 38.8 33.3 
Loans to deposits .... _.-----··" 54.7 53.6- 59:3' · 68::5- - 6iZ.S. 6k6- 6-U 67,6,, 14,13 ... 
Gap (biilion Rs) 1.2 · l.l -3.8 -7.0 -10.9 ·5.1 - 14.6 -2 r.2· -24.4 
RSA!RSL 106.0 96.4 9T.6 89.8' 88.2 96.2 90:3 81.0' 87-.9' 

Note: Gap = RSA - RSL; RSA= Rate.sensitive assets-: R~L = Rat~sensitivooliabilities-• ..:;_ - ·-···· . 

Although the fina ncial indicators of these banks have been deteriorating especially after 1997, 
performance of this group was far better than that of state-owned banks. Relatively low level of non­
performing loans enabled these banks to keep interesl rate spread relatively low, which was necessary 
for them to compete as an infant in the industry. 
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3.4 Foreign Banks 
The number of fore ign banks, interestingly, is almost equal to that of domestic banks at the end of 
2000. This shows the degree of openness o f the banking system in Pakistan. Al rhougii the share of 
forei gn banks had been growing till 1997. freezing o f fore ign currency accounts in Ma'r 1998 severely 
affected their performance (see Table 3.14). · 

Tabk 3.1'1: Share ofForcignBanks ln Banking S"cto~ 

ercent 

1990 1991 1992 1993· 1994 1995 1996' 1997 1998 1999 2000 

Assets 7 .8 10.9 12.5 14.T 15.2" 14.8 18.0 20. I IS.I 16.3 15.8 

Aav:lnces 7.9 10.0 11.6 12.5 14.6 15.2" 17.2 -· . 20.7 19.7 18.0 16.8 

Investment 6.5 12. I 12.9 17. r 15.4 12'.7 18.9 19.4 16.1 9.l 14.5 

Deposits 7.0 10.2 11.6 13.7 14.6' 14.3" 17.7 19.7 17.8 14.8 14. 1 

Capita l 14.6 19.4 24.5 28.8 '29.8. 29.0 36.3* 50.9* 28.S 31.6 27.9 

NPL.s 5.0 4.2 3.8 3.5 2.:! J.4 4.6 4.7 5 .0 3.8 4.0 

·• :The high· value of this ratio is only due to capital erosion of st:l.le-owncd banks 

3.4.1 Capital Adequacy 
The CRW A of foreign banks was wel I above the 
required level during the last four years o f 1990s 
(see Table 3.15). However, the ris ing ratio in 
1998 and 1999 was more due to a contraction in 
their assets following freeze in FCAs and 

Table 3.15: Capital Adequacy Indicators 
rcent 

Capital to risk-weighted :issets 

No. of banks below 8 % CR WA 

1997 1998 1999 2000 

14.6 15.6 18.6 18.0 

I 0 0 0 

resulting fall in deposits (see Annex 3.3). Nevertheless. rising trend in capital to liab ility ratio (almost 
throughout the decade) showed improvement in capital adequacy overtime (see Figure 3.15) . 

3.4.2 Asset Quality 
As shown in Table 3.16, earning assets to total assets ratio remained stable (around 7 5 percent), 
except for 1999 when it fe ll to 64.9 percent. S ince more than 95 percent investment o f foreign banks 
were in government securi ties, a decline in interest rates thereon resulted in sharp fall in earning assets 
to tornl assets ratio in 1999 (see Figure 3.16) . 

Table J.16: Asset Quality lndicr•lors 

crccnt 

1990 1991 1992 1993 1994 1995 l996 1997 1998 1999 2UUO 

Earning :issets to total assets 77.:!. 76.7 SO.I 77. 1 76.0 72.9 74.-1 74.4 73.7 64.9 75.0 

NPL.s to gross·advanccs 11.8 8.3 5.6 5.9 3.4 4.5 5 .3 5.0 5.3 5.1 5.1 

Loan defaults to gross advances 12.3 8.8 4 .7 5.3 2.7 3.7 3.8 4. l 5.4 5.0 3.7 

Cash recoveries 10 total default 0.7 18.8 2.7 4.9 7.0 4.9 18.2 8.4 1.3 2.9 I~.~ 

' As reg:ird NPLs, these had increased from Rs 2.1 bi ll ion in 1990 to Rs 7.0 billion in 2000. However, 
its ratio to gross advances remained stable in the range of 4 to 6 percent for most of the period lsce 
Figure 3.17). Besides, low defaults to advances ratio and relatively high recovery race against 
defaulted loans helped this group in maintaini ng the quality of their assets . 

3.4.3 Management Soundness 
[n te1ms of indicato rs for management soundness, the sharp increase in l:!Xpenses to income rntio 
during 1998 was due to freezing of FCA.s (see Table 3.17). l t is i mponanr to note that after 1998. 
both income and expenditure declined in :ii most equal proportions (see F igure 3.13) . 
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During second half of 1990s, operating expenses to total expenses ratio of foreign banks was the 
lowest among all the groups. This ratio declined during the first half of 1990s, but started increasing 
during the last th ree years of the decade. Earnings per employee were not only the highest for this 
group but also increased over the period. As regards expense per employee, their high levels showed 
that foreign banks offered lucrative packages to their employees compared to the first two groups. 

Table J.17: Management Soundness Indicators 

Percent 

. 1990· 1991'. l99Z 1993 1994 1995 1996 l997 1998- 1999 2000 

Total expenses tQ 1ot~l. in~!Jl!!.~.:.-- __ . 71.0 57.J 53.9 .. 69.4 76.4 83.4 S0.5 8 1.2 88.6 86,8 87.2' 
- · ·-·-------· -- _,. _ ... - --- ~·-· 

Oper:iting.~xpenses to total expenses 30.6 33. 1 31.7 32.5 28.4 21.9 25.7 22.9 23.3 26.J 29.2 -
. E~ogs ~im~t~~ee-(miitlo~ Rs·V .. 1 .. &, -2.i "3,·1· 4.0 4.5 4.s· 6.3 9.0 9.7 9.3 s.'C 
Interest rate. spre:id 4.4 5.5 

O~rnting cxeense-~remEiO~e·(million·Rs) 0.3- 0.4 

Figure 3.15: C3.pit:il to Liability Ratio 
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Figure 3.17: Non-perfor ming Loons 

c=J NPLs - Gross adv.--NPLs/adv. (RHS) 
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3AA Earnings and Profitability 

,_ 

r 

10 

8 :: 
~ .., 

6t 
c. 

2 

0 

6'.6 5.8 5.3 4.2 4.8 6.3 5.7 7.4 4.6 
,0'.5 . . ~0:9 .. 1.0. 0.9 l.J l.i. 2 .0--~ 2: l - - 2: I 

Figure 3.16: Earning Assets to Total Assets Ratio 

c:::i Total assets-- Earning assets to toal assets (RHS) 
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Figure 3.18: Expenditure to Income Ratio 
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I?espice showing better asset quality, adequate c:ipiral base and sound management, foreign banks 
tailed to retain their profitabil ity during 1990s. Despite indit.:ating .:omparatively better position than 
competitors in the banking industry, the l'irst three indicuors showed declining earning c:ipaciry and 
thereby co nstraining profirnbility for this group. especially after 1997 (see Table 3.18). Given the 
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fact that they were mainly dealing in fo reign curre"ncy accounts, their freezing in May 1998 severely 
affected the earning capacity of foreign banks . 

Table J.18: Earnings· and Prolitabilitf,-Indicators · 

Percent 

l990 1991 1992 199'3 1994 1995 1996 1997 1998 1999 2000 

Net profit lo asseis ratio 0.8 1.9 2.6 1.2 0.8 0.4 1.0 l.J 0.4 0.7 0.6 

Net p~ofit to equity ratio 10.9 27.l 30.8 _13.5 8.7 4.9 '12.8 15.9 4.8 7.0 6.5 

Net interest lllllrgin 3.5 4.8 6.2 5.1 4.2 :!.5 3.2 4.4 J.5 4.0 3.4 

Total income to total assets 11.9 11. I 12.1 12. l l:!.6 12.5 I :!.5 14.6 15.2 13.9 11.5 

3.4.S Liquidity and Sensitivity to :Mar kct·Risk 
The freezing of FCAs in May l 998 led to a decline in deposits of foreign banks, thereby_ affecting 
their liquidity position (see Table 3.19). Both the loans to deposits and liquid ass~ts to total assets 
ratios were indicating liqu idity problem for this group after l 998. Howev~r. ·foreign banks continued 
to hold larger securities than the minimum required under SLR. This showed their relative reluctance 
in undertaki ng credit extension compared with their local competitors . 

T able J .19: Liquidity and Scnsi~ivity' [ndicators 

Percent 

t990 1991 1992 1993 1994 l995 1996 1997 1998 1999 2000 

Liquid assets to total assets 37.5 50.6 50.7 54.9 51.0 ~4.3 ~8.5 47.6 -16.0 40.3 39.3 

Loans to deposit 69.7 52.9 54.0 48.6 51.3 57.6 50.6 54.3 56.7 63.:! 71.6 

Gap (Rs billion) -2.J -5.J -H -8.9 -1 3.5 -19.9 -29.4 -JS.4 -36.3 -55.2 -30.:! 

RSNRSL 91.6 88.9 93.0 90.6 88.3 34.8 84.3 85.0 84.2 74.8 86.6 

Note: Gap = RSA - RSL; RSA= Rate sensitive asseis: RSL =Rate sensitive liabilities 

3.5 The Banking Iildustry 
Performance indicators of overall banking industry (see Table 3.20_1 depict a trend similar to rhat of 
state-owned banks, which is understandable due to their predominant 5hare. It is, however, important 
to note that the financial performance of private and foreign banks was far better than that of overall 
banking industry, especially before the freezing of foreign currency accounts in May 1998 . 

ln terms of the health of the banking industry. very small improvcrnems. or arresls in earlier det:lines. 
could be discerned in some of the CAMELS indicators after 1997. These improvements need to be 
seen in the i.;ontext of various negative factors that affected the bankmg industry after L997. 'vVhile 
SBP. in that year, requi red banks to enhance capital adequacy. strengd~en asset qual ity. improve 
management. increase earnings and reduce sensitivity to various market risks; the freezing· of foreign 
currency accoun ts in May L998 instil led new pressures of capital and deposit erosion. and dis­
intermediation in the financial system. Persisting environment of lo\\' economic growth had also 
added a dampener lo demand for credit. and at the same time the :,U~ply of credit was negatively 
affei.:ted. due to over cautious at11tudc of the banks during the dn ve for :iccount:ibility and loan 
recovery that began in October l 999 . 

P:iki stan banking industry has remained he:.ivily taxed. Although the :ax rate on banking system was 
gr:.iduall y brought down from 66 percent at rhc beginn ing of l 990s ~0 58 percent towards the end. it 
was still very high compared to other sectors. like .is percent for corporate and 35 percen t for 
individuals. Since the provision against NPLs and the interest inco~e in lhe suspense account was 
not exempted while calculating the tax liabiliucs. 1h1.> was another :il'i.:rce or concern for lhe banking 
business in Pakistan. Moreover. Lhe problem of advance tax funhc ..:rained the funds available to the 
banks: however. 1his problem basicall y pertained to the state-ownee ':xmk:. 1 fo r detail see Section 
J.2.4) . 
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Table 3.20:-Perlonnance Iodicators-or:B'uoking fndusiry .. 

Percent 

... ~ .... _ .. _ --- · . ______ .::::.;..._ ... ;:_; - . 

· - - --=-~~~-- _. 
- .., .. --!. 

199(); 1991 1992' 1993- - 1994' 1995 19961 199'7'""-'1998; 1999: . 2000!' " 

Capital Adequacy 

CRWA 5,Ql l2:S f2.2 H .4 

No. of banks below 8% CRWA . ? .. O· -- t: }'. 

Capital-to. liability rati~ 4-.3- . 4.2 ¢.5 4-.9· ··4.1 .4.8 4-.l). -JI - 5.9=. 5.J. - 5.6. 

Asset Quitlity 

Earning assetS to totaJ-:isseto - 80:0· 75.9 77.6 77.6. 76:8'' · 75-_9- . 7'¢.6· 74~9i - . 72:8'" ·70:5 ·rn 
. - --· - --dlk. , _ _ _ -

19s-- ·y9_z__-··"NPes to gross:'lidvances: -•· fT6 18.9 17.4 20.0 21·.1 2oa::-· 19:s: · 2:r.o.· ·r9-S 
.. 

Loan defuults. to·grO_ss_ advances- 10.S-: 10.7 I iu· · -111.? -·1fc :ro·.J··- 10:~ 16:6': · t"4:9':~ ns--_..,.'1z:2--
-

Recoveries. to total defalllt rui-- 7.8 6.3 ~ 5. 1 8.3- S.5 10 .0- 9.4: S-.8 7.3' S.5 

_ Manaym·eJQ;Sourrdnes~ . . ·: -: . : · ···'...·~~·:· ~:: ... . -::: ~--==-~~·:-::.: :: -·-~.'.: 
-

-· ... -·~ . ·~ -" .. ·--::.:o .... -:t~·· ,,_. •• , -- ~- :--..- ---- . -

· Tot3.l expensC'-to.ioiitl Income 93'.4- 89.3 " ~4:_11- ~-i~-~-1;-_: -;;:~~~~_;·---~~;; ~ ?~:~-- lQ~:!7 . . 97.i - '" 96-.8'>'- 9a,g._1 

-Op~ra~i ng ;;i~i~ ;~{~;al: ex~~se 
.. - ... ~· _ ... , :-: • 

j~;;-:·;~_6:- --·;t.:t~ 38.5 38.I 38.9 38.6 37.1 35.8 ' 33.8 ·4ci:z 
Earnings per employee (million Rs) 0-4 0.5 0.6 0.7 0.8 l.O I.I l.T 1.9 1.9 1.9 

!merest rare spread 4.0 4.4 4.4 4.S 4.6 4.9 3.8. 5.2. 5.3 5 .6 5.1 

Oper.iting expense per employee (million Rs) 0.2 0.2 0.2 0.2 0.3 0.3 O.J 0.7 0.6 0.7 0.7 

Ea;.,.ings and ProfiJability 

Net profit to assets ratio 0.4 0.6 0.8 0.8 0.4 0.3 0.L - 1.2 0.5 -0.3 0.2 

Net profit to equity ratio 10.5 15.S 18.2 17.6 9.1 7.2 2.1 -38.8 9 .1 -6.3 4-. 1 

Net interest margin 3.2 3.3 3.7 4.0 3.6 3.7 2.3 3.5 3.5 3.7 3.8 

Total income to total assets 9.8 9.3 9.2 10.3 10.1 l 0.7 10.4 11.7 I l.7 10.8 9_9 

Liqttidity and Sensitivity to 1\lfarktt Risk 

Liquid asse!S to total assets· ratio 32.6 41.6 46.0 44.4- 47.0- . 43.7 43.4 41.4. 41.3 38.7 34..9-· 

Loans to deposits 61.6 54.0' 49.7 53.4 51.0 54.l 52.2 51.8 51.2 55.9 60.J 

Gap (billion Rs) -40 --67 -73 -8\ -106 - 134 -1 78 -199 -228 -287 -255 

RSNRSL 89.5 85.1 87.J 87.8 86.5 85.4 83.2 83.5 82.J 79.2 82.5 

Note: Gap= RSA - RSL; RSA= Rate sensitive :isse!S; RSL = Rate sensitive liabilities 

3.6 Conclusion 
Our analysis of performance of commercial banks during the reform process strongly points toward 
the need for continuity of banki ng sector reforms. Despite a radical change in the ownership structure 
o f the banking sector, which had resul ted in reduction in share o f state-owned banks (excluding MCB 
and ABL) in total assets from 92. l percent in 1990 to 54.0 percent in 2000. solid signs of 
improvements are difficult to spoL However, the problem of capital erosion has been addressed in 
addition to some improvements in recovery of defaulted loans. 

In order co improve 1he health of banking industry furthe r, followi ng ::ireas require focu sed attention: 

• More vigor is required to deal with the mounting burden of non-performing and defaulted 
loans, especially his torical loans. Further improvement in judicial ::ind· legal framework is 
needed to define the fate o f historical bad debts . Thjs- will help banks in- reducing their 
operating cost and ul tima tel y the spread between lending and deposits. rates.- In th i-s regard. 
C IRC has already been formed, which will purchase the NPLs of the.banking instirutions. t9 

'"The Corpor:lli! and lndcstrial Restructuring Corporauon Ordinance daced September 22. :woo. 
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Performance of Cnmmercial Banks during 1990 ·.~ 

e There is a need to speed up the undergoing restructuring process of Nationalized Commercial 
Banks (NCBs) to make them viable fo r privatization. This will help in insulating these banks 
from undue interference and political pressures in credit and investmen t decis ion-making . 

• It is important to reduce the tax rate on banking industry. Moreover, the issue of advance 
taxes paid by banks needs attention. 

• It is vical to further rationalize the yields on NSS instruments in o rder to minimize the 
possibility of dis-intermediation occurring in future . 
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4 .Performance of NBFis and CDNS During 1990s 

Non-bank Financial Institutions (NBFis) and Central Directorate of National Savi ngs (CONS) play a 
pivotal role in mobilizing savings in the economy. NB Fis collect savings by accepting term deposits 
of different maturities and provide financing co a variety of sectors of the economy. Parallel to the 
banking sector. financi ng activities of these institutions registered a healthy growth in 1990s, except 
for last three years. Deposits mobilized by NBFis were 2.6 percent of GDP in FY90, wh ich increased 
to 5.2 percent in FY97. This rapid growth, however, witnessed sharp rev.ersal for the rest of t~e 
decade, as deposits to GDP ratio declined to 2.9 percent in just three years. This was mainly 
attributed to overall economic slowdown along with freezing of foreign currency accounts . 

CONS, a major source of non-bank borrowing for the government. a lso helps to mobilize savings by 
offering various saving schemes of different maturities . The net amount received fr.om these schemes 
is directly used by the governmen t to bridge the gap between revenues and expenditures. Total 
outstand ing amount in all these schemes was 15.4 percent of GDP in FY90, which increased to 19.'9 
percent in FYOO, mainly as a. result of higher prpfit rates offered on these schemes as compared to 
deposit races in the banking sector . 

4.1 Non-Bank Financial Institutions 
For the sake of analysis , NBFis can be categorized into eight groups. The list of NBFls in their 
respective groups is g iven in Annex 1.2. Wide variation exists wilhin and across these groups in 
terms of their size. Development finance insti tu tions (DFis) is the largest in terms of asse ts on end 
June 2000, followed by investment banks ( IBs) , leasing companies, mutual funds, housing finance 
companies (HFCs), modaraba companies, discount houses (DHs) and venture capital companies 
(VCCs). The asset shares of all these institutions (as a proxy of their s ize) in overall NBFis are 
presented in Table 4.1 , retlccting that the DFls and HFCs jointly held almost 91 percent assets of 
NBFls in FY90, al so pointing toward the meager share of the rest of NBFis at that time. Furthermore. 
as nil DFis, one major HFC and two mutual fund management companies are state-owned, this also 
reflected the extent of public secto r owners hip in NB Fis. 

Table 4.1 Assets of NllFis 

FY90 FY91 r:yn FY9J FY94 FY95 FY96 FY97 FY98 FY99 FYOO 

Assets (billion Rs) 133.9 167.8 231.9 :'.69.6 335.3 360.1 377.1 410.3 369.J 356.4 351.7 

Growth rate (percent) 25.3 38.2 16.J 24.3 7A .1.7 8.8 · 10.0 .J.5 . l.J 

Asset sh:ircs (percent) 

DFls 78.6 71.1 58.-1 59.3 54.0 55.3 56.6 61.5 61..l 58.7 57.0 

Investment bnnks 1.8 2.8 3.6 7.7 8.4 8.5 9.S 10.:! 12.4 13.7 12.0 

U:asing .1.7 3.1 3.5 4.0 .1.7 5.7 7.3 7.6 8.? 10.0 I I. I 

Mutunl funds 1.9 12A 1G.4 2 1.G 23.4 21.J 17.3 11.9 G.1 G.1 8.6 

HFCs 12.3 10.0 7.7 6.9 5.7 5.4 5.3 5.0 5.8 6.0 6.3 

Mod:iraba 3.5 3.5 ) . .J 3.4 .J.I 4. ~ ~ .3 

Dis~unt houses 0.7 0.7 0..1 0.5 0.2 0.2 0.3 0.4 0.4 0.4 0.4 

VCCs 0.0 0.0 o.o 0.0 0.0 0.0 0.0 0.2 0.3 OA 0.3 

This highly skewed distribu tion of assets has changed significantly since 1990, which is partial ly 
explained by Lhe emergence of new insti tutions under the reform process, particularly lBs, leasing and 
rnodaraba companies. These newly established institutions witnessed rapid growth in the fi rst half of 
1990s. as compared co other NBFls. Furthermore, leasing companies outperfo rmed other groups 
during the later hal f of 1990s . 

Despice all these developments. asset disu·ibucion is srill ske'.~·ed as DFis continue to ,fominate the 
NBFh: . but l)bviously less so than in 1990. Asset shares recorded 1n Table -LI rc ve,11 that the prime 
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losers were the HFCs, whose share declined sharply from 12.3 perce.nt in 1990 to 6.3 percent in 2000, 
and the clear gainers were the IBs and leasing companies. Relatively big institutions like DFis. ills, 
and leas ing companies held around 80 percent of to tal assets in FYOO compared with 85. l percent in 
FY90. Since DFis, HFCs and mutual funds were mainly state-owned, during the decade of 1990s, the 
private sector share in NBFis increased significantly from 7.2 percent to 28.6 percent. 

Deposits of NBFis portrayed almost.the same picture as· those of assets. As is evident from Table 4.2, 
leasing con:ipanies continued to attract larger share of savings towards NBFis. The overall deposit 
growth of NBFis also remained healthy except for the last three years, as total deposits increased from 
Rs 22.4 billion in FY90 to Rs 127.2 billion in FY97 and then declined to Rs 93.3 billion in FYOO. 
Sharp upsurge in FY97 was mainly. on account o·f heavy inflows in foreign currency deposits of a 
foreign sponsored DFI, while reversal in FY98 was explained by the outflow of deposits from the 
same institution. Th~ freezing of foreign currency deposits in 1998 (after ·nuclear tests) seriously 
undermined NBFis' ability to mobilize deposits. In the post detonation period, the domestic deposit 
mobilization efforts could not keep pace with increasing outflow from foreign currency deposits . This 
resulted in negative deposit growth in the .last three years of 1990s'. 

Table 4.2: De[!Osits of NBFis 

FY90 FY91' FY92- FY93 FY94 FY9S FY96 FY97 FY9&. FY99 FYOO 

Deposits (billion Rs) 22.4 Jl.0 40.4- 57. l 71.5 80.8 94.0 127.2 110.7 · 106.7 93.J 

Growth r:ite (E!;rcem) . 38.4 30.4 41.4 25.2 12.9 16.4 35.3 -13.0 -3.6 -12.5 

Deposit shares (percent) 

DFls 90.6 87.7 83.1 68.9 66.1 67.0 62.& 69.5 62.5 59.I 6 1.9 

Investment banks 8.2 I !.I 14.6 28.2 29.6 28.5 31.6 25.6 32.0 34.4 28.4 

Le:ising 1.3 1.2 l.S 2.4 2.8 2.6 3.7 3.7 4.1 5.0 8.2 

Modar.lba 0.6 0.7 0.7 0.6 0.7 0.7 0.9 

Mutual funds 0.0 0.0 o.5·· 0.6 1.0 l.t L.0 0.6 0.G 0.6 0.4 

HF Cs 0.0 0.0 0.0 0.0 0.0 0. 1 0.2 0. 1 O.l 0.2 O. l 

Loans and advances of NBFis are reported in Table 4.3, reveal ing almost same ranking as in case of 
asset shares. The growth rate of loans and advances followed the pattern of deposi t growth rates; 
healthy posicive growth upto FY97 and negati ve for rest of the decade. 

Table .1.3: Loans :md Advances 

FY90 FY91 FY92 FY93 FY94 FY95 FY96 FY97 FY98 FY99 FYOO 

Advances (billion Rs) 98.3 11.1.4 123.6 143.5 162.2 176. l 185.8 2 18.J 194. 1 185.-l l7 t.:! 

Growth Rate (percent) 16 .4 8.0 16.l 13.0 8.6 5.5 17.5 -11. I -4.5 -7.6 

Shares in advances (percent) 

DF!s 80.4 80.9 79.5 75.6 72.3 74.0 71.7 74.l 70.3 70. l 71.6 

Leasing 1.9 ~.~ 3.4 4.1 5.3 5.8 8. l 7.J 7.7 8.8 10.1 

lnves1meni banks 1.7 3.1 u 9. 1 10..1 9 .3 10.2 9.7 11.6 I 1.3 7.9 
··~ ... - .·.· r-: · 11~1· · -.:=--io_i- ·:::·8.8. - .. ·-.- ... --~-~- . -· ·-

HFCs 14.8 12.S: 7.8 7:_}·- 6.2- •. 6.9 6.J 6.7 

Modar:iba 4.7 .1.3 3.9 -1..1. 5.1 5.2 5.7 
Mutual funds I. I 1.0 1.0. LO 0 .7 0.6 0.4- 0.3 0.3 0.2 . 0.1 

Discount houses ·o:o 0.0 o.o·- - 0.0- . 0.0 o:o· ·- 0.0 o.r ·o.i 0.1 .. 0.1 

The overal l business acti vities (in terms of deposit mobilization and extending loans and advances) of 
NBFis registered double-digit compound annual growth up 10 FY97. Later years witnessed :iegative 
growth due co reasons described above. Given the overall position of dom~nance.i n terms.of assets. 
::idv:mces. and deposits; relatively big instirutions like DFls. lBs and leasing companies thac control 
over 80 percent bus;ness accivi ties of NBFis will be focused in our discussion, while discount houses 
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and venture capital companies will be discussed in brief. At present, SBP is us ing CAMEI,,S 
framework to review the health of NBF1s, 1 which is used here to analyze the performance of these 
major groups of institutions. 

\ 
4.1.1 Development Finance Institutions 
The list of DFis includes 12 institutions (see Annex 1.2); their names along with asset shares of 
individual institutions are given in Annex 4 (see Table 4A.3), showing that ADBP, NDFC and IDBP 
with around two-thirds of the total assets dominate the rest of DFis. The list also contains three 
foreign sponsored DRs (PLHC, SPIAIC and PKIC) ai:id fou r specialized banks. Speci~lized banks 
include IDBP, ADBP, FBC and PPCB, which are almost similar to DRs, but are licensed as 
scheduled banks.2 The framework used to gauge the financial heal tli of these institutions is almost 
same as used in Ch~pter 3 for banks. · 

Capital Adequacy . 
Capital adequacy is generally gauged by capital to risk-weighted assets ratio, while other indicators 
include capitai to liability ratio, .growth rate of capital, growth rate of assets etc. Due to non­
availability of data on risk-weighted assets, cnpital to liability ratio and some other indicators are 
discussed to assess the capital adequacy. Higher capital to liabi lity ratio promotes public confidence 
iri that institution and vice versa. In Table 4.4, four i,ndicators of capital adequacy are reported, which 
jointly highlight the problem of weak capital position of DFis . 

.---~~~~~~~~~~~~~~~~~~~~ 

Capital to liability ratio has not only declined 
from 14..7 percent in F.Y90 but also reached a 
negative level of 5.0 percent in FYOO, 
indicating the severe erosion of capital base in 
second half of 1990s (see Figure 4.1). The 
steep decline in second half of 1990s was the 
consequence of financial weakening 9f two big 
state-owned DFis , including NDFC which 
technically became insolvent. The BEL . 
another public sector DFI also contributed to 
this end. Contrary to this poor position of 
capital adequacy, all foreign sponsored DFTs 
have maintained a relatively sound capital base. 

Figure ~.I :Capital to Liability Ratio 
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Another important indicator of capital adequacy is the ratio of growth rate of capital to growth rate of 
assets. This ratio explains that the capital should grow in relation to growth in assets. so that the 
institutions' ability to absorb shocks and unanticipated losses remains intact. If this rario is less than 
one, it implies that growth of capital did not keep pace with the growth of assets. It is c lear from 
Table ~A that the ratio was less than one for most of the period and even negative for the last two 
years.; The erosion of ~apital base was mainly attributed to heavy losses. which stemmed from loan 
defaults as well as rising non-performing loans experienced by public sector DFls. The above trend 
indicates that the group of DFis is facing a severe problem of capital adequacy. and points to the need 
of a drastic res tructuring of DFis on urgent basis.4 

1 Due Lo Lliffcrenccs in th: structure.of banks anLI NBFls, their respective CAMELS frameworks Jiff er slightly with c.ich 
other. . 
"These fou r specialized bunks are part of ~chedulcd banks, however, these al'e included in •1ur list of Dfb because ur 
sirn ilaritv of their functions. 
J This ra~io must be interpreted with cauuon as negative growth in-boll~ ilssets. nnLI capital.will pro ville positive figure: 
si milarly negative growth in 1Jne vari able will lead to a ncgauvc rario. _ . 
~ NDFC was subsequently merged wnh :-IBP on November I, ~001. RDFC :ind SBFC were also mcrgctl with each •)!her to 
fo rm SM E bank on January 1. '.;002 . 
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··,Tabre 4.4::CAMELS-Indicators ol DFis 

Percent 

...... ~ ... -'·• ~ , .. 

FY90· FY9l FY92 FY93 FY94 FY95 FY96 FY97 FY98 FY99 FYOO-

Capital Adequacy 
C:ipi1al to liability ratio 

Growth raie of capi1al (GRC) 

Growth rate of asse1s (GRA)' 

Ratio ofGRC-to GRA 

Asset.Quality 

Earning assets unotal asseis ratiO' 

NPbs- to gross-adv:mces. · 

Loan default to gross._:µlvqnces 

Provisions. to gross· advances 

Recoveries of default 10 total default 
NPLs-to total asse!S . . .. 

Advances. cir earning- ~sciSrati<Y ·· 
· Investment r0<eaming a'Sser~ riti~·'i·~ 

. Management Soundness 
TmaJ expense to tot:il income ratio 

Earnings per employee* 

Operating expense per employee" 

Total expense per employee 

Earnings and Profitability 

Return on assets 

Net interest margin 

Net income 10 total assets 

Interest income to tmal :ISsets 

Interest expense co e:iming assets 

Interest income lo total income 

Interest expense to !otal expense 

Provisio11s to tot.:ll :issets 

14.7 13.9 

75.5 7.9 
!53-.3' . !3:3' 

05 0.6 

14.7 

19.0 

t:r.5· 
L-1. 

14.2 
r4.7 
1s: r 

0.8-

13.8 

10.7 

13.3 

0.8 

12.9 

3.4 

10.0 

0.3 

86.7 - 85.4' SD &5.2 .83.7 80.5 
27:9 ·- · HH - - 203 22.0 30:9· 29.0 

6,8 5.7 .... 6;7: --· &.9:~~ 10:7· 12.(} 
J.5 3".7 .1:6- - 5.4- - 5:2 .. 4.5. 

69.0 54. I 56.9 40.0 33.4;, 31.2 

21~.r-- . r4.7 <: 1s:.s _ r5.s·-; .2u. · t9.9 
· 8-6.6 · ·. 90:8: · -&>.:r:· - 79:6- " ··:n.~='·sr.3· 
" j.3;v ,·>·8:.8t~:·ns·· 17.1 .,,,_. 18·:1 •·-· · ·16.9 

73.6 
0.7 

0.2' 

0.5 

l.5 

3.1 
. 8.9 

6.4 
4.3 

69:2 
54.lJ 

2.8 

76.6 

0.8 

0.3 

0.6 

1.5 
3.0 

9.5 

6.5 
4.6 

67.9 

53.8 
3.1 

73.5 
0.9 

0.3 

0.7 

1.3 

3.-t 

9.8 

6.8 
4.6 

68.3-

53.0 
3.6 

71.7 
1.2 

0.4 
0.8 

1.5 
3.7 

10.7 

7.6 

5.2 
70.5 

57.9 
4.0 

78.7 

1.3 

0.4 

1.0 

1.9 

?..9 

10.6 

7.5 

6.0 
70.3 

59.9 
3.7 

87.9 

1.3 
0.5 

I. I 

0.8 
2.9 

9.7 

7.2 
6.1 

74.7 

57.8 
3.2 

Liquidity and Sensitivity lo Market Risk 
Liquid :issets to total assets 

Lams to deposit r:itio 

Borrowing to advances ratio 

Borrowing to liabili1ies ratio 

RSA lo RSL ra1io 

G:ip to capital r:i.tio 

Gap to total assets.ratio 

• : million Rupees 

Asset Quality 

IZ.8 
389.8 
72.0 
62.0 

118.:! 
104.0 

13.3 

9.8- 15.0 17.3 16.2 . I l.7 

3405 ' 292.9 275.9 248.0 240.7 

72.7 77.3 82.9 84.9 83.7 

64.2 
107.9 

51.0 
6.2 

64.3 

105.5 

34.8 

4.5 

64.3 

105.4 

34.9 

.u 

62.6 

103.3 
21.9 

?..7 

61.8 

98.2 
-12.7 

-1.5 

r 1.0 

-1.Z 

7'.2' 

-1.0 

9.4 
2.6 

18".I 

0.l 

5.5 -1.J 
-45.7 -123.1 
-10.2 . -7:6 

4.5 16.l 

-5.0 

287.2' 

-4.2' 

-69.0 

78'.6 80.7 75.0 77.0 77.4 
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98.6 

1.3 
0.5 
1.3 

-0.7 

2.7 

9.3 

7.6 

7.0 

80.7 

59.4 
3.5 

l·l.0 

225.6 

88.3 
61. I 
95.0 

--ll.9 

-4.2 

89.l 

1.6 
0.6. 

1.4 

0.5 

3.4 

9.8 

7.9 

6.5 

80.r· 

59 .. "i 
3.0 

12.0 

183.0 

75.6 
53.0 
96.7 

115.I 

1.8 
1.2 
2.1 

-3.9 
3.3 

10.S 

8.0 

7.J 
73.3 
44.0 

7.7 

15.7 
197.1 

92.4 

58.7 
87.0 

)04.8 

1.6 
0.7 
1.7 

-3.3 

2.6 

10.S 
8.6 

8.6 
81.2 

59.5 
11.7 

101.9 

1.7 
0.9 

1.7 

-l.7 

3.5 
11.4 

S.6 

7.6 

75.4 
50.5 

10.6 

13. 1 12.8 

206.2 ' 21?..2 

99.4 102.7 
61.0 59.7 
83.8 84.-t 

-32.1 -?.15.0 1145.2 '.!71 .9 

-2.8 -11.2 -14.9 -14.3 

The asser quality of DFis is measured in relation to the level and severity of non-performing Joans. the 
adequacy of provisions. recoveries, distribution of assets etc. Tab le 4.4 shows that non- performing 
loans in relation to total assets and gross advances have ~ ignificantly increased in lace l990s, hinting 
towards mismanaged loans and advances portfolios of these institutions. Besides. loan default to 
gross advances also increased significantly over che period under consideration . Mounting non­
perf~rming loans also eroded the earnings base of these institutions. F igure 4.2 displays ratio of non­
pe1iorming loans to gross advances, indicating massive increase over the whole dec:ide. Moreover, 
decli!'ling recoveries to default ratio added an extra dampener to DFis ' growch. 

The severity o f non-performing loans becomes more pronounced when analyzed in the context of 
capital adequacy. Figure 4.3 shows non-performing loans and capical to asset ratios as a lmost a 
mirror image of each other, particularly after FY97--che year in which prudential regulations fo1· DFis 
were strengthened. The prudemial regu lations enacted in FY97 made it mandatory co disclose a 
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Figure 4.2: NP Ls to G r oss Adv a nces Ratio 
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certain level of in formation about non-performing loans and make provisions for loan losses 
according to a set of criteria. These regulations. together with slower economic and industrial sector 
growth, lat:k of proper monitoring of pre and post disbursement of loans, and lack of professional ism 
resulted in steep increase in non-performing loans.5 Furthermore. declining trend in earning assets to 
total assets ratio signaled the gravity of the problem. The only positive point in reported asset quality 
indicators is the positive trend in default recoveries to gross advan1:es in late l 990s, mainly due to 
special loan recovery drives . 

Despite overall weak asset qual ity, fo reign sponsored DFis and PICIC performed relatively better as 
compared to overall trend for DF!s. Sint:e the share of these institutions was not very high in total 
assets of DFis group, the overall asset quality indicators of DFis hardly showed any sign of 
improvement over the decade. 

Management Soundness 
Figu re -1.-1: \ •lanugcmcnt Soundness 

--Earnings per cmp. - - Expense 1income (RHS} 
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The evaluation of management includes 
performance in relation to capiral adequacy , 
asset qual ity. earn ings. sensitivity to market risk 
and liquidity. Compliance with set norms. 
ability to plan and adoption to changing 
c ircumstances also indic::ite managemen t 
soundness. In addition. tech nical competence . 
leadership and administrative ability also matter 
a lot. An overall good management results in a 
strong fi nancial structure wi th consistent 
earnings performance. Table 4.4 presents four 
indi.:ators of management soundness. Earnings 
per employee witnessed a positive trend in 

0. 

" ~ 
.3 

I ~ --·---+ 90 ~ 
! ~ 

1990s. main ly caused by a reduction in staff through Golden Handshake Schemes (GHS) in late 
l 990s.6 

This apparently positive point loses its credibility. when observed joi ntly with total expense per 
employee. which also included GHS cost. Per employee expenses co ntinued to increase over the 
whole decade and even exceeded the earnings per employee in rY98. A more meaningful ratio is 

5 This does no t mean lillt prudential regulmions are responsible t'or poor !1ealth .JI DFls. The only point is that the h1drien 
risks to DFls were C:\pcscd by these regulations . 
" Five DFls, indutling two specialized banks launched GHS in late 19Q0s. 
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expense to income, which jumped from 73 .6 percent in FY90 to 115.l percent in FY98 before 
declining to l 01.9 in FYOO. It seems that staff reduction did not have the intended result of better 
profitability because of other structural weaknesses in these institutions.· Major increase· in ea·rn ings, 
operating expense and total expense per employee ratios in FY98 was a consequence-of GHS. Figure 
4.4 displays that total expense to total income ratio gradually increased after FY93, indicating weak 
management of DFis. Although this ratio marginally declined in last two years, it remained over the 
mark of hundred per.cent due to losses suffered by DFis. 

These indicators, combined with capital inadequacy and poor asset quality, gave clear indication that 
the managements of DFis were unable to generate consistent income stream for the institutions. 
However, foreign sponsored DFis again stayed within the healthy circle, as their management 
0

performance indicators were exceptionally good. 

Earnings and Profitability. 
T able 4.4 reports various indicators that depict the earnings and profitability of DFis. Most important 
ratios are return o n assets ·and net interest margin·(NIM). The former registered a marginal increase 
over the period , mainly due to •videned interest rate spread: 

Increasing trend of break-even yield (BEY) 
along with marginal increase of NIM provides 
clear indic ation of increasing interest rate 
spread. The former also 'eflecced chat the 
profitability of these institutions required higher 
interest races. In addition. return on assets was 
negative during the seco nd half of 1990s, 
indicating losses to DFis. Moreover. as can be 
seen from Figure 4.5, the net income to total 
assets and NIM fluctu ated in a narrow band 
o ver the entin:: period of analysis. As we have 
already d iscussed, expenses to income ratio not 
only increased considerably in late 1990s, but 
also crossed the alarmi ng level of hundred 
percent. indicating losses to DFis. 

Figure 4.5: Earnings and Profitability 

--Net income to total assets --Net interest margin 
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The period of losses (second half of 1990s) coincided with the weak performance of other indicators 
like capital adequacy. asset quality etc., reflecting that persistent poor performance in one area will 
ul timately eclipse the good performance of other indicators. Tabular and graphical representation 
provide strong evidence to conclude that earnings and profitability of DFis has rapidly gone down in 
late 1990s, requiring structural reforms for smooth fu nctioning in future. Again, foreign sponsored 
DFls rernined their separace identi ty. JS management soundness indicators showed strong earn ings and 
profitabil ity profile. 

Liquidity and Sensitivity to Market Risk 
Most commonly used indicator to assess liquidity position is liquid to total assets ratio . Liqu id assets 
include cash and balances with mher institutions, call money and investment in govern ment securities. 
Since, NBFis are not operating like commercial banks, their liquidity requirements are not as 
strappi ng as for commercial banks . Table -t4 reports various indicators to assess the liquidity. 
position. Liquid assets to total assets ratio tluctuated in a narrow band duri ng 1990s, indicating thm 
the liq uidity position of DFis remained almost che same. However. other indicators like borrowing to 
advances :ind liabili ties ratios indicated that DFls heavily relied o n borrowing ro make·-investments, 
and loans Jnd advances, as their borrowing IO liability ratio remained above 50 percent. 
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Performance of1VBFl.1· and CDNS o,,ri"ll 1990.~ 

Borrowing co advances and liability ratios also continued to increase over the period of analysis, 
pointing towards the inability of management to generate resources at a cheaper cost to meet its credit 
needs. Borrowing might be needed to bridge the gap be.tween maturity of an investment and. liabi lity 
or to make exceptional.lending to priority sectors; either way, a high ratio is not desirab le. 

Another important ratio used to judge liquidity position is the loans to deposits ratio, which signals the 
ability of a financial institution to mobilize deposits to fulfill its credi t needs. However, this ratio 
must be interpreted with caveat for NBFis, as certain groups of institutions were not initially 
mobilizing deposits. Further, most of NBFis have a limited deposit taking authori ty (not of less than 
30 days maturity). Therefore, deposits with NBFls are of different nature as compared to den1and 
deposits with commercial banks. Initiall y, loans co deposits rntio was very high because of their low 
deposit base and heavy reliani:e on long-term borrowing. Although liquid assets to total assets ratio 
remained qlmost s table, the increasing trend of borrowing to arlvances and liability'ratios indicate 
deteriorating liquidity position. 

Difference between rate sensitive assets and rate sensitive liabilitieSr-known as the gap·--is used to 
measure interest rnte risk exposure. The gap was positive upto 1994, indicating that DFis were as:;et 
sensitive. It means that DFis were able to realize an increase in income if interest rate rose because 
more assets could be reinvested at higher market rates than the liabilities. After 1994, the gap becume 
negative, showing that DFis were liability i -
sensitive in second half o f 1990s. Other Figure 4.6: Liquidity and Sensitivity 

indicators like gap to equity ratio showed 
considerable variations, ranging from positive 
1145.2 to negative 215.0, exceeding the test 
limits of prudence ( +200 and -200 percent). 
S imilarly, as can be seen from the Figure 4.6 
that gap to asset ratio varied from positive 13.3 
to negative 14.9, again exceeding the prudent 
limit of negative 10. The ratio falls within test 
range7 of+ l 0 and -10 from FY9 l t0 FY97 and 
crosses the pruden:::e range after that, showing 
that DFis are highly exposed to changes in 
interest rates. This has happened due to a 
variety of factors: '.'reezing of foreign currency 

CE!:3 Gap to assets ratio --Liquid assets to total assets 
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certificates of investment (CO ls) and consequent decline in deposits; liquidation of advnnces against 
COis; and unanticipated decline in short-term interest rates due to monetary policy actions of SBP to 
tackle the aftermath of freeze. Ow ing to these factors, balance sheets of NB Fis, especially DFls and 
IBs. changed significantly from the asset as well ns liability side. Moreover. the differing impact or 
variation in interest rates on assets and liabi lities resulted in their gap to change its sign within a year . 

Co 11 clus ion 
inadequate level of capital, poor asset quality, weak management performance, low earnings and 
profitability profile along with a deteriorating liquidity position are suffice to conclude overall wenk 
financial health of DFis. Current disu·essed slate of DFls is an upshot of the high level of non­
performing loans, political interference in their management and business, and overall weak economic 
situation in l 990s.i In addition, increased competition in mobilizing 'depos its, discontinuation of . 
credit lines from international finance institutions along with overall limited abi lity io generate 

1 Test range specifies the exposure of a n institution towards interest rate risk. Ir an institution is highly sensitive to assets or 
l iabilities. a small incorrect forecast.of interest rate will resulLio. c:m:.ptional losscs to.I.he msl.itution. To avoidsigniflcalll 
risk in the event of interest rate forecast. prudent limits ;ire defined in terms or gap !o·equ1ty and asset ratios. 
~ TI1e distressed stale cf DFls is not c:1cep1 ional: fapan. Korc:i and New Zealand f:a:ed' lhe same problems with DFls in 
1980s . 
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resources intensified the problem. Freezing of foreign currency accounts in FY98 also aggravated the 
problems. To cope with this situation, DFis need drastic restructuring; at least minimum reforms 
aiming to resolve the problem of non-performing loans and concrete efforts to enhance sound 
management. Moreover, all DFis must be set free from political pressure and steps must be taken to 
enhance their commercial business orientation along with efforts to manage these profession:illy and 
prudently. 

4.1.2 Investment Banks 
Investment banks (all in private sector) were established in late 1980s and early 1990s, and made 
rap_id progress thereafter. Boom in stock exchanges, opening of FCAs along with favorable economic 
conditions in early 1990s contributed to speedy growth of investment banks. Total assets or 
investment banks witnessed sharp increase to Rs 42. l billion in FYOO as compared to Rs 2.4 billion in 
FY90. As a result, their share in overall assets of NBFis. also increased significantly. The assets share 
of IBs incr~ased from L.9 percent in FY90 to l2.0 percent in FYOO, indicating increased business 
activities· of investment banks. As on end June 2000, 16 investment banks were in operation; their 
names along with their share in total assets are presented in Annex 4 (see Table 4A. 4). The size of 
investment banks also varies considerably. as Al-Faysal and Crescent investment banks jointly hold 
around two-thirds of total assets. 

Investment banks can undertake a wide range of business activities related to project financing and 
capital market, but they are not allowed to issue their own papers for less than 30 days maturity. !Bs 
were also allowed to trade in listed securities. provide professional analys is of securities to investors, 
float and manage both open-end and closed-end 
mutual funds, and provide numerous corporate 
services. Due to these wide-ranging activ ities , 
IBs emerged 3:S a new useful channel for both 
savers and borrowers. oarcicularly when all 
banks were state -owned and lacked efficiency 
and quality of services. The favorable 
indicators like increasing share in assets, 
growth in deposits, and increase in loans and 
udvances are suffice to prove the usefulness of 
these insti tuti ons. However, financial health 
review of these institutions requires detailed 
information about their capital adequacy. 
liquidity position. asset quality etc. Therefore. 
performance o f investment banks in l 990s is 
evaluated with the help of CAMELS indicarors. 

I· igurc 4.7: Capita l to Liab ility Ratio 
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Capital adequacy indicators of investment banks are reported in Table -t5, indicating no1mal capital 
oase .. ..\s shown in F igure 4.7, capital to liability ratio declined significantl y upto FY93, mainly 
bec:.iuse ot' incre;is ing liabilities (base effect). Since lBs were established in early 1990s, and as soon 
as business activities started to flourish. natural changes in their assets and liabilities structure 
occurred. In the initial years, the very high growth rates of :.issets and capital were due to lower base 
:it that time. This, understandably, was not sustain:.ible for longer period. implying a dedining u·end 
tn c:ipiral to assets rario in early 1990s, :.ind a relatively stable trend for rest of the period , with most of 

. the ms well established by that time. 
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Table 4.S: C/\i\IELS In!llcators of Investment Banks 
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Capital Adequacy 

Capital to liability ratio 

Growth rate of c:tpital (GRC) 

Growth rate of assets (GRAJ 

Ratio ofGRC 10 GRA 

Asset QunlitY 

Earning assets 10 total assets r~tio 

NPLs to gross advances 

Loan defaults to gross advances 

Recoveries 10 total default 

NPLs.10 total assets 

Advances co earning assets ratio 

lnvestmenc to earning assets r:itio 

Management Soundnoss 

Total expense to total income rat io 

Earning per employee* 

Opera!ing expense per employee• 

Total expense ixr employee 

Earnings a nti Prolit."lbili ty 

Return on assets 

Net interest margin 

Net income to total assets 

!merest income 10 total assc1s 

Interest expense 10 c:irning assets 

Interest income 10 total income 

!merest expense to total exixnsc 

Prnvisions to 1otal assets 

Liquidity anti Sensi tivity 

Liquid assets to total assets 

Loans 10 deposits r.uio 

13orrowing to advances ratio 

Oonowing to liab1li1ics ratio 

RSA lo RSL ratio 

Gap to capital ratio 

Gap to total :isscls ratio 
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,.\rter FY93. i.:apital co liability ratio also rema111ed stable wi th little ' ariation~. The other indicators 
inc ludi ng growth rutes of assets ;rnd ~ap i lal ~llsu showed normal trend. except for lasr two years. 
Given the poor growth rare of capital and :1sse1s in FY99. 1t is appare111 that some of the rBs started 10 

fai.:e the problem of i.:apital adequacy. 

As can be seen rrom T able 4.5 and Figu re 4.S. earning :issets to total assets r:nio ~howed declining 
trend in l 990s, indicating the squeezing earning base. Other indicacors like non-performing loans to 
assets and gross advances ratios ha ve also pii.:ked up momelllum 1n sccnnd half of 1990s that may 
creare problems for lBs in future. [n :.1ddiuon. incre:.ising loan defau lls to gr0ss advances r:.itio 
combined with widely tluc tu:wng. recoveries to default ratio may further aggravate the problem . 
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Although investment banks have changed their 
lending strategies, as their loans and advances 
have substantially decreased in relation to 
earning assets, this may not be sufficient to 
resolve the problem. An upward trend in non­
performing loans to total assets and gross 
advances along with increasing loan defaults to 
gross advances signaled deteriorating asset 
qualiry, particularly in late 1990s. 

Management soundness indicato-rs are 
presented in Table 4.5 and Figure·4.9, 
indicating upward trend in-earnings and total 
expense per employee. The operating expense 
per employee also displayed an increasing 
trend, especially in mid 1990s, indicating that 
investment banks might have adequately 
compensated their employees for inflation. The 
table and figure also depict that expense to 
income ratio continued to increase from FY94, 
except for FYOO, demonstrating that 
management could not succeeded in curtailing 
total expenses. 

Table 4.5 displays the earnings and 
profitabiliry indicators of in vestment banks. 
These provide mix.ed type of evidence as return 
on assets showed an upward trend with some 
fluctuations, resulting in an inconsistent income 
stream over time. In addition, F igure 4.10 
depicts that N1M has decreased from 1.3 
percent in FY90 to 0 .8 in FYOO, showing 
decreasing poss ibilities to make profits. 
Interest expense to earning assets ratio--break­
even yield--has jumped up from l.8 percent to 
16. l percent during the decade , which shows 
that investment banks require high interest rates 
to earn some profits. This is mostly due to the 
liquidation of foreign currency certificates of 
investment (COis) and declining return from 
their investment portfolio. However. the 
situation has marginally improved in FYOO, as 
return on assets, net income to assets ratio and 
NIM slightly increased. Along with freezing of 
foreign currency CO Is, poor earnings and 
profitability was attributed to some weak 
investment banks, and ove~all slower 

. -··· ·-~ ...... ·- ..... .. ...... _. ___ ___ __,.... .. . - . -. 

Ftgure4.8: Asset Quali ty Indicators 

- Earn ingassets/toqtl assets ......-NP.Ls/gross adv. (RHS) 
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Figure 4.9: Management Soundness 

--Earnings per emp. - EJ<pense/ income (RSH) 
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Figure 4.10: Earnings a nd Profitability 

--Net income 10 assets --Net profit to equity 
--Net interest margin 

30 .--~~~~~~~~~~~~~~~ 

macroeconomic situation. Furthermore, the fact that interest income accounted for around 80 percent 
of !Bs total income shows that fee-based financ ial activities of IBs to ~apitaJ market investors and 
corporate secto r remained limited. ·• 
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Liquidi ty indicators painted almost the same 
picture as in early 1990s. Table 4.5 and Figure 
4.11 display that liquid to total assets ratio 
fluctuated in a narrow band and did not.show 
any sign ificant decline in 1990s. Another 
important indicator, loans to depos its ratio 

. declined significan tly, demonstrating the efforts 
to mobilize deposits to meet thei r fi nancing 
requirements. It also depicts that risk exposure 
indicators remained within the range of test 
limits, reflecting prudent interest rate polices. 
IBs remained balanced in terms of asset and 
liability sensitivity as their gap to assets ratio 
remaine.d within the tes t limits, but fluctuated 
arouric;l zero . 

Perfornwnc~of NBFl.r and CDNS During 1990.r 

Figure 4. 11: Liquidity a nd Sensitivity 

- Gap to assets rntio --Liquid assets to total assets 
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In short, the indicators d iscussed above provide mixed type of analysis, as asset quality indicators 
show a trend of deterioration whereas liquidity indicators showed some improvement. This type of 
situation indicates that certain IBs are facing problems in select areas, like poor asset quali ty, but the 
intensity of the problem is not severe. However, the mounting non-performing loans may hurt 
investment banks in futu re by eroding their capital base. Recoveries of defaulted loans to cotal 
advances ratio witnessed negative trend in late 1990s, indicating the need fo r extra efforts from 
management side to cope with this problem. Furthermore, their market niche seems to have been 
affected particularly with the emergence of private banks, the freezi ng of FCAs, and limited activity 
of IBs in the area of project financing, a fact confirmed by some IBs in recent years merging with 
banks and NBFis. In a nutshell, IBs could not perform their basic role as a promoter of project 
financing and provider of professional financial services to their clients . 

4.1.3 Leasing Companies 
The commencement of leasing business dates back to mid 1980s, when first leasing company was 
established in 1984. Since then leasing companies grew rapidly, particularly in late 1980s and early 
1990s. Their share in business activities also increased significantly in 1990s. As already shown in 
T a ble 4.L the assets share of leasing companies increased from 4.7 percent in FY90 to 1 L. l percent in 
FYOO. The driv ing force behind this phenomenal growth was increasing demand for corporate credit, 
and fiscal incentives provided to the leasing companies through depreciation al lowance that reduced 
their current tax liabilities. The policy to in troduce Islamic modes of fi nancing in mid 1980s also 
played an important role in creation of leasing companies. To benefit from th is favorable 
environment. many financial institutions and business groups set up their own leasing companies. 
Their focus was on special market segments like leasing of plant and machinery, vehicle leasing, and 
consumer durables. 

'' 
As was the case with other NBFis, leasing companies also experienced slackening of growth in late 
1990s, rnainly attributed to slower economic and industrial acti·1ities .. Despite these adverse 
developments, leasing companies remained financially viable as compared to other NBFis, mainly 
due to shift in their business focus tow:ird consumer dur:ibles, like vehicle lease financing . 

Performance of leasing companies also measured well in terms of key indicators. It is clear from 
Table 4.6 that le~sing companies enjoyed ease of capital adequacy. as their capital ro liability ratio 
remained above ?.0 percent except for FY90, also indicating the ability o f leasing companies to absorb 
shocks or unanticipated losses. In addiuon, this helped to buiid market .:onfidence and attract new 
investment as well. However. this higher rano witnessed significant decline in the se"9nd half of 
1990s . 
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Two other indicators, grow th rates of capital and growth rate of assets also recorded an increase for 
most of the years. T he double digit growth in assets and capital was severely undermined in l998 due 
to a variety of factors. Overall slower growth of the economy in l::ite 1990s coupled wi th problems 
pertaining to the long-term resource mobil ization was mainly responsib le for the lower leveraging of 
leasing co mpanies. That is one reason for better capital adequacy in this sector, as institutions were 
utilizing their own resources. 

Tallie 4.6: Performance lndic::itors of Leasing Comp::inics: 

rcem 

FY90 
- FY9t FY92 FY93 FY94 FY95 FY96 FY97 FY98' FY99 FYOO 

Capital A'dequacy -- --- · ·- -
C3pit31 to liability r:uio 13.2 - 29.3 33.4- 32.5 27.3 35.T 30.4 29.9 29.1 26.9' '.!.5.l 

Growth r:ite of capitnl 61i.¥'' -~r-,E~ 31-.2; -· 28:8: - 56-5: 20.I 12.7 3.3· ~-0-..9 .. 4-._4-

G rowtll rate of assets - .: -l7.2:. 54:9! '.lil..2;,·-~ 4-7:2 28.5 · 34.3. 14.3 5_.f;c~-- ~~:~~5}. ro:m._ 
• itsset QualitY"' · ~ :r, ~ ~· ~-·- '.::•· ;· .. • • • '• ~r .. M•• •••• - .. 

........ ..-:.;-~~.;.:i ...... ._...._ --- • 

Earning assets to total assets ratio 34.8 88.2 39.2 39.8 89.6 37.3 89 . .1 38.5 87. l 87.3 R7.0 

Equity to total :iss<!ts ratio 11.6 22.7 25. 1 24.5 21.4 26. 1 ~J.3 23.0 22.6 2 J.:! 20.l 

Le:ise finance 10 (3rning assets 85.8 90.0 89.I 90.7 90.J 89.I 89.6 89.0 87.0 87.3 87.2 

Investment to earning assets 14. I 9.9 10.8 9.0 9.5 10.5 9.6 10.8 12.J 11.6 11.6 

Earnings and Profitability 

Expense to income ratio 95. t 83.7 69.7 69.5 67 .l 71.6 76.8 83.2 87.3 88.4 87.1 

Rctum on Assets 1.6 H 4.0 4.3 5.5 4.2 3.9 2.4 1.5 1.5 1.7 

Return on Equily 22.4 15.2 15.8 17.7 25.6 16.2 16.7 10.6 6.7 7.0 SA 
Oper:iting expense to tOt:tl expense 45.2 38.3 33.4 29.7 26.3 23.l 26..1 22.2 20.6 20.7 22.0 

Fin:mcial expense to total expense 51.7 55.3 60.4 65.6 69.5 71.l 68.5 68.0 68.9 69. l 67.6 

Provisions to total elq~ense 3.8 7.8 9. 1 7.6 7. r 8.7 7.8 'J.8 10.5 10.3 10.3 

O ther r ndicators 

Long·t~rm liabilities 10 101al li~bilili(s 33.9 · 55.6 61.8 63.4 54.8 54.7 50.1 54.9 48.5 49.7 55.0 

Long-1em1 assets to tmal assets 30.9 50A 52.2 56.0 54.J 52.3 55.S 51.6 46.3 47.7 ~6.J 

Asset quality indil.:acors. presented in Table -t6. show that earning assecs to tocal assets ratio remained 
over SO pen:ent for the period under consideration. fluctuating in a narrow band of S percentage 
points. This also highl ights a strong earning base. Leasing ..:ompun.ies are mainly engaged in 
extentling lease financ ing, with over 85 percent earning assets locked thei:ein. The rest of earning 
assets are parked in long as well as short-term investment ac.:tivities. [nitia l ly. leasing compan ies were 
supposed to faci litate BMR acrivicies of the industrial sector. with major focus on lease of plant and 
m•1t:hinery. which conscituced over 80 percent of Lotal lease finance in early 1990s. This share later 
Jeclined to ;Jround 50 percent due co slower growth in textile sector along with \Jverall weak 
performanc.:e of the economy. Th is declining share was t:aptured by vehicle le:i::;e ~inance as leasing 
t:omp•tn ies ..:hanged their fot:us to c:on::;umer durables. The share of vehicle financ ing is now over 30 
percent in torn! lease finance. indicating that these Cl)mpanies were able co retain good quality of 
assc::cs by changing thei r focu::; of business from one sector 10 another. 

Earnings and profitabili ty indicators of leas ing companies provide mixed evidence. Expense ro 
income ratio. although remained lower thun 100 percent dunng the penod under consideration. 
witnessed persistent increase from FY94 to FY99.9 However, ch is situation has marginally improved 
in FYOO .. :\nether im~orranc indicator. the return on assets. also declined signi fic:rntly. Increasing 

''Thi~ 1v:is the period ,,r s lower over31l cconomu: growth . . .\t ihe >amc lime. lc :ising ~omp:1111cs were trying LO change locus 
l)f tease 1111:111.:c form plant lntl machinery 10 .:on>umcr t.lur3bles. 
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Per{omu111a u{NBFI.~ and CONS D11ri11g 1990.,· 

trend in ocher indicators like financial expense co total expense and provisions to total expense mainly 
drove down their profitability. Furthermore, these indicators abo highlight the problem of resource 
mobilization. The rising portion of financial expense clearly suggests that leasing compan ies had to 
offer higher interest on certi ficates of investment as well as on long-term deposi ts. The increasing 
provisions against bad loans as well as investment also contributed to higher expenses and ul timately 
to lower profit. 

Other indicators showed that long-term liabil ities to tot•)l liabil ities ratio increased from 33.9 percent 
in FY90 to 63.4 percent in FY93, wh ich suggests that leasing companies we re able to mobilize long­
term resources in early 1990s. This ratio declined by.around 15 percen tage poin ts fro·m FY93 to 

. FY98. This massive decline reflects the inabil · of leasing companies to generate long-term 
resources, which also led to higher financial expense over the same period. However, the si tuation -
slightly impro~ed over the last two years, On the asset side. long-term assets to t'otal assets ratio 
approximately fo llowed the same. path as the long-term liabilities to total l iabi li ties ratio. This 
suggests that leasing companies were mostly able to match thei r long-term assets to long-term 
liabilities. 

I 
The above indicators jointly suggest thot the business of leasing companies remained financial ly 
viable as ::i whole. However, the poor performance of some i nd i c:uor~ l ike increasing f inancial 
expense to total expense, provisions to total expense, return· on assets etc., provide indications of 

. presence of some weak leasing companies. To protect the financial health of leasing companies , the 
minimum paid-up capital requirement was raised to Rs 200 mill ion in l997 . The companies were 
asked co meet· the new Ii mit by the end of December 1999. Later on. this date was extended to 30'11 

June 2001 , as most of the companies were unable to meet the new minimum paid-up capi tal. Upto 
30'11 June 2000. only nine companies were fu lly compliant with the new limit and this number 
increased to twelve on 31" December 2000. Besides this requirement. increas ing competition in lease 
finance due to entrance of banks in this business, and· proactive role of banks in SMEs may resul t in 
the merger of some leasing companies. 10 However. it is hoped that financially strong leasing 
companies wil l continue to play an ;ncreasingly vital role in overall ac tivities of NBFis . 

-+.lA Modaraba Companiesu 
Fo llowing leasing compan ies and investment banks. modaraba compan ies :llso grew rap idly in late 
1980s and early 1990s. Specifically, the modaraba business came inw being in July 1980 when the 
fi rst modaraba co1T'.pany was established. Later on two l)ther modaraba Cl)mp;rn ies strined business in 
l985. :md one in l 987 . The driving force behind this growth of modaraba compan ies was 
lslamization efforts in mid 1980s, because their modes of fi nancing \\'ere compatible with the views 
of Islamic Shariah. H owever, real impetus to modaraba business come :n e::irly 1990s. when finam:ial 
market was growing in response to l iberalization of the economy. Tax-free status of modaraba 
companies. subject to 90 percent dividend distribution. also played a critical role in the mushroom 
grow th of these companies. Besides. modaraba comp::inies established in 1990 to 1993 heavily 
benefited from the boom in stock exchanges. Furthermore, growing need \)f fi nancing from ..:orporate 
sector coupled with higher growth of the economy in early 1990s also ..:ontributed positively to create 
f ilvorable environment for modaraba business. The wider range of fi nancing activities of rnodar~1ba 
companies. including vehicles in addi ti on LO industrial machinery and other goods. also played its 
role. However. this smooth sailing of modaraba business was di~rupced by the wi thdrawal of tax 
concess il)n. 1 ~ 

111 The process or mergers and issuance or righl >hares to meet the 1mnimurn paid up ;:ipnal has been ~l;.med. as Ghandharn 
Leasing Cumpany Limited merged with ...\ l-Zanun Leasing 1vlodaraba: lbr:.1hi111 Lc:.:s1:ig Larn1cd with :brahim :'vlodaral,a: :ind 
i\ol crc:rntilc Lensing C1)ope1~111on L1m1tcd with Uni,·crsal Lca>i ng Coopcra1 101i. 
11 The :1nalysis 0f modaraba companies is base<l 011 data rrom FY94 to FYOO. 
ll In Finance ,\ct! 9CJ~. modaraba comp;mies were brought under tax net hy w1thdr:i"' 1 !1~ !he exemption. However. these 
elllnpanics remained e.~~mptcd from income ta.x for 1he rirst three ycnrs ·md taxed ;ll :he r;no! "' : .:' pcrccni f0r ;mother l W•1 

1)9 
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The number of operating companies increased from 10 to 45 over the period of analysis. Despite 
positive developments in early 1990s, the business activities of modaraba companies d~d not keep 
pace with growing activi ties of leasing and investment banking, and their share in overall assets of 
NBFis only marginally increased from 3.5 percent in FY94 to 4.3 percent in FYOO. As already 
mentioned, the prime dampener to their growth was the withdrawal of tax-free status in 1992. In this 
backdrop, the total assets of modaraba companies wimessed slower growth as it increased from Rs 
11.8 billion in FY94 to only Rs 15.0 billion in FYOO. 

The performance indicators of modaraba companies painted an assorted picture. As can be seen from 
Table 4.7. the various indicators witnessed marginal improvements in the last couple of years. More 
specifically, modaraba companies were lucky enough to benefit from a very strong c~pi tal base, as the 
capital to liability ratio was over: 100 percent for most of the years. This higher ratio could be 
explained by the fact that several modaraba companies based their financing activities on their own 
equity capital. Although this ratio witnessed persisten~ decline form FY94, it rernainecf fairly high, 
indicating that modaraba companies were "also facing diffic;ulties in mobilizing long-term resources. 
Two other indicators, growth rate of capital and assets are also worth mentioning. Growth of capital 
was lower than the growth of assets, which suggests that capital base of these companies did ·not keep 
pace with the increasing assets. 

Table 4.7: Performance Indicators of Modaraba Companies. 

ercent 

Capital Adequacy 

Capital to liability ratio 

Growth rate of capital 

Growth-rate"of assets 

Capital to Asset Ratio 

Asset Quality 

Earning assets to total assets ratio 

LT earning assets to total.earning as_ sets 

Lease finance to earning assets 

lo vestment to e:tming assets 

Morabaha and Musharal<a to earning assets 

Earnings and Profitability 

Exp¢nse to income ratio 

Rerum on Assets 

Return on Equity 

Operating expense to total ex pen;e 

Financial expense to total expense 

Provisions to total expense 

Amortization/Deprecia1ion . _ .. _. __ 

Dividend Payouis 

Other Indicators· 

Long term liabil ities-to toaj li:ibilities. 

Long term assets tcr-t;,t:tl assets: . .. -

FY94' 

142.2 

58'.7 

70.8 

54.3 

44.2 

l l.9 

43.9 

62.5 

10.7 

18.2' 

14.2 

2 l.4' .. 

4.J 

15:2 

40.2' .. 

FY9S 

138.7 

6.7 

7.8. I 

58.t 

69.6 

60.7 

48.I 

17.4 

34.6 

72.9 

4.9 

8.4· 

19.5 

2o:s· 
12.3 

FY96 

138.2 

--0.T 

--0.6. 

58:o· 

69.4 

64;,9-· 
49.9 

2 1.2 

28.9 

81.l 

3.3 

5.8 

l l.0 

22.l 

11.9 

.... ~ ... .;...::.... ----:=.~~ 

FY97 

ll9.2 

2.8 

9.7 

54.4' 

73.1 

59.2 

51.9 

15.2 

32.9 

78.5 

4.4 

8. 1 

12.) 

23.2 

9.4 

FY98· 

107.7 

4.1 

9.1 

51.8 

15.5 

64.3 

54.9 

17.5 

27.6 

87.7 

2.2 

4.2 

I OS 

22'.r 

18.7 

FY99 

90.5 

-10.6 

-Z.5 

47.5 

78.3 

65.9 

52.3 

20.8 

26.9 

S0.8 

4.6 

9.8 

10.3 

33". I 

7.6 

·11::-i:.~ ~~:.:,~39.:6-~: - - .3;-5.9"- . -~. 44.2 ~ :. 44:fi:. __ 

4'5.Q.'; _.r,~~1'.49'.CI;:.~._., .· .. ~}~ :: ': =51'.9' -· _:,,. . . 53':3~ , 

FYOO 

89.4 

o.s 
l.l 

47.2 

77.8 

67.4 

52.7 

20.8 

26.4 

81.6 

4.6 

9.7 

10.8 

28.6 

5.8 

52.2 

86.7 

42.7 .-

54A;,., 

Earning assets to torn.I assets ratio had a moderately increasing trend over the period under 
consideration (see Table 4.7), indicating that earning capacity of these companies remained intact or 
margi nally increased. However, this ratio should beintei:preted .with-caveat.as.marginal·ceturns on 

years. After that the race bec:lrne '.l.5 percent. T:ix exempuon status o.f modaraba companies '~as reviewed ag;iin in 1998 and 
restored for non-uading modaraba companies with e ffect from· l" July 1 999~ 
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Performance of NBFI.1· and CONS During 1990s 

earning assets have significantly declined over the same period. The poafolio of modaraba 
companies witnessed significant changes over the period under review. As can be seen from the 
Table 4.7 , the modaraba companies were actively participating in lease financing, which in FYOO 
consti tuted over 50 percent of earning assets. 13 The share of investment in earning assets has 
increased while the share of Morabaha and Musharaka has signi ficantly declined from FY94 to 
FY00. 14 This changing portfolio provides clear evidence that the share of risky assets (equity 
investment) increased in total earning assets .of these companies. Furthermore, the profi tabili ty of the 
rnodaraba companies also depends heavily on the performance of equity market. 15 

Expense to income ratio has increased significantly over the period under consideration. More 
specifically, the ratio ha.S surged from 62.5 percent in FY94 to 81.6 percent in FYOO. This rise in the 
ratio stemmed from both declining income as well as increasing expenditure. The former was the 
upshot of.overall slower economic growth along with weak performance of equity markets in late 
1990s. Furthermore, declining capital gains on inv(::stment in equity market also resulted in lower 
growth in income. On expenditure front, despite· almost stagnant operating expenses the growth in 
total expenditure was more visible. The push factors were increasing financial charges, higher · · 
provisions for bad debts and for diminishing value of investment in capital market. All these factors 
can easily be observed from Table 4.7. The higher provisions on investment in capital market are of 
vital concern and its roots date back to early 1990s when stock market was at its peak. The modaraba 
companies entered the market at that time and bought shares at high prices. When stock market 
collapsed, these companies were unable to offload their holdings to a large extent. This resulted in a 
large number of sick modarabas holdi ng shares that were bought at higher prices. This can al so be 
seen from increasing provisions against diminishing value of investment, which is one of the major 
push factors for higher expenditures . 

Furthermore, the funds locked in equity investment also created a resource problem. Given the weak 
pe1formance of equity market and limited abili ty of modarabas to mobilize fu nds, the tight regulations 
also played a role as modaraba companies with credit rating less than B-3 could not borrow from the 
banking system. Furthermore, instruments approved by Religious Board are also not acceptable for 
bank borrowing. This situation forced these companies to borrow at higher rates, which resulted in 
higher financial charges leading to higher expenditures . 

Two other ratios, long-term liabilities to total liabilities and long-term assets to total assets have 
increased considerably from FY94 to FYOO. The former shows that modaraba companies were able 
to attract long-term resources but at a very high cost as the financial expense to to ta l expense was also 
increasing over the same period. While the latter suggests that modaraba companies have locked their 
assets for longer time. 

In sum, die overall performance of modaraba cumpanies was affected by the withdrawal of tax-free 
status granted to them earlier. Due to this reason, the business growth of modaraba companies was 
quite limited from FY94 to FYOO. An additional dampener to modaraba companies came from weak 
position of stock exchanges.as compared to early 1990s. The overall weak performance of the 
economy in the second half of 1990s compared to first half also played a role . 

4.1.5 Housing Finance Companies 
Like DFis, HFCs were also- on losing end. as their share in total assets of NBFis declined from 12.3 
percent in FY90 to just 6,3 percent in FYOO. Although total assets of HFCs increased from Rs l6.5 

ll In FYOO. around 70 percent of leased out assets were in plant and machinery. while the rest were motor vehicie lease. 
1 ~ Like modaraba. mornbaha and musharaka are different Islamic.modes of fi na1JCi1Jg. For definitions, see Faruqi, Shakil 
"Glossary: Banking and Finance" Institute of Bankers Pak1Stan. Second edition June 2001. 
15 llie modaraba companies are allowed to invest :!O percent of their capital in ~quity market. 
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billion to 22.3 billion over the period, the growth was rower as compared to other NBFis like 
investment banks and leasing companies. 

Before the emergence of new housing finance companies, HBFC enjoyed monopoly power in housing 
finance, as commercial banks were not allowed to enter into these uctivities. The share of HBFC is 
over 95 percent in overall assets of HFCs. The history of HBFC dates back to l 952, when it was 
established to cater the needs of hous ing finance sector. In 1990s, three new housing companies were 
establ ished, but held a meager share in total assets of HFCs and stil l trying to find their niche. Asset 
shares of these compan ies are presented in Table 4.8-, ind icating that new entrants remained unable to 
providt! any major break-through in housing finance. 

Table 4$: Asset Sltares of H ousing.Finance ComE:inles 

FY90 FY91 FY9Z 

Total nssets (billion Rupees) 16.5 16.7 L7.9 : 
Grow1h.rate-C12erccnt)·· 1.5- . ' · .. · 6.61. 

"Asset s h a.cs· (Eercenr)' .. - . · ·- ·,;. .. 

HB FC 100.0 100.0 99.4 

LTV Housing Finnnce Ltd 

lntemntioml Housing Fimnce Lid 0.0 0.0 

Citibank Housing Finnnce Co. Ltd 0.0 0.6 

Total 100.0 100.0 100.0 

The financial heal th o f HFCs is evalu ated with 
the help of CAMELS framework. indic:i.ting 
overall normal pos ition of HFCs. Capital 
adequacy indicarors presented in Table 4.9 , 
showed considerable improvement in 1990s in 
terms of the ir capi tal to liability ratio, which 
increased from 2 .3 percent in FY90 to 20.6 
percent in FYOO. Figure 4.12 displays that 
capi tal to liability ra tio witnessed a persistent 
increase from FY9J. In addition. growth rate 
of capital remained higher than the growth rate 
of assets, indicating the efforts to improve their 
capi tal base. Despite all th:!se posi tive 
indicators. the growth of assets remained very 
slow. which also explai ns the declin ing share 
of HFCs in overal I assets of NBfis. 

FY93 .. FY'14 FYCJS FY96- FY97 FY98 

}8,~ ·:·:.1.8-9 l'l.·t: . 20.2 20.4 21.3 

. ; 4;0::<,.i ... z:o .. .z.G.'. 3'.7 l.O 4.6 
·i ;~~ ; ... . .. 

98.7 97.7 97.0 94.I 94.6 ')5.2 

0.3 0.2 o.~ 0.2 

0.4 0.3 0.3 2.0 :..o 1.9 

0.9 2.0 2.5 3.6 3.1 2.7 

100.0 100.0 100.0 100.0 100.0 100.0 

Figu1·c 4. 1'.!: C:tpital to Liab ility R atio 

:25 

20 

;: 15 ~---- - - • ----·-·--
~ ' 
:.. 
'- I 
,, I 

c. 10 - - - - - --·-- --·-· -

FY99 FYOO 

2l.5 ·?2.J 
l.l. . 3.3 

95.9 96.9 

o.:. 0.2 

2.0 1.8 

1.8 l. I 

100.0 100.0 

I 

' 
-- -· ! 

5 ---· --·- - ·· -! 

0 

~ ~· 
,..., ..,. .,., -c ...... ,, 

""' 5 "' "' "' 
.,, 

"" ::- "' "' "' >- >- c ~ c t .r ?: ?- )-
~ "-

Contrary to adequate level of capital. asset q uality in<licarors painted a pale picrnre. As shown in 
Table -L9. non-performing loans to total assets ratio showed a s ign ificant increase in l 990s. d oubling 
in just five years. The problem is fu rther intensified, when analyzed in the context of earn ing :i~sets to 
tota l assetS ratio. which has also declined from 90.8 percent in FY90 to 78.2 percent in FYOO. 

fn addition. continuously ir.creasing non-performing loans to grcss advances ratio indicates the 
squeezed earning base of HFCs. Figure 4.13 shows that NPLs to total :isse ts und gross advances are 
1.:nnstantly growing, which may hw·t the HFCs in near future. Although capital co usscrs ratio is 
increasing. rh1s trend does not seem sustainable. [n brief. the asset qual ity of HFCs has deteriorated 
.:onsiderably bec:i.use of increasing non-performing loans. but strong capital base may help to honor 
their liabil ities in near furu re. Overthe period· underrevrew. the composition of earn ing assets h:.is 
drasticall y changed. as the share of investment in total earning <\Ssets h~ increased from 3 percent in 
FY90 to 3-J...5 percenr in FYOO. This also implies that HFCs were not e,'\rending loans to housing 
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sector (for which these companies were created) but diverting their resources towards investment 
This is reinforced when seen in the context of decl in i~g earnings to total assets ratio. 

Figure -1. 13: Asset Q ua lity 

- - NPLs to total assets - - NPLs to gross advances 

80 -,------------~ 

Figure 4. 15: Earnin gs a nd l'rofila bility 
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Figure -1.1-1: :Vl a nagc me n t Sou nd ness · 

- - Earnings per emp. - - Expense/income (RHS) 
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Figure -1. 16: Li q uidity an d Sens itivity 

= Gap to assl!tS ratio - - Liquid assets to total assets 
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1v1anagcment soundness indicators :ire reported in T able .t.9. wh ich provide some l!vidence of their 
cost effective policies. as total expense per employee are significaml~ lower :is compared to earnings 
~er employee. As cun be seen from Table -L9. the gap between earnings and tnral exrense per 
employee w:.is almost constant except for few years. indicating lhe management effons to generate 
consistent income stream for the institutions. Opcr;i ti ng expense per ~mployee also remained constanr 
uptn FY97: rnargin;.il increase afterwards might be attributed to infl ati on compensution to employees 
i 11 lare 1990s . 

Earnings and profi tabi lity indicato rs as shown in Table 4.9 portray •l strong earning pro fi le in 1990s. 
<1s return un assets and interest income to total assets increased significantly. In addi tion. ~lM has 
also increused from 0.9 percent in FY90 to -l-.5 percent in FYOO. retk.:ti ng the strong possibiliucs to 
earn profiL Interest expense to total assets rutio--break-evcn y ie!d-- r~m;i i ned below one pe rcen• . 
showing that profit enrnings capability of HFCs have increased even :u lower inte;-cst r;ites. Figure 
~.15 displays the ri:;i ng trend of earnings and proritability indicators. "" ith some rluctuation toward the 
enu oi' the decade. Although provis ions for lo:.ir. losses iO assets ;·:.1t!•' h :.ive increased consiuerably. 
huge non-performing loans may hurt these institutions in futurl! . 
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oerc:enr 

Capital Adequacy 

Capital to liability ratio 

Growth rare of capi1al (GRC) 

Growth rate of. asse1s (GR'.A) 

Ratio of GRC 10 6R'A · 

Asset Quality 

Earning assetS 10 cmatassi:n racio 

NPLs to gross advances. 

NPts to rotafasseiS: - · 

Mvail~e_; fo ~iig a1scts :..itio 

. Inves1ment c1>eaming.assets ratio. 

ManagementSoiiniiacss, . 

-Tot:ir e)c'p~~~~~raJi"th~~· raiffi:~ 
E:1mings per employee• 

Operating expense per employee• 

Total exoense per employee 

Earnings and Profitability 

Return on total assets 

Net interes1 margin 

lnteres1 income to !Ola! asseli 

Net income to assets ra1io 

Interest expense to earning assets 

lnteres1 income to total income 

2.8 

T.5 

1.9 

1.0 

90.8 

4.3 

3.8 

97.0 

. J..0.-

' 4r.i 
0.4 

0.2 

0.2 

0.1 

0.9 

0.9 

3.9 

0.1 

22. 1 

lnteres1 expense to total' expense 4.0 

Provisions for loan losses to total assets 1.0 

Liquidity a nd Sensitivity to Market Risk 

Liquid asse1s to 101al assets 4.7 

Borrowing 10 advances ratio 105.6 

Borrowing to liabilities ratio 95.7 

RSA to RSL ratio 97.6 

Gap 10 c:ipi1al ra1io -80.5 

Gap 10 total asseis ratio -2.2 

":million Rupees 

3.3· 4.4 

l8.2' 39.3 

1.5-- 6.6 

IZ.I 5.9 

3.4 

-18.9' 

4.o· 
-4.7 

91.8 89.5 89.7 

9.2 13.2 17.7 

·s.z 1 u r4.6 

95.5 90.7 87.6 

45 9:3 12.4 

63'.4' . 19:7 . 19.3'· 
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0.3 0.5 0.9 

0.6 1.6 2.2 

0.6 1.5 2.0 

2.7 5.4 6.5 

0.0 0.1 0.1 

20.7 25.6 • ?.8.6 

2.3 

4.8 

2.9 

106.6 

96.6 

98.2 

-51.S 

.1.7 

5.4 

5.8 

5.3 

llU 

94.4 

99.0 

-22.2 

-0.9 
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5.1 
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113. 1 

91.9 

100.9 
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---- -· ..: .. . ... - ----·-.. ---~- __ ,. . - ... 
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z.o 
18.6 

6.4· 

39.0 
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14.8 

9. l 

43.9 

3.7 

l 1.8 

H .9 

29-.S. 

[.0. 

28.S.-

15:2: l8.3 20.6 

13.8 

:3.3 
4'.I 

29$ 18.6 

4=.6 I.I 

6-5 . - 16.5 

90.0 88.4 89.4: 89.8 - 90.6.. . 70. l 78.2 

22.6 29.2 3·=·8_: .. ~-t:~ ___ 5Q.4'_ · - 62.9 69.3 

18. l 22.1 ~6:4' -3~~~ . JS..8! . .: 40:0. 4.1.7 

84.0 . 80.0 75.5 74'. I 69.3" 77.6 65.5 

16.<>' · . io:a· .. 24.5 ~ 25.:g;·.: :m~i " 22.4--·· .34,5 
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2·1.4' 22. r · 11.9 29.s 30.3 43.2 3 t.8 

1.0 1.0 1.0 I. I l.3 I. I 1.3 

0.2 0.2 0.2 0.2 0.3' 0-.4 0.4 

0.2 0.2 0.3 0.3 0.4- 0.5 0.4 

1.5 1.8 2.2 2.5 3.1 

2.9 3.7 4.1 4.4 4.9 

2.8 3.6 4.2. 4.8 . 5.0 

7.1 7.8 7.3 7.8 8.4 

0.2 0.3 0.6 0.9 0.7 

35.0 41.5 49.8 52.6 51.0 

11.0 

7.0 

15.2 

11 8.0 

93.3 

100.9 

17.3 

0.8 

15.9 2[.6 

7.6 8.6 

23.4- 22.9 

123.5 127.5 

92.8 93.9 

101.0 102.9 

14.0 30.8 

0.8 :!.6 

29-:7 

9.7 

24.6 

127.2 

94.8 

105.J 

42.5 

4.5 

20.3 

10.5 

20.5 

128.4 

92.9 

111.8 

72.J 

9.6 

2.5 2.2 

6.5 4.5 

5. 1 3.9 

6.4 7.1 

0.8 0.5 

67.4- 47.5 

16.7 

11.6 

29.0 

144.0 

92.7 

&8.J 

-59.9 

-9.3 

13.9 

11.J 

30.8 

148.0 

91.4 

102.J 

10.2 

1.7 

HFCs enjoyed the ease of liquidity posi[ion because of high liquid assets to total assets ratio as shown 
in Table 4.9 and Figure 4.16. The ratio has increased from 4.7 percem in F.Y90 to 30.8 percent in 
FYOO. An interesting indicator is borrowing to advances ratio. which consistently remained over che 
mark of hundred percent during the period under review. This implies that HFCs are borrowing not 
only to finance their loans and advances but also to make other assets. This also suggests that the 
HFCs do not have their own resource base to finance higher demand of housing sector. Borrowing to 
liability ratio of over 90 percent also strengthens this point. 

The sensitivity indicators portray a reasonable picture, as interest/markup policies remained effective. 
The gap to equity and assets ratios fluctuated within the test limits. In addition. difference between 
rate sensitive assets and rate sensitive liabilities did not follow any systematic pattern, indicating 
efforts of these companies to remain at balance, i.e. neither asset sensirive nor liability sensitive. 
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Performance of NB Fis and CDNS During 1990s 

As a whole, increasing capital base, strong earni ng profile, easy liquidity position combined with 
prudent interest rate/markup policies indicate normal financial health of HFCs. However, these 
indicators do not reflect the true picture of HFCs as the deteriorating ass.et quality along with very 
high borrowing to liability ratios suggest that the financial health of HFCs is far from normal. The 
strong profitabili ty indicators look contradicto1y when jointly seen with asset quality indicators. This 
might be attributed to two factors; first, these institutions might have classified the income against 
non-pe1forming loans in receivable income, instead of showing in Sl!spense account; and secondly, the 
poor asset quality might affect the profitaqility of the institution with some time lag. However, the 
first case .is more likely, as the hi gher income may seem to be enhancing the performance of 
management and profitability indicators . 

4.1.6. Mutual Funds 
The history of mutual funds in PakisLan dates back to early 1960s, when National Investment Trust 
Limited (NIT) was established to manage an open-end mutual fund. In Che second half of the. decade, 
the government established another institution named Investment Corpo~ation of Pakistan ({CP) to 
float and manage closed-end mutual funds . 16 On 30th June 2000, the total holding of mutual funds 
industry stood at Rs 30.4 bill ion, with 8.6 percent share in overall assets of NBFis. As ICP and NIT 
deal with.entirely different type of mutual funds,.it is therefore necessary to analyze the closed-end 
and open-end mutual funds separately. V 

NIT is the largest open-end mutual fund in Pakistan , operating with the objective to cater long term 
investmen t requirement of the investors and play its role in the development of capital markets. NIT' s 
open-end fund of size Rs 20.6 billion in FYOu represents over 98 percent of total open-end funds in 
the country. 17 NIT fund, which depicted a mixed growth performance over the decade, continued to 
dominate the open-end funds. As can be seen from Table 4.10, NIT fund recorded massive growth in 
first half of 1990s, as the size of the fund surged to Rs 52. l billion in FY94 as compared to Rs 17 .8 
billion in FY91. This phenomenal growth, besides overal l conducive environment of equity market, 
was largely driven by higher dividend payouts. In addition to this, capital gains in terms of higher 
price of NIT units were obviously contributing to this positive end . 

Table4.10: Kcl Statistics of NIT O~cn-cnd Mutual Fund 

FY91 FY92 FY93 FY94 FY95 FY96 FY97 FY98 FY99 FYOO 

Par value (Rupees\ 10 10 10 10 10 10 10 iO 10 10 

Dividend payout (Rupees) 2.25 2.35 2.35 1.50 1.00 1.30 1.00 1.10 

Net :i.ssel value (Rupees) 14.43 13.83 12.02 6.53 7 .64 l0.69 

Capital (bin Rupees) 15.6 30.5 28.9 46.J 32.3 34.0 24.9 11.0 l~.7 16.9 

Size of fund (bin Rueecsl 17.8 33.3 3H 52.I 39.0 38.2 29.0 16.1 16.2 20.6 

This massive growth in fi rst half of 1990s witnessed shar9 reversal in the second half. as NIT units 
sraned loosing its net asset value follow in g the weak performance of equity markets. However, the 
siruation has marginally improved in the last couple of years . 

The financial health of National Investment Trust Limited (NITL), which manages NIT open-end 
mutual, closely followed the performance of this fund; impressive growth in early 1990s and 
deteriorating position later. Total equity of the company inc;·eased fro m Rs 56 mil lion in FY90 to Rs 
417 in FY94 und witnessed a sharp decline to reach Rs 115 million in FY98. Although equ ity 
position slightly improved in last two years, it was far below the level achieved in FY94. The income 

16 Specifically. NIT was established in 1962, while ICP m 1966. 
'
1 The government notified .Asset Management Rul es in 1995 to promote open-eml funds in the count.ry. Following lhis. Unit 

Trust of Pakistan 1an open-end fund) was established in 1997. As already mentioned. NIT holds 0ver 98 perccm or ,1pen-cnd 
funds. therefore. priv:ue open-end funds have yet iO carve their niche . 
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of the company also followed almost the same pattern as that of equity and the size of open-end fund, 
indicating that management fee was the prime source of income for the company. Compared to · 
income ti-end, the tota l expense of the company continued to increase upto 1996. After declining in 
1997, an upsurge in FY98 occurred on account of Golden Handshake Scheme (GHS). 

Investment Corporation of Pakistan (ICP) is managing c losed-end funds. Upto June 2000, ICP has 
floated 26 closed-end mutual funds, whereas the first was launched in June 1967. ICP enjoyed 
monopoly status in the establishment of closed-end mutual funds until l98 l when the government 
all owed the private sector to establis h and manage dosed-end funds. The first closed-end fund in 
private sector named Golden Arrow was established in l 983. By FYOO, the number of dosed-end 
funds launched and managed by the private sector increased to n . Conu·ary to this increase in 
number of funds, the shrir~ of private sector mutual fun.ds remained very low, as the ICP-managed 
funds represent over 75 percent of total c losed-em;! funds in Pakistan. 

The performance indicators of c losed-end funds are shown in Table 4.U, which shows that ICP 
managed funds perforrned relatively better compared to private sector. Net asset value of privately 
managed funds was as low as Rs 5-.10 in FY99 against par value of Rs 10. However. the situation 
improved considerably in FYOO. Besides other factors, the private mutual fund business did not 
commence at a favorable time. as most of the funds were established in second half of l 990s. 
Nevertheless, closed-end mutual funds managed by ICP remained financially viable. as the net asset 
value of these funds (i n totality) was higher than the par value of Rs 10. Compared to this, the private 
mutual fund business is still in its in fancy. 

Table 4.11: Kev Statistics or Closed-end Mutu~I Funds 

FY92 FY93 FY94 FY95 FY96 FY97 FY98 FY99 FYOO 

Number of funds 23 25 29 37 39 39 39 39 39 

Managed by ICP 21 23 2J 26 26 26 26 26 26 

Priv:i.le 2 2 6 II IJ lJ 13 13 13 

Dividend payouts by funds (Numbers) 

Mnn:i.g';~. ~y ICP 21 :!I 23 ~' - .J 23 21 21 15 . 15 

Priv:i.[e· 2 2 0 0 0 2 2 4 6 

Net :i.sse1 v:i.luc (Rupees) 121.27 92.34 77.15 77.46 46.95 28.65 9. 11 9.22 13.86 

M:i.nuged by ICP 129.58 97.85 91.20 103.56 66.22 39.67 10.96 11 .36 17.07 

Priv:i.1e 12.81 S.86 10.19 IO.J4 9.60 7.3~ S.51 5.07 7.64 

Lis1ed c:i.pit:i.I (min Rupees) 1,98 1 - 2,281 2.831 4.361 -UGI -UGI U61 4,761 -1.761 

Man:i.ged by ICP 1.840 2.140 2.340 3,1-10 3.1-10 3,1-10 3.140 3.1 -10 J.140 

Privale 141 141 491 , 1.221 
•' 

1,621 1.621 1.621 1.621 1.621 

Net :issers (min Rupees) 24,024 21.064 21.841 33,782 :;~.35[ 13.6-1 1 -1.335 4.389 6.600 

Man:i.ged by !CP 2J.S43 :0.939 2!.341 32.519 20.795 12A55 3.-142 3.568 5.361 

Privale 181 125 500 l . .:!63 1.555 j .136 893 S21 1.239 

In contrast with the performance of ICP-managed funds , ICP performed poorly. The total assets of 
ICP almost doubled from Rs 2.4 billion in FY90 to Rs .+.6 billion in FY97 but witnessed a sharp 
decline during the last three yea.rs reaching a level of Rs 2.6 bi ll ion in FYOO. Following the same 
pattern, the equity of the wmpany increased to Rs 613 million in FY97 JS compared to Rs 2.80 million 
in FY90. In sharp contrast with the earlier performance, the ICP bec:1me technically insolvent in 
FY9·8. as it showed a negative net worth of Rs 633 million. 

As already mentioned. the net asset value of dosed-end murnal funds m'ana!!ed bv ICP was hi!!her 
than Rs lO while dividend was also announced by 15 funds, indicatinu that -;,,utu;I fund busin~ss o f 
fCP seemed to be financially viable. Therefore. the poor performance- or ICP could ma.inly be 
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Pe(/nrma11c:e '!f'NBFl.f and CDNS During 1990:; 

attributed to its other business activities like project loan program. deposi t schemes etc. Non­
performing loans of ICP touched the level of Rs l.5 billion in FYOO against Rs 0.8 billion in FY90, a 
further threat to It::P financial health. 

Due to the poor performance of ICP and NITL, the government has ordered the proceed ings for the 
winding up of ICP and the funds managed by ICP are being handed over to prospective buyers 
through privatization. Similarly, NIT is also e~pected to be privatized . 

4.1.7 Discount Houses Table 4.12 Discount Houses 

million Rupees Discount houses, which are only ailowed to 
undertake discounting and related services in.the 
country, hold a tiny share in overall business 
activities of NBFis. Only three discount houses 
were in operation in FYOO and these jointly held 
assets of Rs l.3 bil li on as compnred to Rs 0.9 
billion in FY90. Table 4.12 shows that total ' 

Assets Discounting Interest .. Net profit . 
incmnc 

FY90 
FY91 
FY92' 
FY93 
FY94 

929 

1103 
816 

1276 
778 

11 
102 
~68 

691 
l'.'.6 assets of disc..:ount houses displayed a 

cnnsiderable variation over the period of FY95 8l2 445 63 

analysis. The discounting activities also varied FY<J6 976 568 152 

conside rably along with the interest income. In FY97 15'.!4 90:! '.!:!7 
sp ite of 1his err<lti<.: behavior. these institutions FY98 1603 808 '.!70 
remained profitable. Discount houses are · FY99 1601 n4 239 
relatively new entrants in the marker and still FYOO 131'.! 713 '.!18 
tryi ng to position themselves . The ir activities are likely to llou rish with the passage of Lime . 

4.1.8 Venture Capital Companies 

4 

31 
49 

56 
26 

57 
49 

94 

77 

78 

Venture .:apital companies held less than one percent of total assets of NBFis. being relatively new 
entrants in the market as compared to other NBF!s. Focused nnture of their business ac tivities. along 
wi th overall slower economic growth in late 
1990s might have restricted the expansion of 
these institutions. Although VCCs could not 
increase their market activities as compared to 

Table 4.13: Vcnl\irc CapiL~I Companies 

mil lion Rupc:es 

FY9.! 
investment banks and leasi ng companies, these FY93 
instirutions seemed to have performed FYCJ

4 
prudently. Total assets of VCCs stood at 1~" l05 
million in FY92, wh ich increased to Rs 1027 
million in FYOO. indicating healthy growth. 
Table -U 3 depicts that investment :ictivities of 
VCCs have also increased over the same period. 

FY95 
!'Y% 

FY97 
FY98 
FY99 However. net profit of these c..:ompanies 
FYOO remained volatile from FY92 Lo FYOO indicating 

their vulnerabilities . 

4.2 Performance of CDNS in 1990s 

Asscis In vestment 

!OS 70 

l'.!I 105 
137 36 

134 <)7 

133 IO(i 
6'.!9 570 

12.51 1036 

10.!7 7-13 

Net prolil 

II 

0 

.!O 

9.'.! 

. 131) 

The National Savings Sd1emes fNSS ) provided much needed receipL<; to bridge the gap be1ween 
government expenditures and revenues (budget del"ictt). p:..irticu i:..i rl y rrom FY9-I-. The receipts from 
NSS as percent ot budget deficit r:inged from 35. l percent to 72.3 perc..:ent with an average of -1-3.6 
percent13. which implies that NSS were the major source of de fie..: it financ..:ing (see Table 4.14 and 
Figure -1-.17). Higher reliance on NSS rec..:e ipts for defic..:it 1inan-:1ng is justified on grnund~ uf being 

IS Data rrom FY<J-110 FYOO :trc used to c:ilcul~!C Lhc ~vcragc . 
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less inflationary compared with other sources. 19 

The National Savings Schemes also played a 

; .:._,. .. . ...:.:....-· . .:. .. . :-- .. .:.- ·. - .. -··-··· _,_ · -::.. .· .... :. 

crucial role in e:eneratinfr savings in the . ···-·---- :.... -- .. · - ---;._ _ _ ! ...... .,. : ': 
~ ~ ~ 1 • • Domestic Budget National' Gnp· 

-·- ~. ·. ~ .·-:·· -·· ·- ,. -·~ 

economy. The share of NSS in n·ational savings " _ _ ___ _ d;_e_b_t ___ d-'-efi-'-ci'"'"' t _ _ -'-sa""""vi-·n_,,g"""s· _ ___ _ 

ranged from L.9 percentto 39.9 percent, with an 14.6 FY90 37.5 :>r..® 15:4 

13:2 average of 15.7 percent. t.9 FY91" - 4.0 · :;._L, 

4.2.1 . Savings.Mobilization 
Total outstanding amount in NSS stood at Rs 
633.8 billion as on end June 2000 compared 
with Rsl31.9 billion in 1990, showing a · 
compound annual· average growth. rate· of over 
15 percent. This. massive growth in NSS, 
except in FY91 and FYOO, was. the upshot of 
policy changes during the decade under review. 
Amount received under NSS dr::istica11y 
declined in 1991 to Rs 2.8 billion as compared 
to Rsl7 .8 billion in 1990. This massive decline 
in NSS receipts was attributed to the 
discontinuation of Khas Deposit Certificates. 
Being the prime contnbutor to NSS receipts, 
Rs29.8bi11ion maturity/ encashment of Khas 
Deposit Certificates in 199 l and in the 
following two years led to lower receipts in 
NSS in early 1990s. Furthermore, the receipts 
m newly introduced Special Saving Certificates 
(registered/bearer) could not offset the impact 
of the han on Khas Deposit Certificates. In 
1993, the CDNS introduced a new instrument 
named Regular Income Certificate to boost 
receipts from NSS. This newly launched 
instrument along with massive decl ine in 

·FY92' - 5.3- - . • 4=.7' ~f rt.5 

FY93 ' 6.4 5.Q. 2.9 10.8 

FY94 J4. l 35~F ·11.2· . 11.2 

. FY95 .•.. . ~ 35:l . _ 3-i~ -· ·- -. - Fl,6-_. . Ll.2 ...... -··-----· .... ............. __ ·--:---:-- -" 
FY96 . _ 37.8· 30.5' · .. 16.8 . . [l.8 

·: FY-9t :··_;"' _-~:~~4:f:"g.:'" - .,. ·~·3r:&: .-::. :.- 20.~~~ -:--~ - ii? . 
· F"¥9s--~~:- -~ .-.-:--14:0 -.o 49.-4- _,_ 2s-.8" _.,,._ .1s.4 

.:: ~:::,~~·~·<:L-.~i:'.~ :~.·;,~;~~;~~~~·' ~-.~·--:~:: 
Figurte 4.17: Share or NSS in Domestic debt and 

National Savings 

--Domestic debt - - National savings 

~ 40 +---~-~-~--~-~~-~--i 
•.J 

" ~ ]5 -!-~~--'~---~-----JC>.---! 

maturity/encashment of Khas Deposit Certificates and better investment in SSCs contributed to 
upsurge in NSS receipts in 1994 (see Table 4A.10 in Annex 4).~0 Besides, increased rate of profit 
also exerted a favorable impact on NSS. Later on. a substantial increase in NSS receipts in FY98 and 
onward was the resul t of increase in profit rates in FY97. However. increase in profit rates proved 
disastrous for domestic debt management as discussed in Section 6.4. 

4.2.2 Yield Structure of National Savings Schemes 
Yield structure of national savings schemes is reported in Table 4.15, which panially explains why 
people were investing more and more in these schemes. The profit rates on different savings schemes 
were totally administered and despite the efforts toward the end of decade to bring these rates in line 
with term structure of other interest rates, these remained very high. There was no mechanism to 
adjust these rates according to the determinants of overall interest rate structure iff the ecgnomy. The 
intensity of high profit rates can be gauged from the fact that real profit rate (adjusted for inflation) on 
DSCs ranged from 2.9 percent to 11.4 percent, e ven higher than the· weighted average lending rates on 
advances. The higher profit rates on NSS investment along with lower deposit rates in banking sector 
played a crucial role in diverting funds to NSS, which is known as the process of dis-intermediation. 

" . • 
1
'' Other sources of financir.g include e:uernal and bank borrowing. 

~0 Data on various National S:iving Schemes are presented in Table 4A.10 in Annex 4 . 
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Perfonnance of NBFls and CDNS During 1990s 

The role of NSS in increasing national savings in the economy and in generating Jess inflationary 
receipts for deficit financing seemed impressive . Howe_ver, NSS created tremendous problems for the 
rest of the economy. The first and foremost area of prime concern is· the profit structure· of NSS. 

Table 4 .15: Interest Rate Structure in Pakistan 

~rccnt as on end June 

Saving: Mahana 
Deposit rates• Lending rates• T-bill rate DSC SSC-R RIC amdani accounts. accounts 

Nominal interest rates 

FY90 8.2 10.6 6.0 15.6 10.0 14.9 . .. ·-
- i0.8 FY91 6.0 6.0 15.6 10.0 . 14.9 

FY.92 6.4 13.2 11.J 15.6 13.6 10.0 14.9 

FY93 6. 1 D.3 · 12.3 15.6 IJ.6 13.S 10.0 14.9 

FY94 6.2 . 1_3.7 12.4 16.0 ··; 13.7·. : 13.8 l 1.0 14.9 

FY95 6.3 i:i.7 . l 1.7 16.0 14.9· 14.6 11.0 14.9 

FY96 6 .4· 1'4.4 12.8 16.0 . 15.8· 14.6 11.0 14.9 .. 

FY97 6.8 14.6 15.5 18.0 16.9 18.0 13.0 14.9 

FY98 6.8 15.6 15.0 18.0 16.9 18.0 13.0 14.9 

FY99 6 .5 14.8 12.9 6.0 14.7 16.0 11.0 14.9 

FYOO 5.5 14.5 8.7 15.0 12.6 14.0 8.8 14.9 

Real interest rates 

FY90 2.2 4.6 o.o 9.6 4.0 8.9 

FY91 -6.7 -1.9 -6.7 Z.9 -2.7 2.2 

FY92 -4.2 2 .6 0.7 5.0 3.0 -0.6 4.3 

FY93 -3.7 3.5 2.5 5.8 3.8 4.0 0.2 5.1 

FY94 -5. 1 2.4 I.I 4.7 2.4 2.5 -0.3 3.6 

FY95 -6.8 0.7 -1.3 J.O 1.9 1.6 -2.0 1.9 

FY96 -4.4 3.6 2.0 5.2 5.0 3.S 0.2 4.1 

FY97 -5.0 2.8 3.7 6.2 5.1 6.2 1.2 3.1 

FY9~ -1.0 7.8 7.2 10.2 9.1 10.2 5.2 7.1 

FY99 0.8 9.1 7.2 10.3 9.0 10.3 5.3 9.2 

FYOO 1.9 10.9 5.1 l 1.4 9.0 10.4 5.2 I l.3 
•:Weighted :iverage 

The higher profit rates on NSS have diverted deposi ts fro m banking sector to these lucrati ve 
instruments and resulted in lower deposit base of the banks, particularly in late 1990s. This was in 
f:J.ct a reinvigoration of financial repression and went against the basic objective of financial reforms . 
The administered nature of profit structure of NSS was main ly responsible for distortion in the term 
structure of interest rates . Nominal returns offered on any instrument should depend on maturity 
period. the frequency of interest payments, degree of anonymity of ownershi p of instrument. rate of 
inflation, tax on interest payments and credit worthiness of issuer. Therefore, the differentials 
between NSS profit rates and banks' deposit rates should not be very high. The need to rationalize the 
profit structure of NSS in line with the banking sector of the economy was therefore imperative . 

Several steps were, consequently, initiated in this direction. Rates of rerurns on various certificates 
were reduced in FY99 :md again in FYOO. The most important step was the int_roduction of a new 
long-term bond (Pakistan Investment Bond) in Decen:iber 2000. The resulting yields on ten year PIE 
are being used to price long.:rerm NSS instruments (especially Defense Saving Certificates) from 
January 200 l. Furthermore, the government also impos~d a l 0 percent withhold ing tax on pm fits 
from NSS with effect fro m July 1, 200 l, to bring uniformity in tax treatment of government securities . 
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Higher profit rates on NSS had negative implications for domestic debt servicing :is shown in Section 
6.4. No doubt, NSS provided much needed receipts to bridge the gap between government revenues 
and expenditures, bur at a very high cost. Moreover, the downward rigidity of government 
expenditures is :ilso mainly attributed to increasing debt servicing, which has emerged as the major 
macroeconomic imbalance in the economy. 

Another problem generated by NSS is the ditJiculry in management of publ ic debt. The tap nature of 
NSS along with early encashment facility reduced the government's control over flow of funds in 
tftese schemes. For example, higher amount in NSS as compared to budget estimates results in 
unnecessary realization of higher public debt. Similarly, lower mobilization in NSS against budget 
targer leaves the governf!1ent with no option but to resort to short-term borrowing at high interest 
rates. Needless· to say, the higher borrowing cosr of the· government and lower deposit base of the 
banking sector along with debt management problems are not bl.!neficial for long-term growth of .the 
economy. ·Therefore, this· should be an area of prim7 con-cern for policy makers. 
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5 Transformation of Financial lVIarkets During the Reform Process 

Reforms initiated in late 1980s, which continued in the 1990s, started to transform the financial 
markets rapidly fro m FY9 l . S tructure of a well fu nction ing money market quickly developed with 
the introductio n of auctioning process of short and long-term government securities. Capital market 
ac tivi ties expanded very quickly in response to ?pening up of equity markets to foreigners. Activities 
in foreign exchange market also expanded rapidly after residents were allowed to open foreign 
currency accounts i ~ addition to granting licenses to money changers. 

5.1 Evolution of Money Market 
The deb t management reforms of early 1990s, in conjunction with monetary management measures 
(see Section.s 2.4 and 2.5). resulted in establishment :1nd developtnent of a well functioning pri_mary 
and Sf<condary market for short- term government paper. The pre-reform sale of governme nt securi ties 

. was through tap system and banks could rediscount in case of any cash requirement. T he 
· rediscounting facility precluded the possibility of any secondary market activity. Only some sporadic 
trading was do ne in the long-term market loans for which premature retirement was not possible. The 
abolition and replacement of tap sale of government paper with auctioning of securities, and 
su bsequent closure of rediscounting faci li ty resulted in establishment of a robust secondary market 
and a network of efficient money market brokers. · 

5.1.l Pre-reform Inter-Bank Money Market 
As discussed in Ch a pter 1, the pre-reform money market consisted of primary market of treasury 
bills on tap and government u·easury deposi t receipts (GTDRs), call money market for borrowing :ind 
lending overnight or very short-term, and a market for sale and purchase of unu tilized portion of 
credit ceilings. Segmentation in the short-term government debt market was maintained by 
disallowing banks to purchase GTDRs. Secondary market for treasury bi lls and GTDRs did not exist 
because of presence of discount window. which allowed early discharge of these bills. The secondary 
market activity was only confined to rare trading in market loans. Under the system of credit ceilings 
banks were, however, allowed to trade in the unutilized portions of their credit ceili ngs. Trading in 
credit ceilings did not involve any collateral. The rate was linked to the overnight call money rate, 
determined on the basis of demand and supply. · 

5.1.2 Primary M arket of Treasury Bills 
The refo rms transformed the primary markc1 ' iOm a non-market oriented to a competitive market 
oriented one; the previously fixed yield on T-bills was changed to an yield determined by the 
competitive b ids of the players, thus compelling the government to borrow at market rates. 1 Further. 
the SB P could send interest rate signals to the market regarding the monetary stance. Fi rst auction of 
six-month T-bills was held on 3rd March 199 l. ::ind during the decade 208 successful auctions were 
conducted. The bidding patte rn of the banks demonstrated a quick adjustment to market pricing 
mechan is m in jus t four auctions. The bid spreads decre::ised sh~1rpl y from over two thousand basis 
points in the first auctio n to '173 basis pt1in ts in the fourth auctio n.: U nus ually high spread in firs t 
auction reflected the initial lack of competitive pricing skills requ ired co participate in auction. TI1e 
average spread of 233 basis points for the decade showed the relative competi tiveness and the 
efficiency of the market (see Table 5.1). The money market b rokers contributed sianiticantl" in /:;; J 

disseminati ng the c rucial information that makes the market more e fficient. .. 

Wide participation was allowed in ;iuctions through a system of approved dealers who .. were mainly . 
banks and non-bank fi nancial institutions. Individuals were also allowed to participate in auctions · 

- --- - ·-·- ---· 
I Under the tap system, thrcc-month T-bills <:J.rrictl a fixed yield or 6 percent per j OOUm . • 

:: fn the first auction. the spread between highest anu lowest hid was ~9:29 basis p0ims. prcsumabl>• Jue 10 m1scal~ula.1i~n h.v 
a bidder. . · · 
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Table 5.1: Six-montfr.T-bilf Auctioo Sonunurt<-~:,. . · -\ - . 

• Nlimber of':mctions: ~"•·--- - Number-o!bid.> · .... · --~--- Spna<!(iu ~tee at) Yield irrpercenr 

" (weighted 
Held Scra1medi Received A:CCCQted' Sim[!le as % of'lield average) 

FY91 9 574 330 6.93 78.6-2 8.8L 
FY92 28 . 3 l,293 726 2.44 2 1.4<} IL.34 
FY93 _24 3 r,942 969 2.¢4 t9.8Ql 12.35 
FY94 25 2,816 1,222 '.?.64 2:l.2~ 1'2.45 
FY95 26 - l ,880 1.008. 1.90 16.27. l L.69' 
FY96 24 545 332 0.53 4.15 12.78 
FY97 24 766 541 I.OT 6.88' t5.53 

- . FY98 - -n 2 2,493 - .. t,tl94"" " - . . · - 2: 13' 14.'22:' 14.97 
- F-'{99 --·- · 24 7 1,531; 4LO 1.9~- 15.52- f2:66 

FYOO 26-_ . 8 
. 

758 251- _:T.25 r4:06. 8.8-7- -
Total/average 232 24 14,59? ~ 6,883" 2.:n n.22' u -.14· 

indirectly via approved dealers. Participation in T-bill auctions was, however;dominated by b:i,nks 
who had an active short-term porrfolio of in vestment. Non-bank participation was-minimal due to 
their preference fo r long-term investment. After the success of six-month paper, three and twelve­
month treasury bills were introduced in June 1998 (see Table 5.2). 

T:iblc 5.2: T hree a nd T welvc-montb T-bill r\ucliou Summary 

Amount {million Rsl Auctions Spread Yield in 

Instrument Year percent 
(weighted 

Offered Accepted Held Scrapped (in percent ) average) 

Three-month FY99 147,735.0 .t5,985.0 24 12 1.79 11.60 

FYOO 82,245.0 21.085.0 26 8 1.40 7.82 

Twelve-month FY99 283,038.5 78,960.0 24 6 1.51 13.52 

FYOO 168;3915 51 199.7 26· · 3 1.36. 9.29 

As the market was already adept at the auctioning process, the bidding pattern showed lower bid 
spreads from the beginning of their auctions. First auction of three and twelve-month T-bills was held 
in June 1998 together with six-month bills. Overall 50 auctions of these maturities were conducted up 
to December 2000, out of which 20 and 9 were scrapped for th ree and twelve-month instruments 
respectively. The avernge spreads during the period under study for all tenors are relatively narrow. 
depicting the growing competitiveness and efficiency of the market. Six-month instrument stands out 
JS !he most effective one, as both the amount and the percentage acceptance is higher compared with 
the other two instruments (see Table 5.1). 

5.1.3 Government Bond Market 
There was no markec::ible long-term governmenr paper in the pre-reform period. Federal and 
provincial governments mainly relied on ·Market Loans · co raise long-term finance from the finam:iul 
sector. ·Mark.::t Lo ans· were essentially bonds of ten-year maturity offered through subscription to 
banks and non-banks, only at par, with a pre-determined rate of return fixed by the government. It 
was not a market-based bond, and trading was confined to a few instances of exchange among banks. 
In order to establish a proper government bond market, a new instrument, Federal Invesrment Bond 
<FIB) was introduced with maturities of three, five and ten years. Coupon rates. f.or: these bonds were 
fixed at 13. 1-1- and 15 percent respectively. 

First auc tion of FTBs was conducted in March 1991 and the last in June 1998. Table 5.-l shows that 
Jucrions during the tirst four years proved immensely successful as the number of bids received and 
accepted were on higher side. The ten-year FIB show1ul-the best overall performance on the basis of 
;imount offered :.ind accepted, number of bids received and' accepted, and the number o f :iuctions 
scrapped (see Table 5.3 and Table 5.4). 
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. .'.fa~re 5.3: Federal I~~~trn.cn~~ll~nd 1tuction Summary 

million Rupees 

Year 
Amount 
offered J year 

FY91 39,268 13,934 

FY92 56.~07 10.649 

FY93 77,127 12,600 

FY94 63,284 10,708 
. -

FY95 - - · 42,154 8 .785 

FY96 - .. . 
18.026 3,877 

FY97 4,841 I.IOI 

FY98 ··-
-4,882 1.331 

.Total . . • ;,. 305~89 62.986 

In the initial years of introduction of FIBs, the 
bond was success ful in attracting both bank .and 
non-bank investments (see Table 5.6). The 
rates offered by FIBs were higher than the rates 
on T-bills in the beginnin!.!. Ho wever during 
FY94. the yields o; six -m-onth T-bills.rose -
significantly and surpassed those of three and 
five-year FIBs. In succeeding years, 
unwi llingness of authorities to accept bids 
below par, or raise the coupon rates upwards, 
resulted in a weakening of participation by 
fi nancial institutions. Particip;Hion of finnncial 
institutions almost came ton standstill during 
FY98 ns T-bill yields rose up to 17.4 percent · 

Tmn.<(ormatirm <~( Fi11a11c:ia/ Markel.\' during the Reform PrtJt'ex.1· 

". - _, __ 
~---- -- -

Amount accepted Acccpt.-ince ratio 

S year 10 yc:ir Total (in percent) 

6.170 14.834 34,938 88.97 

3,007 3 1,318 44,974- 79.73 

5.138 35,8.JO 53,578· 69.47 

4,034 11,869 26,61 1 . 42.05 ... 
~.J67 18.935 '.!.9,988 71.14 

4, 169 7.919 15,964 88.56 

105 3,510 4,716 97.42 

177 2.152 3.66 1 . 74.99 

25.066 - • 126.378 " . 21'4.430 .. .. 1170.08 

Table 3.4: FIB Auction Performru1ce 

number 

FY91 

FY'l3 
FY94 

FY95 

FY96 
FY'l7 

FY98 

Total 

Received 

542 

893 

1.321 

l .'.!.87 

557 

257 

88 
60 

5.005 

Bids 

-BO 
633 

%9 
608 

374 

:!.09 

84 

5'.! 
3.359 

Auctions scrapped 

3 year 5 year Ill year 

3 

I 

3 
l 

9 

I 

3 
I 

s 
9 

!3 

surpassing even the yield of a ten-year FIB. Auctions were subsequently suspended in June 1998.' 

However. some bunks had already piled up heavy stocks of FIBs due tn much higher returns 
compared with those ofT-bills in the initial ye:m. This was against prudent asset-liabili ty 
management and resul ted in heavy losses to so me of these banks when the shon-term inrerest rares · 
im:reased and even surpassed the FIB ra tes. In order lo avo id rccurrem:e of such pile up in fu ture. 
SBP spi::citiecl the limit of FIB holdings Lo a maximum of LS percent of ench bank · s ti me and demand 
liabilities on any day or the amount of its holding of such bonds as on ~211<1 December 1994, 
whichever was higher.~ 

5.lA Post-reform Secondary Market ~· 
The inception of auctioning system coupled with subsequent closure of discount window paved the 
way for development of inter-bank money market. The banks in order to meet cash. liquidity and 
settleme nt requirements staned LO carry 1)ut repo and reverse repo tr;,msactions with each other. .-\ 

; ..\ lkr fresh issues ul the Fetleral Investment Bonus (FIB sl were stoppctl. thcrc wc;c nu tong-tcrn1 go,crn111cm sernritics 
that ..:oulu meN Lhc in,·c$tmcnt needs l.lf b.111ks. ~~BFts. m~urancc ..:ompa01cs. pen~i.:n fond~ a mt ..:1)rpNatc hoJ1c~ . W11h 1111: 
allr:lctivcncss or NSS rates anu no bar fJn i n~titutional investment. thi~ V~lcuum "~b '.101 ;:vcn felt. Huwcvcr. in the intcrc~t .. r 
developin" the lon\!cr end ul' the-oovcrnmcnt tlcbt market by creating a yield cur•:c . . 1nd ~o hoost the ;:orporatc debt market. 

" - e · 0 l· ' h · 1he 1:ovcrnmcnl Jecided h) launch the Pak1~t;in Investment B011tls \Pl Bs) 111 Dccen\llcr ~O 0. ·;o u thrnug · auct ion~. 
•BSD Circular No. l9. 1994. It-may be noted th~t the SLR was JO percent.at that time. -
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network of well functioning dealers also emerged to tap the opportunity thus created. Spread.s in te_rm 
repo market (see Table 5.5) were within the range of 27 to 8_l ba~is poin~s -- a narrow range 1mply~ng 
a competitive market. Bid spreads ranged fro~ 28 t~ 44 basis pom_ts w~t!e the o~er spr~ads '.ro~ -7 
to 51 basis points. These ranges showed relauve efficiency and compet1t1ve~ess m the ~1~-?tfe1 
quotation process. The bidding was relatively more efficient, as offers ~!so m~luded art1~1c1a ~ quotes 
to lock in extra profits, if got through. The bid-offer spreads were relatively higher, ranging from 57 

Table 5.5: Spreads. in Tenn Reoo Market 

b:isis ints 
. Six-month r epo-market 

Years ·_ • ; :;;:;· · ·~ ... - • • • • - ... + Bid: Offer . Bid: 

FY95 38 42 :.. 68~.. ~l.63 214' 

FY% _ .. . _ . 41 43. . • ., · 59: . • -. 1:2:5-5.- · : '329· 

FY97 . . . - 4•F ~ ~:_.-~ :_ ..• _ ... ::-_·.· .• g.6 .. 71. '7.:.' '.-!)143; '.~t~:~-~ ~ ,33. ~'38~' FY98' .... , .. ~ :.;::.:, :~":-~37;:. - .. - '" ! "H 0 .. 

FY99 42 43 80 11.5 200 
FYOO 28 27 57 8.35 204 

Note: Spreld is !he difference between the highest and the lowest quote. 

Overnight r epo·market 

_'.Offer 

234 

333 

409 

218 
195 

. Bid·offer 

137 
.. u.o. 

Rate(%) 

9:92' 

.. 87 . - ~-6~ '. .. 
''.f.;-;' ii~~-; ::;.;;-.:~~j()i; :.; -

62 7.62 

54 8.41 

I 00 basis points = l percentage point . . . . 

to 81 basis points, reflecting the possibility of mismatch of bids and offers, due to either art1fic1ally 
high offers or low bids for chance hits in a scenario of greater volatil ity in short-term rates. 

The percentage share of FIB holdings for banks Table 5.6: Secondary Market Transactions and FIB Holdings 

and non-banks continuously changed due to shares in percent 

trading in the secondary market. The 
End June Auction sales Actual holdings 

secondary market activity in FIBs was reflected Bank Non-bank. Bank Non-bank 
in the difference between share of bank (non- 1992 77.46" 22.54 75.98 24.02 
bank) in auction sales and its actual holding 1993 77.01 . 22.99 71.80 28.20 
(see Table 5.6). In the absence o.f data on 1994 73.92 26.08 58.49 41.5l 
trading volume, it can be used as an indicator of 1995 72.09. 27.9l . 54.08 45.92. 
activity and development of secondary market. 1996 67.99 32.01 44.09 55.91 
However, the higher yields in the earlier years 1997 66.36 33.64 60.18 39.82 
prompted the players to adopt a buy-and-hold 1998 65.&7 34. IJ 68.68 31.3'.! str:itegy. This behavior affected the 1999 65.70 34.30 57.90 42.10 development of secondary market for long-term 2000 66.74 33.26 70.20 29.80 paper adversely. 

A. verage/year 70.35 29.65 62.38 37.62 

Activity in call money market, essentially a market for overnight funds, was linked to the overnight 
repo market. Overnight call rates usually prevailed above the overn ight repo rates to cover the risk of 
clean lending. All scheduled banks are aU[horized co lend and borrow from the call markei. Figure 
5.1 shows call rares prevailing during the decade under review. Money at call and short notice 
showed a stagnant trend till FY98; afterwards it rose sharply when SBP exempted money at call and 
short notice from cash and liquid assets requirement in May 1999 (see Figure 5.2). 

5.1.5 SBP Repo Window 

After the introduction of auctions for government securities, it w:.is orudent ro transform the SBP 
red i~;counting facility. In February 1992, SEP.decided to extend :i 3-Day Repo Facility against T-bills 
to provide cash accommodation needed by the banks.5 Figure 5.3 shows the cash acc.:ommodation 

1 

Banks were also allowed to use their F!Bs. from April 1992. in c:isc ~he ;:ash requirement exceeded their T-bil! holdings. 
8..J. 
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provided through this facility after discontinuation of discount window in February 1992 .6 Figure 5.4 
shows the SBP Re.po Rates applicable on 3-0ay Repo Facility . 

Figu re 5. l: Average Annunl Call Rates 
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Figu re S.2: Money a t Call a nd Shor t Notice 
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The 3-Day Repo rate is one of lhe main in:muments of SBP; changes in it show the di rection and 
stance o f monetary policy. The rate is kept at higher levels than yields on T -bills in order to 
discourage banks to vis it the window frequently. Further. to ensure that only the needy ban ks avai l 
this facility. it is verified that the bank is not a deliberate net-lender in the overn ight market. Cash 
accommodation is usually provided for overnight, however. transaction period can be extended to 
three days and exceptionally to fou r or five days to cover occasionally long weekends. 

Figure 5.3: Cash Accommodation per Day Figure 5.4: S BP J - Day Repo Rate 
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5.1.6 Open Market Operations 
Afler the abol ition of credit-deposit ratio <CDR) in 1995. open market operations (OMOs) are being 
used as a major tool fo r the conduct of monetary policy. Regular OMOs are being conducted since 
January l 995, supplemented with special OMOs if liquidity condi tions in the market require mo re 
intervention (see Figure 5.5). lnitial few OMOs were unsuccessful as the rates quoted by the 
participants were not representative of the rates prevailing in the market. However. subsequent 
learning process enabled both SB P and the banks to adapt to the market mechanism. OMOs became 
the major instrument of monetary policy, after the aboli tion or CDR to contain the money supply 
withi n the limi ts set in the credit plan . 

''The word 'discounting' is still used lO indicate cash provided through SBP J -D;i\· Repo Window agains t T-b ills . Likewise. 
"discount r:tll;' is also used to indic:ne SBP Repo Rate . 
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Initial OMOs were overly concerned with the 
objective of draining liquidity from 
commercial banks. This was understandable as 
afrer the abolishment of CDR, SBP lost its 
direct control over banks 
to restrain them from credi t exponsion. 
Furthermore, tight Credit Plans of FY95 and 
FY96, ·and quan:erly targets under agreement 
with IMF. in the wake of contin ued excess 
borrowing by the government, left SBP with 
hardly any choice but to mop up aggressively 
through OMOs (see Figure 5 .5).. This focus on 
one-way OMOs continued till Occober 1997, 
when SBP started to inject funds for very 
short-term, in periods.of liquidjty crunch. 
Later years saw increasing use of OM Os by 
SBP for liquidity management, wi thin the 
context of monetary managemem, relying more 
on short-term repos for mop-ups and even 
shorter-term reverse repos for injections (see 
Table 5.7). Operatio nal objective remained the 
control of reserve money, rather than the 
overnight inter-bank rate. 7 Consequently. the 
issue of volatility in overnight races has not yet 
been addressed. 

5.2 Development of Capital Market 

Figure 5.5: Open Market Operation~ 
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Table S.7: OMO Injections. 
million Rupees 

Year Bid 

FY98 16,425 

FY99 32.585 

FYOO 282.300 

Tomi 331,310 

...... 
°' >-
"-

00 

"' >-u.. 

Injected 

4.550 

10.860 

137,870 

153,280 

8 
>­u.. 

% injected 

27.70 

33.33 

48.34 

46.26 

One o f the main objectives of the fi nam:ial sector refoi:ms was to do away with financial repression 
and encourage market-based al location of financial resources. Capital market can play a cruc ial role 
in mobilizing domestic and foreign resources. and channel ing them in to productive medium and long-
term uses. 

At the begi nning of 1989. the Government of Pakistan launched a broad based program of financial 
liberali2at1llll. These reforms had initiated a large mobilization of funds in to the equity market. thus 
cor,tributing to the growth o f Stock Exchanges of the country. By the end of 199 l, In ternational . 
Finalll.:e Corporat ion ! IFC) ranked Pakistan :1s one of the leading emergi ng markets in the world. 
Financial reforms, specificall y the permission granted to foreigners to repatriate their capital freely out 
of the country. resulted in a surge in capital market activi ty. The market capitalization increased from 
Rs 62 bil lion in 1990 to Rs 197 billion in L992 . This was due to a posi tive economic outlook and the 
!ncreased inte:·est in stock market as an :rnractive inves tment avenue. Increased imerest of 
inrcrnat1onal investors abo enabled Government of P:.tkismn to raise $150 million from Euro Dollar 
Market in FY95. through its first sovereign bond of 5-year maturity at 385 basis points above 5-year 
U.S. Treasury r:lte. 

The boom period in Pakistan eqUtty market meant increased returns for investors .. However. market 
correc uon that followed this boom resulted in some losses to the investors. The most encouraging 
;irea. however. proved co be the d=velopment of corporate debt market. Since the launch of fi rst Term 

The ,-ol:iulity was J consequence o f d1anges in Jmounl •Ji' liquidity avaolable in the bnnk1ng system. If the market w~s 
lloodcd with liquH.lily. the overnight rates tended to be very low ;ind vice versa. There is :i need to put in pl:lce a liquidity 
forcca~llng framework to improve L'hc effecti,·eness or OMOs and reduce vol:itili1y in overnight rates-. 
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Finance Certificate (TFC) by Packages Pakistan Limited in 1995, this market has come a long wdy. 
The reforms undertaken by the government at the end of the decade are expected to bear good fruits 
for this market. 

5.2.1 Performance of Equity Market 
Among the three stock e xchanges, Karachi Stock E xchange (KSE) is the oldest and largest, followed 
by the Lahore Stock Exchange (LSE), set up in 1970, and the Islamabad Stock Exchange (ISE). which 
commenced its operation in 1992 . 

Karachi Stock Excha11ge 
Equity market .showed remarkable improvement after the introduction of exchange and payment 
reforms in early 1990s. These reforms allowed foreign investors and non-r.esident Pakistanis to trade 
in shares at the dome~tic stock exchanges and also to freely repatriate initial investments as wel l as 
profits. F4rthe1'more, foreigners were allowed to own 100 percent equj ty in a venture. These steps 
gave mv..:h needed impetus to equity market in Pakistan. Consequently, a number of offshore fu nds 
were established in foreign countries and listed on foreign exchanges for in vestment either in-Pakistan 
or in other emerging markets . For example. Citibank Hong Kong and Credi t Lyon nais sponsored 
such funds of the size of $22 million and $35 million respectively. S imilarly , the Pakistan Investment 
Fund (worth $60 million), listed on New York Stock Exchange was established by Asian 
Development Bank . 

Inte rest of foreign brokerage houses developed very quickly. Morgan Stanley, Merrill Lynch, Bear 
Stearn!i International, Smith Barney Shearson. W.LCarr. and Global Emerging Markets Europe 
entered Pakistani market and took up stakes with local partners or floated other offshore mutual funds . 
In addition, increased supply of securities due to the privatization of large state-owned enterprises 
(SOEs) such as the Pakistan Telecommunication Corporation (PTC> and the Muslim Commen:ial 
Bank (MCB) and the large issue of a power project HUBCO (Hub Power Company) had increased the 
depth of the market. 

Notwithstanding these developments, the listed companies at KSE accounted fo r barely l.8 percent of 
the registered companies by 2000. In terms of trading volumes, only four companies (PTCL, Hubco, 
PSO and IC!) accounted for 80 to 85 percent of total trading volume in KSE (duri ng FYOO). Supply 
ot' shares was limited as founding families or the government held a large segment of the lis ted shares 
at KSE. In addition. the institutional investors had the tendency of permanently holding a s ignificant 
proportion of the shares of quality companies. which in turn reduced the activity in the markeL 

Political and economic instability of l 990s and institutional constrai nts of the equity market brought 
volatility in the KSE Index, which fell from a peak level of around 2661 in March 1994 to 1507.6 by 
the end December 2000. After the nuclear detonation of \fay l 998. market rode through the bumpiest 
path in its history, dropping to 765.7 o n l4' 11 July 1998. Nevertheless. market recovered ;.ind went 
through a boom during 211

d and 3'd quarter of FYO~, reaching u pe:ik 1m March 2:2. 2000 at 2054.-l. 
However, these bullish sentiments proved to be sHorc lived. Factors like Hubco· WAPOA dispute and 
slow privatization o f SOEs proved tO be an impediment in i mprovemenc of equity ma rket during fina l 
quarter of the decade . 
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Table 5.3: Performance of Karachi Stock Exchange -
amountsirrbillion-Ruoees - - -·. -- - -·- - -~---

end eeriod FY91 FY92 FY9! FY94. FY95 FY96 FY97 FY98 FY99' FYOO 

Number of listed comp~ies 497 596 652 683 746 783 782 779 769' 161: 

Listed c:ipita..l 31.1 50.6 63.-5 76.l 118.8 145.0· 206.7 21 l.2 215.0 229.0 

Market capitalization 90.0 2 18.4 214.4 404:.6 293.3· 365.2 496.l 259_4· 289.2. 39L9 

KSE-100 index 1855 1545 126¢ 2333 1612 1703 1566 - 880 1055 1521 

SBP general index 114.9 188.5 161.7 290.2 186.8 170.2 14-3.0 98:8' 106.4 128'.8' 
- .. ._, _ . , ..... -· -

Trading volume (million2 361 725 894 r.831 2,291 5,232 s:o23 15,004 25.533 48,109 

As shown in Table 5.8, the number of listed companies grew from 497 in FY9 l to 762 in FYOO 
sh1Jwing an increase o f 53 percent; in the latter half of the decade, the number of listed companies 
declined by about 3 percent. Listed capi tal showedru growth of 636 percent, from Rs 31.l billion in 
FY9l to Rs 229.0 billion by FYOO. Trade volumes also showed great improvement duri ng 1990s 
mainly due to automation of the stock exchanges and es tablishment of Central Depository Company 
of Pakistan Ltd (CDC). 

Lahore Stock Exchange 
Compan ies listed at Lahore Stock Exchange 
(LSE) almost doubled from 332 in FY89 to 6 16 
in FYOO , as shown in Table 5.9. However, 
much of this progress occurred by FY95 , when 
6 17 companies got enlisted. Remaining half 
decade showed little progress on this front. In 
fac t, few companies got themselves de-listed 
since FY97. Nevertheless, paid up capital rose 
consistently during the period under 
consideration. There was more than ten-fold 
rise in paid up capital (see Table 5.9). 

Islamabad Stock Exchange 
Islamabad Stock Exchange (!SE) commenced 
its operation in August l 992. This exchange 
was esmblished for catering investors' needs in 

norchern region of the country. ISE, in 
comparison with the rest of the exchanges. is 

Table 5.9: Per forma nce of LSE and ISE 
billion Rupees, shares in million 

LSE 
Listed Turnonr Paid up Listed 

FY89 

FY90 

FY9·1 

FY92 

FY93 

FY94 

FY95 

FY96 

FY97 

FY98 

FY99 

FYOO 

companies 

332 

377 

417 

505 

552 

570 

617 

640 

645 

631 

621 

616 

C3(!ital CODl(!aniCS 

16.5 18.8 

22.4 23A 

41.4 JO.O 

48.1 49.9 

85.2 59.7 l58 

369.6 77.2 20 1 

959.2 99.8 244-

2564.8 119.4 272 

2775.6 184.7 283 

5848.2 186.9 285 

9798.7 186.9 284 

16356.9 207.7 283 

"!SE commenced its operation in Aug-92 

I S E• 

Turnover Paid up 

9 .5 

37.4 

82.0 

154.0 

115.0 

478.0 

1,802.9 

3,139.8 

C3(!ital 

26.3 

36.4 

65. t· 

84.1 

92A 

149.4 

150.7 

162.2 

quite small and, in fact, follows the other exchanges. By FYOO, 283 companies with a paid up capital 
of Rs 162.2 billion, were listed on this exch;111ge (see Table 5.9). 

5.2.2 Performance of Term Loan Ma rket 
DFTs and NBFis continued to be marginalized during l 990s. This was mainly due to their inability to 
mobilize required funds, discontinuation of foreign credit lines. and fundamental structural weakness 
in most of these institutions, manifested in heavily infected portfolios and high level of NPLs. Sharp 
increase in NPLs forced DFis to restrict their lending operations. 

The performance of some selected DFis during 1990s is shown in Table 5.10. It is evident that both 
the amount sanctioned and disbursed decl ined over the decade. former by ulmosr 90 percent and latter 
by 78 percent. The dim:nishing role ofDFls and N'BFls highlights rhe need to broaden the te rm 
financing sources within financial system. rather than relying on speci<Ilized institutions chat have 
proven to be inefficient 1nd inherently unsustainable. 
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Table S:lO: Sanctions and Disbursements by Seleded DFis and Specialized Danks 
million Ru ees ·- ... - · -- --~- - ···. 

FY90· FY95 FYOO 

De!!OSit Sanctions Disbursed De~sit Sanctions Disbursed DC[!OSit Sanctions Disbursed 
NDFC 12,422 5,123 f.272. 19,297 8.007 2,435 28,338 127 225 
RDFC 0 128 459 239 1,042 440 486 601 
BEL . 1,771 4.152 1.462 5.146 1 ,21~ 1,024 3,895 15 
PICIC 1 .. 191 8.591 1,239 5.303 394 747 3.263 988 193 

5 .. 2.3 Corporate Debt Market 
A market for corporate paper began to devclup afcer FY95 when private companies were allowed to 
issue Term Finance Certificates (TFCs) to raise resources . Establishment of the Pakistan Credit 
Rating Agency (PACRA).s also proi: ided a supporting infrastructure in terms of rating process. 
Progress was slow in the beginning due to presence of bonds, with very high coupon rates, issued by 
some public sector enrerprises carrying the guarantee of federal government.9 Although the Federal 
Investment Bonds had an active market at that lime, the presence of government guaranreed bonds 
with rates much steeper than those of FlBs made the pricing of new iss ues of TFCs very difficult. 
Discontinuation of further issues of these bonds proved conducive fo r the TFC issues . 

Only five TFCs were issued uplo 1998: however, after the decli ne in short-term interest rates. and 
consequently in long-term yields, market fur TFCs picked up with fo ur new issues in 1999 alone. 
Two important policy changes relating to National Savings Schemes (NSS) would go a long way in 
promoting TFC market. Firstly, NSS rates were reduced in rnid-1999 and again in mid-2000. 
Secondly, institutional access to NSS was discontinued in April 2000. Since the institutional funds 
constitute a large part of long-term savings in Pakistan. these are likely 10 find TFCs a profitable 
avenue for investment. Five new issues ofTFCs came to market in 2000 (see Table 5.11), and with 
the launching of Pakistan Investment Bonds (PlBs) in December '.WOO, it is expected that TFC market 
will flouri i;h further as pricing becomes easier wi'rh PIB benchmarks . 

Despite the issuance of several TFCs. thei r Table 5.11: Corporate Debt 
trading in secondary market is very thin as most million Rueees 
investors still prefer to "buy and hold". Coupon 
Intermed iaries also face difficult ies in ;narket TFC Issue Date Maturity Issue size ra te 

participation, due to la1.:k of short selling. Plckagcs F.:b-95 Feb-00 ~32 18.5 
Nishat tek Jan-% Jan-99 '250 18.0 

Market makers are. therefore. unable to provide !Cl 30-St!p-96 S..:p-01 1.000 IS.7 
two-way quotes to develop a strong ;.ind deep GA TRON I i-Jun-98 Jun-03 274 18.0 
secondary market. Furthermore, the volume of !mer-Bank l-Dcc-98 Dec-03 300 17.5 
outstanding issues is also very small .:ompared SPLC :s-Jan-99 lan-03 '!50 18.3 
with those of long-term marketab le government DSFL :.i-May-99 May-DU 363 19.ll 
paper . Secondary market trading can 0nly NDLC 1-Dcc-99 Dec-°'1 550 17.0 

develop if investors get out of " buy and hold" PILCORP :!1-Dec-99 lln-05 ~88 18.0 

mentality and sufficient volumes exist for Sigma Le:i.se I S·JJn-00 Jan-03 100 17.0 

meaningful trades. 
Paramount Lease :!-Aug-00 Aug-04 :!50 16.3 
Atlas Lease ::!-Sep-00 s~p-o5 ~00 IS.O 

Network Lease .l-Occ-00 Oct-05 100 16.3 
Future outlook for TFC market looks bullish Al-Noor Sug:ir 31-0ct-OO Oct-05 104 DR+25 bps 
both from investor ;,md issuer point of view. <I 6.5-18.5) 
Companies that previously rel ied he;tvily on •:DR: SBP Discount R:ite 

s PAC RA w~s established as a jornt venture between lntern:iuon:il F1n:incc CorpN:it10n • IFC). l BCA Limited or England and 
the L 1horc Stock Exch;ingc. 
" For e.~amplc. Wapd:i Bonds .::1.rricd :;ovcrnmcm ;lUarantee hes1dcs ·lffcring .:oupon ;ates as high .1s I<> percent per ;uinum . 
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Development Finance Institutions (DFis) will have to utilize TFC funding in future. In the past, DFis 
provided significant portions of term funding for leading Pakistani companies. These institutions, in 
turn, received considerable funding assistance from-the multilateral-de-ve!opment-agencies. Lately, 
however, multilateral agencies have stopped funding the NBFis, particularly to DFis and leasing 
companies. These institutions have not been able to develop alternate sources of funding. This has 
adversely affected their !ending and investment capabilities. Consequently, some major companies, 
particularly leasing companies, are forced to rely on TFCs for additioryal term debt runds. 

On the investment side, commercial and investment banks are main investors in private sector TFCs. 
In 1997, listed TFCs became "approved securities" for the purj:iose-of meeting statutory liquidity 
requirement (SLR) for norr-bank financial institutions (NBFis). Furthermore; in order to promote 
.corporate debt, government has reduced stamp duties and taxation, including withholding tax on 
profits. 10 Nevertheless, retail-investors lack confidence in the market, as they do nor fully understand 
debt securities. Many are also concerned whether corporate borrowers will repay loans according to 

agreed terms. However, these sentiments are changing as more and more companies are relying on 
TFCs for their financing: requirements. Although supply c.onditions. are improving since FYOO, 
institutional investors would welcome additional investment opportunities in TFC issues, ~ubject to 
acceptable market profit ::lte. 

5.2.4 Securities and Exchange Commission of Pakistan 
Securities and Exchange Commission of Paki stan (SECP ), having autonomous status. was established 
under the Securi ties and Exchange Commission of Pakistan Act, which was passed by the Parliament 
and promulgated in 1997. The main difference between the erst\vhile Corporate Law Authority 
(CLA) and SECP is that while the fo rmer was an attached department of the Ministry of Finance, the 
latter is an autonomous body. within the framework of SECP Act, l 997 . The Act clearly defines 
functions, powers and responsibilities of SECP that became operational from I" January 1999. The 
erst~hi le CLA stood dissolved simultaneously and aljp f its functions had been transfeITed to the 
SECP. 

SECP has five to seven Commissioners including the Chairman who are appointed by the 
government. · In order to increase the expertise within SECP; majority of the Commissioners are taken 
from the private sector. The tenure o f the Chai1man is three years and that of the Commissioners, two 
to three years. It has been vested with adequate operational. administrat ive and financial autonomy. 
Its functions include regulation of all aspects of capital market. The main functions can be divided 
into following th ree categories: 

• Regulation of the securities market and related institutions like mutual funds, Centr::il 
Depository Company and credit rating institutions. 

• Administration of the Company Law. 
• Regul:lrion of some non-bank financial insti tu tions like leasing and modaraba companies. 

Si nce it became operational, SECP has implemented many laws for the bette1:ment of capital market. 
Al though stock exchanges in Pakistan are mostly self-regulating authorities. SECP is actively 
monitoring their activities and making amendments in regulations to create a· level playing field for all 
investors. For this purpose SECP ordered some amendments in the Article of Association of the-srock 
ex<.:hanges. This will amplify the transparency in stock exchanges· operations.and in rum increase 
investors· confidence. 

10 'v~ ithholuing lax on TFC profit was removed in 1995 but reinsr:ucd in March 1998. · 'However. federal budget for I 99CJ 
:igain exempted payment of withholding tax to all persons. including companies. 
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5.3 Performance of Foreign Exchange Market 
The process of liberalization in the external sector, initiated in 199 l, was mainly concentrated in areas 
other than exchange rate regime (see Section 2.7). However. reforms specific to forex market were 
ini tiated in February l 998, when authorized dealers (ADs) were allowed to fix their buying and 
sell in g rates for currencies other than US dollar. Subsequently. fixation of exchange rate was further 
liberal ized in March 1998, when SBP widened its buying/selling spread for US dollar from 0.5 
percent to l.O percent of buying rate. At the same time. ADs were allowed to fix their own 
buying/selli ng rates for US dollar transactions with their customers wi thin this band. Although the 
overall reform program went off-track following nu clear detonation, changc:s in exchange rate regime 
were expedited to address the external pressures. Major structural change 1.:ame wi th the introduction 
of multiple exchange rate sy_stem in July 1"998. which was gradual ly unified and transformed to one 
where the market forces determined the value of the Rupee . 

This was a major achievement given the concerns over the vrability of floating exchange rate regime 
due to thin foreign exchange and under-developed fii;;incial markets that increase the potential 
volatil ity of market determined rates and the cost of hedging against it. 11 Furthermore. tloating the 

. cu rrency with senous balance of payments difficul ties could lead to a steep foll in its value, which in 
turn adversely affects price stability and output in the short run and. therefore, undermines country's 
capacity to operate market-determined exchange'(rate . 

A comparison of Pakistan· s experience regarding float ing rate system with other developing countries 
suggests a few common elements. First. most of these countries were facing severe balance of 
payments difficulties, ret1ected in sizeable t'.\ 'nnal p<1yments arrears. Second, in most of these 
countries. new mechanism was adopted in the context of Fund-supported programs. Third . the 
transi tion process involved a move from multiple exchange rate regime to unif ied and floating rate 
system. What is more interesting is the fact that Pakistan un ified its exchange rate more swiftly . 
Generally, countries find it increasingly difficult to exit from multiple rate regime. 

With th is background, discussion on the perform;.ince of foreign exchange market has been divided 
into two periods -- setting 21st July 1998 as divider when mul tiple exc hange races regime was 
i ntruduced . 

5.3.1 Foreign Exchange Market Prior to 21st July 1998 
ln terms of foreign exchange regime, overall structure of the forex market was noc significuntly 
different from what has already been described in Section 1.3.3. However. there are some specific 
issues regarding interbank forex market that need to be highlighted . 

fruer-bank market had ve1y Limited role: Narrow spread. between buying and selli ng prices prov ided 
limited scope for the development of an active interbank market as participants were restricted in 
terms of their ability to take positions. Low m;.irgin \JI' 0. l percent. set bv SBP for banks for se ll in!! 
US dol lar to their customers. was also limiting spot foreign exchange tr;;ding operations. Foreign ~ 
exch;inge flows were also restricted due to imposition of requirement on exporcers to surrenc.Jer thi:;1r 
proceeds to ADs, who in turn were required to sell that fore ign exchange Lo SBP on a dail y basis after 
clearing their payment obligations. In effect. ADs· rnle was limited only to an in te rmedi~u~y between 
public and SBP. In over:ill terms. this resulted into a very shallow· incer-bank forex market. 
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Figure 5.6: Merch ~ndise T rade 
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The· market depth was also affected due to 
falling forex flows , which largely comprised of 
export proceeds, worker remittances and 
import payments. It is evident from Figure 5.6' 
that the volume of merchandise trade, which 
expanded sharply fo llowing initiation of 
exchange and payment reforms in 1991, has 
started falling back after reaching peak in 
FY96 at US$20.5 billion. On the other hand, 
w9rker reminances, another maj or source of 
foreign exchange in the inter-bank market, also 
showed a generally declining trend (see Figure 
5 .7) . This is mainly due to widen ing 
differentia l between official and kerb market 
rate, supported by efficient transfer channels of 
the hundi system. · 

Mcrcbaodise cradr: is s um or ex.pores and imporu b?-scd on FBS data 

It is clear that despite Pakistan's comparative 
advantage in the export of semi-skilled labor, 
remittances are still far shor1 of their desired 
level. ln fact, throughout the 1990s, the 
authorities had not paid sufficient attention to 
the dec lining or stagnant flow of remittances. 
Instead, money changers, central player in . 
hundi system, were granted licenses to operate. 
As a result, the hundi system was able t.o 
become established and is now clearly out­
performing the banking system. 

lncer-bank activity was also restricted. as banks 
had set low trading limits for some of the ADs 
perceived to be weak. In addition, large banks, 
especially foreign banks, had a preference for 

Figure 5.7: Hom e Remittances 
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direct dealings and while there are a few fore ign exchange brokers. their role was limited. 
also resulted in a lack of depth in the market. 

Forward mark1d could not develop: 

~ 
?, ! 

I ~ • 

This had 

The forward cover facil ity was initially provided by the SBP to scheduled banks againsr forward 
cover provided by chem to their customers in respe~t of imports, exports and repatriable loans. 
However, this facil ity was withdrawn on 30'11 June 1994 and banks were allowed, at their discretion. to 
rnntinue providing such cover, provided their open positions permir chem to do so. With a view to 
encouraging !he banks-to offer this facility without a.ny major interruption, their combined Nostro 
limit was gradually raised from $50 million in June 1994 to $300 million in August l 994. 

There were still some impediments to development of the forward market. For example, SBP 
required that al I forw:ird transactions be trade- related and that no forward coverage be extended by 
ADs for a period exceeding six months. In addition. ADs were restricted in terms of their ability to 
take on open position ia excess of their nostro limits. Th is, viewed against large imbalances between 
exports and imports. meant higher premium paid by customers. Furthermore, paucity of forex flows 
did not always allow banks to square their position on a· daily basis -- an essential condition for the 
development of a good forward market. ln view of these limitations. rhe forward market was thin bu t 

9:_ 

• • 
• • 
• • • • 
• • 
• • 
• • • • • • 
• 
• • • • 
• • • • • 
• • • • 



• • 
t 

I 

I 

• 
• • 
• 
• 
• • • • • • • • • • • 
• • • 
• • • • 
• • 

Transformmiun of Fi11ancial lY[(lrke1s during the Reform Prac:e.1·s 

since SBP does not regula te the premium charged in that market, it seemed that banks compete 
aggressively in that segme nt. 

Growing dependence on fo reign currency accounts: 
The introduction of fo reign currency accounts, a dri ving force behi nd do llarization, had significant 
policy implications. The scheme. introduced in 1973, received a major boost in 1985 whe n banks 
were al lowed to accept FCAs of a mi nimum anwunt of $10 million from ov.erseas branches for a 
mi ni mum maturity of one year. 12 T his scheme was Furth.er b roadened in 1991 when residents were 
also permitted to hold FCAs an·d again in 1992 when no~-bank financial institutions were al lowed to 
raise foreign currency funds from abroad . 

In seven years sirice the liberalization in 199·1; foreign cun-ency deposits rose at a rate of 23 percent 
per an num to $10.9 billion in M:iy 1998 -- when these were frozen. Growth in resident accouilts 
accounted for more than two thi rds of thi.s increase, whi le non-bank financial institu tions, which were 
allowed to accept such deposits in 1992, accounted for 20 percent. The amount:, held by non­
residents. ·outside of those held with the non-bank financial in"stitulions, decli ned· marginally over this 
peri od. The unusual gro'!Vth in' FCAs was the result of ~olicy measures that included tax exemptio n 
and immuni ties and subsidized forwa rd cover by SBP.1. ·This was supported by persistently- high rate 
of inflati on in P akistan and steady depreciation of the rupee. The growing gap between the official 
and the free market rate also added to che process of dollarization where the foreign currency was 
considered much more secure than the Rupee as a store of value . 

The use of FCAs in the face of meager forex reserves and declining nee medium and long-term 
concessionary capital inflows was considered a much easier source for fi nancing large current accounc 
defici ts. Consequent ly, the large and growing volume of shorc-cerm liability and the increased 
dependence of external sector o n these deposits, was not only threatening to the economic stability but 
also posed severe difficu lcies for the conduct of macroeconomic po licies . 

More specifically, FCAs had implications for the monetary, fiscal and exchange race policies. 
Residenc FCAs permit greater substitutab il ity between domestic and fo reign assets and cause changes 
in the transmission of monelary policy. Overtime, volume of outstand ing FCAs rose to a level where 
its reversal on account of any policy action was deemed as the most unwanted outcome. T his bindi 1~g 

was more evident in terms of monetary policy where T-bill races cou ld not be lowered, as this could 
have resulted into large-scale outflows of these deposits. The fisca l policy is affected due to erosion 
of the tax base and losses from the forw:.m. r ver operations. The large bu1 Id-up o f these deposits was 
also creating self-fulfi lling expectations for devaluation through false foreign exchange demand, 
thereby impeding the exchange rate management. Summing up. use of FCAs to finance external 
payments and consequent build-up of short-cerm liabi lity, conflic ted with the objective of sound 
economic management . 

5.3.2 Foreign Exchange Market After 21' t July 1998 
in response to heightened uncertainty, particularly in terms of balance of payments viabil ity. 
followi ng nuclear detonation, SB P introduced a multiple ex.change race system in Ju ly l 998. 
comprising an official and a floating interbank rate (FIBR). Under this system. the official race was 
fixed at Rs 46 per US Dollar whereas market forces determined FIBR, which was comparatively more 
devalued. T he pre-specified ralio (originally bei ng 50:50) of these two races was known as composite 
rate. Subsequentl y, ro le of the mnrkec parcicipants in determin ing the exchange rate was g raduall y 

i; In 199'2. 1he minimum amount was reduced 10 LiS$ 5 :rnllion 10 ~ncourage more intlows. In 199:;. 1he minimum malunLy 
was shortened lo 6 month durauon. 
I.I ln1ti::illy. SBP was providing the entire exchange rate risk on FCAs free l)f ::1ny .:hargc. In 1992. m order 10 partly cover 
the mounung losses. SB P introduced a fo rward ~over fee on FC.-\s: different fee r::1tcs were appl icable on deposits 
Jenomin:.1ted in various .:urrenc1es lo discourage wrrcncy subsmuuon 

9] 
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enhanced by changing this ratio in favor of FIBR. first to 20:80 in December l998, and then to 5:95 in 
March L999. 

Al though the multiple exchange rate system was int~oduced under severe balance of payment 
pressures. it was very deftly converted into a market-based regi me. On 19111 May t999, exchange rates 
were unified wi th FIBR covering all transut:tions; ADs were allowed to fix their own buying and 
selling rates. Ho.:Vever, this attempt to liberalize the exch ange rate was ubone~ after a few days and 
an unofficial band was imposed on banks. The band. remai ned unchanged for almost a year, and after 
revising twice in Jurie 2000, it was altogether abandoned on 201

h July 2000 as a part of an IMF 
program. All through this period, the exchange rate system was tighlly managed by SBP with the 
help of a number of restrictions placed on market participants. In particular, A Ds were not allowed to 
provide cover to their c lients for impo1:ts of less than one month. Furthermore, forex transactions in 
the interbank market by ADs were limited to sales and purchalieS backed by permissible (essentially 
trade) transactions-. 

These steps. -which in effect curbed the ability of ADs 'lO open speculative posi tions, were retlecting 
the notion chnc forex market was primarily based on trade and related transac tions and, in the absence 
of genuine demand, no exchange could take place. 14 Although SBP continued to target exchange rate, 
the primary objective was to maintain an orderly condition in the forex market and to check 
destabilizing and self-fulfilling speculative activities. 

Besides pure speculative forces, there were also mismatches in imporc demand and export proc:eeds. 
which could have a significant effect on ext:hange rate in the short run. Thus. while the relative 
absence of pure currency spet:ulation in forex market due ro SBP measures was helpful. it did not 
eliminate short-term pressures in rhe market by exporters/importers in anticipation of fu ture value of 
the currency. 15 

Recognizing these "leads and lags" in foreign exchange trnnsactions. SBP managed the foreign 
exchange !'lows by faci li ia ting demand/supply matching in the interbank market. SBP also provided 
market support by di rec t.y meeting partially or full y the foreign exchange requirements for import of 
POL and debt payments, when considered necessary. This had the effect of reducing lumpy and 
panicky market demand for foreign ext:hange. 

The turnaround in che exchange r:11e policy wirnessed on 21" July 2000. when the Rupee was put to 
float with a view to at:hieve market-oriented and more flexible exd1ange rate poli<.:y. requi red •1 new 
mindseL Accordingly. the SBP role under the new paradigm became very different. Although 
measures aimed at discouraging pure spet:ulative demand for foreign ex.c:hange were still dfec:tive. 
SBP's ext:hange rate management by facilitating demand/supply matching in the imerbank market 
was completely abandoned and its market support was gradually reduced. 

The forex market. st ill in the process of developmen t. has certain features that need to be highlighted. 
First, the market has-three distinct sets-of participating banks: stace-O\\. ned banks with a large 
merchant base: foreign banks mainly cntenng to multinat1onal compan ies: and private banks having 

IJ The need to impose requircmcm of commercial-based transactions :ilso :lflsc due to lack of liquid.risk management tools. 
The risk management in an int~rn;itional fore .~ market includes deep and diversilicd deri vative market fac il itat ing risk 
transfer. Jccounting and disclosure standards ~nd a strong regulatory framework to dc\'elop ~n orderly m:irkec not driven hy 
panic. Even lhc:n. strong spei:ul:ithe forces are often successful in d1ang1ng 1h~ m:,,rkeL sentiments. Lack or risk 
manage111en1 tools neccssit;ites commcrc1al-b~sec.J tr~nsnctions . 

,; Dw·ing pertods oi uncenainty. wh ile importers tend to hunch their .:urrcm and future requirements of foreign ei<change. 
cxpuncrs may hold back exporr receipts in :i.ntscip:itson of furlhci\deprcc;1:1t1on. 
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limited participation. Former two secs of banks play J signific:int role in influencing the market r:ue 
through :icti ve inter-bunk participation. Second, the forex market is thin in terms of turnover. In view 
of curbs on specu lative positions of ADs, the Rupee rate comes under pressure due to excess demand 
for the hard currency (u reflection of large trade gap). thereby leading to unidi:iectional expectations. 
However, a recent trend is witnessed of two-way movement. Third, the depth •and liquidity that 
provides stabil ity in times of voluti!ity. are lacking in the forex market. Consequently, market 
exhibits tendencies of sharp overshooting and unidirectional trends and the SBP in.tervention becomes 
inevitable to stabi lize the market. · 

5.3.3 The Kerb Market 
The kerb murker consists of authori zed money changers (A MCs) who were granted formal license by 
SBP in 1991 . Pakistani nationals· or resident firms could obtai'n a license to work as AMCs after 
depositing the required capital according to regulations. Since then their number has increased to 427 
as on June 2000. Although this seems large, there are only 4 or 5 money changers that are really 
important, wi th about 80 percent of turnover. Apart from AMCs. there are unlicensed money 
change~s. who ;ire much smaller and muke up the black market. · 

Traditionally., authorities have used different instruments to channel foreign currency flows from the 
kerb market to the banking system. In particulali,• FCA scheme for resident Pakistanis. introduced in 
199l, was effectively providing a conduit to attract remittances flowing through the hundi inco the 
banking system. Although the full in domestic dollarization following freeze of FCAs in Muy l 998. 
had reduced the physical inflows of foreig 11 ~ .;hange into the country. such hard currency balances 
have been building up abroad . Outright purchases by SBP, which simply tap into these balances at 
the existing kerb rate, have now become one of the major sources for financing the trade deficit. 
However, against general perception, these purchases as such do not have any significant relationship 
with kerb premium. In fact. kerb market maintains an almost fixed wedge over inter-bunk rate 
irrespective of volumes purchased. 

Deviations between the kerb and official rate :ire often used as proxy fo r the degree of misalignment 
of the official exchange rate. More specifically. the premium in the kerb market is taken as a 
reflection of the excess demand fo r foreign exchange resu lti ng from certain restrictions that entail 
capital account controls. However, changes in the exchange rate regime following detonation have 
not only impacted the underlying relat ionship between the two rates. but also have implications for 
1he validity of the kerb premium as an indic:ltor of overval uution. Prior to Ju ly 1998 . the kerb rnte 
was adjusting to market conditions whereus the official rate was announced on a daily basis by SBP . 
The overvaluation of the pegged exchange rate was directly on account nf res triction$ limiting only 
certain ·approved· transactions that could be executed Jt the ufficial exchange rate. However. when 
the dual exchange rate mechanism was adopted. the official rate has been adjusting to market 
conditions . 

A..:i:ording to a SB P study that anempts to determ111e the direction of causation between kerb and 
official rate. prior to July l998, the official rate las determineu by SEP) fo llowed the kerb r:.itc. 16 Tl11S 
implied that a sustained up~vard movement in the kerb rate would preempt or lead to a devaluation of 
the exchange rate. This also meant that kerb market was able to correctly predicc changes in the 
official rate, and the resulting activity in the open market would increase the kerb premium just before 
an official devaluation. During Ju ly 1998 to July 2000, on the other hand. when the Rupee w:.is in a 
transitional stage towards free tloat. causation ran in both direc:ions. To put simply. it was hard to 
determine one-sided causality. However. after the Rupee was fully fl o:ttecl. n stronger c:1usatiun run1> 
from the official to the kerb rate. This means that changes in the ufl'icial rate now determine :I most 
equivalent changes in the kerb rate. The main findings of the study are summarized in Figur e 5.8. A 

'"Sc~ Second Qua rt erly Report :!000-2001 
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closer look at the two rates suggests that kerb 
market responds swiftly to changes in official 
rate when the latter depreciates, whereas it 
reacts with certain lags when the official rate 
appreciates. In other words. we can say that 
the kerb market rate is relatively rigid in 
downward di rection. 11 

5.3.4 Crisis Management 
Develo pments following the nuclear tests 
exposed Pakistan's external vulnerability and 
brought about a balance o~ payments c risis. 
Despite its intensity, Pakistan's economy 
survived the external shock fairly well , for 
several reasons: (1) economic linkages with 

Figure S.8: Direction of Causation 
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international financial markets. were not too strong-- i.e. its external exposure ·was mainly in foreign 
currency accounts (FCAs), which were frozen without any delay; (2) proper cris is managemenc, 
including a variety of actions to prevent overshooting of the exchange rate; (3) a rel mi vely good food 
supply si tuation ; (4 ) availability of Saudi Oil facility; and (5) presence of a large and robust informal 
sector which is not captured in the economic statistics: 

In the face of immedinte risk of massive wi thdrawals from FCAs against a very low level of foreign 
exchange reserves, the government suspended withdrawals in foreign exchange fro m FCAs and 
imposed certain restrictions on o ther foreign paymencs. This, together with the fact that Pakistan was 
building up substantial arrears on debt servicing and other forex obligations, adversely affected the 
confidence of investors. Downward revis io n by major credi t rating agencies and imposition of 
economic sanctions led to a sharp fall in capital flows. Worker remi ttances also declined considerably 
due to widening differential between kerb and official market, thereby further aggravating external 
imbalances. 

The government also imposed restrictions on certain hard currency payments in addition co debt 
servicing with a view to conserve foreign exchange reserves. It establi shed a temporary d ual 
exchange rate system to offset the loss of export competitiveness while ensing the pressure on the 
official exchange rate. Furthermore, a 30 percent advance cash margin requirement was imposed to 
discournge imports . Cash reserve and statutory liquidity requirements were reduced to ease the 
nnticipated squeeze o n banks' liquidity resulting from withdrawals from FCAs. In order to accelerate 
the conversion of FCAs, Special US Dollar Bo nds were introduced. These bonds were issued for a 
period of three. five and seven years. Since its inception, a total of US$ 1.95 billion bonds have been 
issued up to 30'h June 200 l. Of that. US$ 465 millio n have been converted into Rupees. thereby 
leaving US$ 1.5 bi llion outstanding liability in hard currency. 

At the same time, government revived its 1997 reform program with strong up-front actions. Based 
on this reform program. the governmen t also sought rescheduling from the Pa1is/London Club 
credi tors. Subsequently, with the assistance from the World Bank. and refund of payments for F-16 
planes by the USA, foreign exchange reserves increased from$ 4 l5 million on November 12, L 998 
( lowest level reached during the cris is) to$ 1,733 million on February 11. 1999. Reserves further 
increased Lo$ 1.838 mill io n o n March 31, 1999 after disbursement of~ 200 million by the Asian 
Development Bank (ADB) under the newly approved Trade. Export Pro motion and Industry Loan. 
As the external financing position became relatively more comfortab le. Pakistan removed most 

17 This behaviour changed c:impletely in the alkrmnth of events ot' September 11. 200 I . See Second and Third Quarterly 
Reports 2001-2002 for dei:iils. 
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restrictions on current account transactions ahead of the schedule agreed upon under the ESAF/EFF· 
program. 

5.4 Credit Allocation System 
Credit planning had a powerful ro le in the allocation of c redit by the banking system till the initiation 
of financial sector reforms. After the abolition of credit controls, in the form of credit cei lings or 
mandatory credit, this role has been minimized to a tentative credit expans ion plan d u ring a fi scal 
year. It, however, still plays an important role iH the integration of monetary expans ion with the real. 
sector growth targets set under the annual plan. Credit planning is done th r0ugh a systematic and 
broad-based procedure, under the Nationa~ Credit Consultative Council (NCCC), in which the views 
and suggestions of all s takeholders are duly considered and incorporated through consensus . 

Under the NCCC, every year a c redit plan is prepared to achieve a more foc used and equi table 
distribution of credit, after a thorough regional and sectoral review of credit expansion duri ng the past 
year, with in safe limits defined after fixi ng of growth and inflatio n targets in the annual plan. Total 
domestic credit expansion is determined on the basis of fore ign exchange inflows or o utflows. fn a 
situation of fo reign inflows , the domestic credit is expanded by the overall moneta ry expansion less 
the foreign exchange inflows and vice versa. Within the domesti\: ..:redit ex pansion li mits, credit 
allocation to the govern ment and non-government sec tors are determined o n the basis of government 
budgets, annual plan and capital requirements worked out on the basis o f certain percentages of value 
added by di fferent sectors. After a few dormant years, NCCC has o nce again been revi talized in 
FYOO, to assess the c redit requi rements of the real sector and determination of safe limits of mo netary 
expansion . 

The credit allocal ion mechan ism prevalent in FYOO was almost market-based except for the few 
subsidized c red it schemes, like export finance and LMM schemes. ~ow th at c redit ceilings and 
mandatory c redit do not bind the banks. they have al so been freed from ceilings and floo rs on mark­
up rates. Since J uly 1997, minimum and maximum bounds on mark-up rates on trade and investment 
related modes of financing have been abolished. Before the abolition of credit co ntrol regime. banks 
were penalized for not having achieved targets fixed for c redit expansion to va·rious sectors. after 
setting up of the overall monetary expansion targe ts. Now the credi t plan is not fo llowed by any ki nd 
of targets for banks. They are free to extend credit at their own choice of customer and mark-up rate. 
S ince banks can avail the refinance fac ility for export finance and l:V!M schemes. it can be ::;aid that 
the lending by banks from their own resolw: • .; is completely market based. 

Although the government is enjoying bulk of the banking system resources, these are borrowed at 
markec-bru;ed interest rates. mainly through auction of treasu ry bii b. Only a small fraction of 
government borrowi ngs is subsidized and that is for commodity ooeratio ns. The credi t to the private 
sector. however, has a sig nificant part, in the form of export fin ance and LMM schemes, which is 
provided at subsidized rates. 18 

.:> • .:> Transformation of Payment and Settlement System 
The payment system comprises alt those entities. which enable financial institu tions. enterprises and 
indi viduals to transfer funds from one to another. An efticie nL and reliab le payment system is of 
uunost importance for all users and participants. The types of pa~·men t instruments . c learing 
mechanism and fina l settlements represen t key infrastructure for :i1e financ ial sector and for the wider 
economy. In order to ensure efficiency and reliability in the gro" ing cross-border payments and 
settlements during the last decade or so. a number o f in itiatives ha\·e been taken at inte rnational level 
to improve the payment systems. A considerable progress ha~ be:o'. :1 made also in Paki stan towards 
speedy clea.r::mce ur" c hecks and ..:orpor:i.tc securities du ri ng ! 99Cs. ::specially in the lacer hair. 

"On •JVcr:ige. 12.5 percent or the .:rcuil to the private scc1or 1s cxtcnt.kd 11nllcr :~.:-0r: :inancc scheme. 
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At the beginning of 1990s, major components of the payment system in Pakistan were check clearing 
and settlement system, government securities settleme~t system and corporate securities settlement 
system. Before 1997, a clearinghouse al SBP was performing the function of check clearing through 
manual process. The clearinghouse used to prepare the net clearing position of each member bank 
and send it to Deposit Account Department (DAD) of Karachi Office of SBP for settlement. The 
DAD then, deeited or credited, as the case.may be, to the respt:ctive accounts of banks. However, 
since March l 991, the settlement remained strncturally the same as before, but an automated system 
of clearing checks replaced the manual process of clearing through a private sector initiative. 

National Institutional Facilitation Technology-(NIFT) ~as launched-in· March 1997. 19
· Since then, 

NIFI has entered in agreement ~ith SBP to provide automated clearing services. Presently, all 
commercial banks have be:.::ome participating members by signing a standard service agreement. So 
far, this modem imaging facility has been established at Karachi, Lahore and Islamabad and the 
process of conversion is on the move at Rawalpindi, Peshawar and. other major cities. 

fn early .l 990s, volumes of turnover were very small, given the predominance of currency-based 
transactions reflected in high currency to deposic ratio. On average, only 4 checks were used for 
every checkable deposit in 1992. Check clearing indicators are shown in Table 5.12. Turnover of 
checks relative to GDP remained stagnant around 1.27 times of GDP up to 1994. During the next 
four years, it fluctuated between 1.0 l and l.33 times of GDP. Only in the last two years, it has gone 
over 1.5 times of GDP. 

Settlement of government securities was also perfonned at SBP. Before 199 l , physical movement of 
the securities was routine of the day. In order to avoid unnecessary physical movement of the 
securities, the facility of Subsidiary General Ledger Account (SGLA) was extended to banks and 
NBFis on March 7, l991. Since then, transactions had been recorded through debits and credits in 
SGLA uf bunks and NBFis. In this regard, two accounts were maintained, one for each institution as 
approved dealer for their own position. while the other was maintained at SBP to show the client's 
position. However, in case of client's request, physical movement still took place and remained a part 
of the system.~0 

Table 5.U: Iodicators or Turnover in Clearing House 

Year No or cheques Turnover in No or checkable Totnl no or Cheques to Currency in Ratio or 

(Jan-Dec) cleared payment system deposits deposits checkable Circul:ition to totnl rurnover co 
(millions nos) (billion Rupees) (millions nos) (millions nos) deposits deposits r:itio( % ) GDP 

1990 13.2 1,083.3 3.6 '.!6.8 3.7 51.4 1.3 

l99l 1-U 1,277.9 4.2 31.0 3.-1 52.6 1.3 
1992 16.0 1,544.3 4.0 '.!7.l 4.0 .!J.3 1.3 
1993 18.3 1.754.6 -1.3 28.0 -1.2 39..J l.3 
1994 16.9 1,978.8 -1.7 29.5 3.6 36.0 l.3 
1995 16.4 t.905.r--~ •· ·--:-·.- s:r "" )'t·; J- - Y.2 "O' 35_7 1.0 
1996 22.2 2,8:!4.7 S.:! 31.7 , 4.3' .... - -33'.6' 1.3 
1997 '.!2.9 2.83:!.6 5,7 32.3 , 4.Q. .. - . ·,30.4 1.2 
1998 '.!4.7 3,508.8. 5.6 29.8 ·4-.4· 29.~ J.J : 
1999· 29.1 4,467.8 5.2 29.z -. . 5.6:. . .. ::.;J.9!,- : 1.5 . . • r-. ·- -· --~· 

.. 
2000 29.6 5,357.6- 4;8: . 28.S 6.2 . -- J.4'.,3< t.7 
Note: Tow deposits include RFCD ,. 

ti 

19 
The private b:inJcs th:ir panicip:ned in the establishmem or NIFT included ~ICB, NB P. HBL, UBL. ABL and First Woman 

Bank Limiced. 
JO TI1e only excep1ion is P::tkis1:in !nvesunem 13untl, which is issued in book entry form wi1houc any scrip. 
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Tmn.\j'nrmntinn·of Fi11n11cia/. Markets d ur.ing rhe Reji1rm Proce,H· · 

Corporate equities settlement system during 1990s. like check clearing system, had also experienced 
radical changes regarding efficiency and security of the settlement process. Since establishment of 
the Central Depository Company (CDC) in September 1997; electronic settlement process ·has 
replaced the physical transfer of shares from one party to other. Till March 2000, _C,DC had been 
settl ing about 97 percent of the securities traded at the stock exchanges. The CDC had also included 
Term Finance Certificates (TFCs) in its settle ment process. Since its inception, CDC had also 
launched two major services that resulted in higher patticipation of in vestors in electronic settlement 
system. First, Investor Account Services (IAS) was started from August 16, 1999 that allow~d 
investors to directly open and maintain accounts in CDC for electronic settlement system. Second, 
Delivery versys Payment (D vP) Service started on November 8, 2000, which allowed simultaneous 
transfer of cash and securities from one account to another in the CDC. 
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6 Impact Analysis of Financial Reforms 

The objectives and nature of reforms in the fi nancial sector during 1990s have been d iscussed in the 
first four chapters. How these changes have transformed the fi nancial markets was :.ilso discussed in 
the prev ious chapter. This chapter assesses the impact of reforms on financial structure, deepening, 
intermediation, and efficiency by using macro-financial indicators. It also reviews developments in 
debt management, monetary transmission mechanism, and banking supervis ion. Sequenc ing issues 
have also been discussed briefly. The first section of this chapter gives a review of macroeconomic 
indicators of the economy and the subsequent s.::ctions appraise the reforms. The last section presents 
an evaluatiop of financ~al developments in peer co_ui;itries. 

6.1 Role of Macroeconomic Factors 
The ext~nt of fi nancial sector transformation depends not only on the quality of reforms and 
implementation process, but also on overall macroeconomic environment. A conducive growth 
environment is likely to provide a better support to the reform process, besides permeating the spirit 
of reforms across the entire financial sector. It is, therefore, important to examine the behavior of 
various macro economic variables_ during the decade, before assessing the impact of reforms . 

6.1.1 Economic Growth 
In 1990s the country witnessed real GDP 
growth rates lower than those of 1980s. 
Growth rate was 6. 1 percent (on average) 
during 1980s, which fell to 4.4 percent in 
1990s (see Table 6.1 and Figure 6.1). 1 Low 
growth rates often weaken the debt-servicing 
capaci ty of the domestic borrowers, worsen the 
problem of loan defaults and increase credit 
risk. This was exactly the case in Pakistan 
where loan defaults grew tremendously during 
the last decade despite the process of financial 
reforms and liberalization . 

Figure 6. 1: Growth in Real Sector 
-- Real GDP --LS manufacturing 
- Wholesale and retail trade 

'( 
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performance of GDP is also very important for 
financial sector. A slump in sectors where fi nancial institutions· loans. and investment are 
concentrated, has an adverse impact on the soundness of the financia l system. In Pakistan, large-scale 
manufacturing sector, mainly financed by banks' credit, slowed down during last decade. The 
sectoral slumps deteriorated the quality of financial institutions ' portfolio and profitability margins, 
besides lowering thei r cash tlows and reserves . 

6.1.2 National Savings 
Public and private savings are among the major sources of funds for the banking sector. During 
1990s, average nmional savings in Pakistan declined significantl y (see Table 6.1). National savings. 
which was 14.8 percent of GDP duri ng 1980s, declined by one percenrage point to 13.8 percent 
during 1990s. Major reduction was in private savings, by about 1)ne-half of a percentage point from 
13.0 percent of GDP in 1980s to l 2.4 percent in 1990s. Public savings also declined but with lesser 
extent. However, public savings witnessed a significant reduction during the second half of l 990s . 

1 Average growth rate of GDP during fi rst half of ! 990s was 3.7 percem against 6.3 :;erccnl in the first half of 1980s . 
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Tabl~ 6.l: Macroeconomic Factors.Affecting the Financial Sector. 
1980s 1990s FY90 ·'.11(9-li FY92: FY93' F'l9"4. P:Y95-- FY96· F'i9-T F'i9~ FY99-. FYOO · 

Economic Growth (%) 

Real GDP 6.1 4.4 4.6 5.1 8.2 2.3 4.5 5.3' 5.5 1.7 15 4.2 3.9 

Maj_orcrops 3.3 4.0 -0. l 5.7 15.5 -15.6 1.2 8.7 6.0 -4.3 8.} 0.0 15.1 

LS· manufacturing 7.8 3.5 4.7 5.4 7.9 4.1 4-. L l.7 J.I -2.I 7.6 3.6 -0.2 

W&R1r.1de 7.2 3.5 J.5 5.3 7.3 :Z-.9· !.8 .¢.7 6.1 O:T -1.l 3.0- 2.9 

National savings(% of GDP) 

Public 1.8 1.5, 2.8 0.7 4.3 1.6 2.5 - 1.9· . 1.5 1.00 o.r 0.9 0.3 

Private .. •-1-3.0. 12.4 11-.4- 1-3.5 l2:8 11:0- -1·:r.-2: -1-2:5>-· 10.3 10.8 1;1;.S:. . LO.&-. 13.5. 

Total 14.8 13.9 l•i.:z- 14.2-- ·-1-7'. I- · 13-.6- 1-5. 7'- I [4'.-1- =· I 1.8 l.L.8' . 14.7. lf.7 13.8 

Inflation 7.3 9.7- 6.0 12.i 10.6 9.8· 11.3· i.!.O> 10.8 I l.8· 7.8· 5 .7 3.6 

Money supply (M2 growth) 14.0 15.2 17.5 17.4 26.2. 17.8 18.1 17.Z 13.8 17.Z 14.5 6.2 9.4 - " 
Fiscal scctoc . -.. -:--:·-; .. ·e:-: .. --~:.:: 
T:i..~ lo GDP ratio. - · .. _. us:. U.<t-. 1¢.0. . 1'.?:T 1.3:6'' n:r:~· ·p r~?.---5i.::r:T.- ~ L4'.4 •. _.-1·3.4?> . :~2;( ~ . IG'.4;-_ _1·2:8 

Budget deficit (% of GDP) -7.0 -6.9 -6.5 -8.7 -7.4 -8.0 -5.9 -5.6 -6.5 -6.3 -7.7 -6. 1 -6.-1 

External sector 

CAD(% of GDP) -2.7 -3.9 -3.4 -3.0 -1.8 -6.4 -3.2 -3.5 -6.9 -5.6 -2.7 -3.S -0.4 

Liquid foreign exchange 

Reserves '(billion USS) 0.8 1.2 0.4 0.4 0.5 0.8 1.2 2.6 1.6 1.0 1.3' 1.2 1.5 

Equivalent weeks of imports 7.3 6.2 2.9 2.4 2.9 4.2 7.1 13.2 7.2 4.5 6.7 6.6 7.6 

External debt to GDP ratio 34.7 -19.4 38.5 41.-1 40.4 44.3 47.7 48.5 50.5 51.8 55.4 57.7 56.2 

Pon folio investmem/FPf1 (%) 10.4 2~.6 -~.2 -3.S 39.5 30.9 44.9 34.0) 15.7 28.2 '.!6.9 5.5 13.5 

Devaluation -8.J -8.'.! -3.2 -lO.J -3.J -1 .5 -11.3 - 1.3 -11.7 - 13.2 -12.0 -10.5 - 1.2 
I :!-month end period lverage 

l FPI: Foreign private investment 

·'Excluding PTC vouchers 

6.1.3 Infl ation 
Inflation is one of the major factors affecting the performance of the financial system. High inflation 
reduces the demand for money, persuading people to prefer real assets over monetary assets. During 
1990s. inflation was very high a t arou nd l 0 percent on the average compared with 7 percent duri ng a 
decade earlier. Although inflation was low during che last couple of years of 1990s, but the people 
remained reluccant ta adjusc their behavior accordingly. due to other economic and political factors. 

6. lA Balance of Payments 

Current Account Deficit 
A rise in the ratio o f current accounL deficit m GDP is generally associated with large external inflows 
that arc in termediated by the domestic financial system and enhance turnover of banki ng services. 
However. a large cun·ent account deficit also signals vulne rabili ty to a currency crisis with negative 
impl ications for rhe liquidity of the financial system, espec ially if this deficif is financed by short-term 
c:ipital inflows. Financial crisis may occur if investors consider current account deficit to be 
unsustainably large. In Pa.kistan current account defici t (CAD) remained high during 1990s. as 
compared wi th 1980s. which made the financial sector vulnerable to external shocks. At the same 
time. banks also enjoyed flow of foreign funds in this period , especially. up co May 1998. 

After the nuclear.detonation and freezing of foreign currency accounts, financial institutions faced 
liquidi ty problems. CAD declined in FY98, due to imposition of dual ex.change rate regime to tightly 
manage paymenrs and receipts of fo reign exchange. later decline in CAD largely reflects the 
restructuring of <'.x ternal debt agreed with international financial and co mmercial institutions. 
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lmpncr l\11alysis of Fi1u111cial Refomis 

Foreign Exchange Reserves Position 
A low level of international reserves is seen, particularly by investors, as a major indicator of 
vulnerabi lity. The domestic fi nancial system also comes under pressure due to possible actions taken 
by the cenrral bank to con tain external outflows and preserve foreign exchange reserves. Reserves 
position in Pakistan seldom remained satisfactory. Foreign exchange reserves could finance around 
six weeks of imports, o n average, duri ng the last two decades. Inadequate level of reserves has a 
bearing on the business of banks that may face restrictions and constraints on forex based activities. 

A high external debt to GDP ratio indicates stress on the external sector of the economy. Increasing 
need for payments on account o f debt servicing leaves a small amount wi th the domestic fi nancial 
system for other transactions. External debt to GDP ratio also had an increasing trend in Pakistan. 
During 1980s, this ratio was 34.7 percent, which increased to 49.4 percent in 1990s. Another 
potP.ntial source of.risk fo r the financial system is higher proporrion ·o f portfolio in vestment in total 
foreign investment. In Pakistan this share increased from 10.4 percent in 1980s to 24.6 percent in 
1990s. Similarly, the volati lity in the exchange rate can also increase the risk f.or the financ ial system. 
Volatility in the exchange rate could cause difficulties for financial institutions- by creating·curien<::y. 
mismatches between banks assets and liabilities and making decision process difficult. Exchange rare 
in Pakistan remained highl y volatile during the last decade. The level of variance of monthly 
exchange rate during 1980s was L0.5, which increased to 95.5 during 1990s, indicating an increase in 
volati lity after implementation of financial reforms . 

6.1.5 Fiscal Position 
A low tax to GDP ratio coupled with high budget deficit forces the government to take recourse to the 
banking system. High government borrowing from the central bank could lead to in flationary 
pressures and affect the financial system. However, government borrowing directly from the 
scheduled banks has a favorable implication for banks· asse t quality and also for their profitability if it 
is done o n market-based rates of return. Increased borrowing may, however, crowd out the private 
sector c redit. During 1990s, both tax to GDP ratio and budget deficit were almost at the same level as 
during 1980s. But as rates of return on T-bills were liberalized during 1990s, the banking sector of 
Pakistan benefited from th is development . 

6.2 Impact on Financial Structure, Deepening and Intermediation 

6.2.1 Impact on Financial Structure 
Financial refo rms that permined private sector to establish banks, and the process that led to 
p1ivatizacion o f MCB and ABL in early 1990s tsee Section 2.1.1) began lo transform the structure of 
nor only the banking sector but the overall financial system as well. Both the asset composi tion and 
deposit shares changed dramatically during the decade of 1990s. Within the banking sector. 
ownership structure changed radically. Asset share of banking institutions in the private sector 
j umped from 7 .8 percent in l 990 to 46.0 percent in 2000.1 Moreover. the pace of growth o f assets and 
deposi ts in private secror banking institu tions was even more dramatic. Compound annual growth 
rates of the assets and deposits in private sector were more tb_an fourfold that 0f public sectrn:. 
Consequently. the dominance o f public sector was reduced from 92.2 percent in 1990 to 54.0 percent 
in 2000 as shown in Table 6.2. In terms of GDP, assets of priv.a.te banking institution& leapt from 
only'3.9 percent in l990 to 23.7 percent in 2000. Deposirs tructure also underwent a similarly 
remarkable transformation during the decade under review as shown in Table 6.2. · 

~ Share of private sc:ctor banking assc:ts is likely to go up to 55.5 percem after lhe envisaged privatization of 
UBL in 1002 . 
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Overall financial system, including banks, 
NBFis and CDNS also experienced a 
significant transformation in terms of 
ownership between private and public sector. 
Asset share of private sector financial 
institutions increased from 5.3 percent in 1990 
to 30.0 percent in 2000 as shown in Table 6.3. 
Although the share of public sector financial 
institutions was reduced from 94.7 percent in 
1990 to 70.0 percent in 2000, it is still high due 
to the dominant share of CDNS in resource 
mobili~ation (see 'l;ables 4A.10 in Annex 4). 

6.2.2 Financial Depth 
The most commonly used indicator of financial 
sector deepening is the ratio of monetary assets 
(defined as M2 in case of Pakistan) to Gross 
Domestic Product.~ A higher M2/GDP ratio 
represents a more developed and efficient 
financial sector. Clearly people will prefer to 
hold monetary assets only when they feel 
convenient to keep their wealth in monetary 
instruments wi th underlying nature of liquidity, 
risk, return and efficiency in payments. Such 
types of instruments are offered by a well­
developed financial sector. 

In Pakistan, M3/GDP ratio is not only low but 
also has remained stagnant for the last couple 
of decades. During the 1980s, monetary assets 
(on average) were around 40 percent of GDP 
whi le during 1990s, about 44 percent. There 
was only a one-time jump in the monetary 
assets from .+ l . 7 to 44.4 percent of GDP, 
during FY93. mainly due to the introduction of 
resident foreign currency deposits in FY9 l. 
Signs of further improvement in M2 to GDP 
ratio were not visible during the rest of the 
decade (see Table 6.4 and Figure 6.2). 
Things would be even worse if we consider the 
underground ~conomy! Thus, despite the 
process of liberalization and other reform 
measures, the financial sector of Pakistan was 
unable to strengthen and widen its scope in the 
economy. As a result, a large part of the 
economy is still non~monetized. 

-··--- - ----·-- ------­. . - ----- . -·-· .. ---·· __ , 

' Table 6.2: Dynamics orB~ng &cto£ d'uring_l990S. ; • 

Amt. (bin.Rs). -- CAGR- · . Sh:u:esf% l~ A:s. o/.;. o! GDP-

1990. . 2000o ( % )' 1990• 2000- 1990, 2000, 

Assets. 

Private· 33 755 36.6 7.8 46.0 3.9: 23.7 

Public 392 885 8".5 92.Z 54-.0 45$ 27.8 

Total 426 164( 14.4 100.0 100.0· 49.7 SIS 

.D~posits; 
- ·-~--·- ~~ -· 

Private 25 579 37.0 7.0 4-J.8. 2.9· 18.2 . ..... ... - -·' -· --. 
~blic 330 744. &.5 93,0 56'2 385 - 23":¢ 
I 

Total. . • ,355. ' 1323- .. ]4;] . . 100.0 100.IJ, :c=4J::A.•" ·-~:41'..6:.·l 
.!-§t~s='J?riwis:,~ec_too in~ludes; private-banks, MCB', AB1:,;i1i~lo~ei~~ 0. 

·15:uiJ1s;:the.:Q.Ublic seJ:tOt excltMes.MCB' andABL:. ·- ':' ·: -;~._,;,;;~::.:.G.. 
"\:i~~eorripo~cf~nnimr'groWtli' rnfo:' .. ' ... ·-·~-· - ·· .. ·- u~~ .. 

Table 6.J, D:i:narnics of Financial Sector during 1990s 

AmL (bin Rs) CAGR Shares(%) 

1990- 2000 
(%) 

1990 2000 

Assets 

Private 43 856 34.9 5.3 30.0 

Public 649 1771 10.6 94.7 70.0 

Total 691 2626 14.3 · 100.0 100.0 

Deposits 

Private 27 614 36.7 6.2 32.6 

Public 482 1436- I 1-.5 93.8. 67.4 

Total 509 1050 15.0 100.0 100.0 

Notes: Same as those o[Table 6.2 a 

Figure 6.2: :\.fonetary Assets to GDP Ratio 

--M2'GOP 

As% of GDP 

1990 2000 

5.0 26.9 

75.8 55.6 

80.8 82.5 

3.2 19.3 

56.3 45.1 

59.S 6.J.4 

.\9 ----------------~ 

3 l -------·--- -
' 

i ·----1 
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25 +--~~~~~~~~~~~-~~~--' 
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1 M~-= currency in circulation+ demand deposits+ time deposits+ residence foreign currency deposits. 
'If underground economy is taken into account then M2/GDP ratio becomes 2.\.1 %. 26.8%, and 29. 7% during 1980-8 l , 

! 9Cl0-9 I and t 999-00 res pecti vely (Ref: "A Non- linear 1\llodel to Estimate the U ndergTound Economy in Pakistan". :in in­
house smdy of Rese:uch Deparunenc by Asl:im Khan; F:irooq Arby, and . .\min Lodh1). 
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Money Multip lier is an~ther important 
indicator of fi nancial sector deepening. High 
but stable multiplier indicates a well -developed 
and active financial sector. A low money 
multiplier, on the other hand, indicates a 
shallow and passive financ ial sector, having 
low responsiveness to central bank policy 
changes. An unstable money mul tipl ier renders 
the results of monetary policy measures 
unpredictable and thus makes monetary 
management mo re difficult. Low and unstable 
multiplier, therefore, indicates a weak 
mechanism ·of monetary policy transmission. '. 

. Value of money multiplier showed rising trend 
during last two decades (see Table 6.4). A 
significantjump in the money multiplier may 
be noted duri ng mid 1990s (see Figure 6 .3) 
because of frequen t devaluation of domestic 
currency during this period. which made 
holding of Pak Rupee less attrac tive; as a rewl t 
currency to deposit ratio declined and money 
multiplier increased. This could also be due to 
the removal of caps on maximum lending rates 
of banks and NBFis, together with the 
elimination of credit ro deposit ratio that 
resulted in quicker expansions in domestic 
credit. As far as stability of money multiplier 
is concerned, it wi tnessed high tluctuation 
during the 1990s compared with the l 980s. 
Variance of monthly money mu ltiplie r was 

Impact l\naly.,·is of Fi1mncinl Reforms 

Table 6.4: Indicators or Financial Sector Deepening (percent) 

My<GDP Ml'vl ccrrn CC/RD 

FYS I 37 .6 2.5 50. I 50.1 

FY82 

FY83 

FY84 

FY85 

FY86 

FY87 

FY88 

FYS9 

FY90 

FY91 

FY92 . 

FY93 

FY94 

FY95 

FY96 

FY97 

FY98 

FY99 

FYOO 

Averages 

1981-85 

1986-90 

1991-95 

1996-00 

35.9 

40.I 

38.9 

39.0 

-11.0 

4 1.9 

39.9 

37.7 

39.9 

39.3 

-11.7 

J l.4 

-l-1.7 

.13.8 

-14.J 

.12.9 

45.1 

43.6 

-1.!.0 

38.3 

40. I 

42.8 

44:2 

2.5 

2.6 

2.6 

2.6 

2.7 

2.4 

:?.5 

2.4 

2 .4 

2 .4 

2.4 

2.8 

:!.9 

:!.7 

3:0 

3.2 

3.3 

3.2 

2.8 

~.5 

2.6 

3.1 

48. 1 

45.9 

. 47ll 

44.5 

• 43. I 

45.5 

48.6 

51.4 

:Sl.4 

52.6 

43.3 

]9,3 . . -. 

36.0 

35.7 

33.6 

30.4 

29.4 

29.2 

34.3 

47. I 

48.0 

41.2 

31.4 

48.1 

45.9 

47. 1 

44.5 

43.I 

-15.5 

48.6 

51.4 

51.4 

54.6 

49..t 

46.0 

43.9 

-13.:! 

42.2 

42.1 

33.:! 

38.5 

-17. 1 

48.0 

47 . .J 

39.7 

MM =Money Muhiplicr, CCrrD = Currency in Circulation 10 Tolal 
Deposit Ratio. CC/R D = Currency in Circulalion to Rupee Deposit 
R~1io 

0.126 1 during1990s compared with 0.0915 during 1980s. 1l1ese fluc tuations were mainly due lo 
frequent po licy changes undertaken during the decade of l 990s . 

6.2.3 Financial Intermedia tion 
The extent o f financial intermediation can be 
assessed by the currency to deposit ratio. 
Cu1Tency and bank deposits are two competing 
financial assets . People like to keep both 
cu1Tency and deposits in a certain proportion 
uepending upon their taste. spending habits . 
cost of holding currency in terms of interest 
rutes and intlation, quali ty of financ ial services . 
and e ffic iency of payment system. A low 
rnrrency to deposit ratio indicates public 
preference towards bank deposits and vice 
versa. In Pakistan. currency to deposit ratio 
generally had a decli:iing trend during 1990s 
(see Table 6.4 and Figure 6.3). It declined 

Figure 6.J: Mo ney .'Vl ulriplicr and Cu r rency to 
Deposits Rat io --Cerro --MM rRHS) 

hO ~-------------~ -1.0 

from 50.1 percent in FY81 to 29.2 percent in FY99 . If res ilient forei gn cu1Tency deposits are 
exc luded. then currency to rupee deposi t ratio declined co 33.~ percent in FY99. However, during 
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FYOO, both the ratios -- currency ~o to tal deposit as well as currency to rupee deposits -- increased 
significancly. 

The reversal of trend in currency to deposit ratio is witnessed despite high real interest rates on 
deposits in recent years. The whole decade of 1990s, except the last two years, witnessed negative 
real in terest rares due to high inflation. During the last two years, real interest rates were positive. [t 
seems puzzling that when real interest rates were negative, currency to deposit ratio was declining, but 
as the real rates of returns became positive, it has gone up. The solution of this puzzle may be linked 
to other mat:roeconomic, social and political developments in the economy. Some of the possible 
factors behind this phenomenon may include: ( l) the fall in inflation in FYOO, which reduced the 
opportunity cost of hoarding money; and· (2) the accountability drive Taunched· in Oqober 1999 · 
created a clear incentive to hide person~! wealth, and cash is clearly the most convenient and 
untraceable avenue for this purpose. 

Dep9si ts. of commercial banks increased 
steadily during 1990s, although growth slowed 
down after FY98 (see Figure 6.4). 
Introduction of resident foreign currency 
account scheme went a long way in boosting 
the deposit base of commercia! banks. Rupee 
deposits also grew with generall y increasing' 
rate during the period, except for some 
sluggishness in FY97 and FYOO. The growth 
in deposits also benefited from entrance of new 
banks in the banking industry. However, the 
thrust of deposit growth came from RFCDs and 
the dollarization. Nevertheless, deposit growth 
was only marginally ahead of the nominal 

Figure 6.4: Bank Deposits 

- Overall - Excluding RFCD 
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growth in GDP during the decade. Conseq uentl y, the ratio of deposits to GDP has gone up from 29.5 
percent in FY90 to 33.8 percent in FY00. 5 

6.2.4 Financial Savings 
Financial savings can be defined as the amount of deposics and ocher savings held by the financial 
institutions for the households, business organizacions and other inscitutions . Four major components 
of financial savings are deposits of sched uled banks. deposi ts of NBFis, investment in government 
debt instrumenrs by non-bank, and currency in circulmion. Greater avai labilicy of savings and 
checking deposits and other financial instrumenrs connibute to the expansion of financial savings. 
However, the structure of financial savi ngs shown in Table 6.5 depicts a falling share of banks 
deposit in total financial savings in the second half of l 990s. The same trend was wicnessed in terms 
of deposits o f NBFis. Although the share of currency in circulation declined during l 990s. this 
healthy development was countered by an incense pressure of fin ancial dis-intermediation, which 
t:aused the share of government debt instrumenrs (non-bank investment,. mostly in CDNS schemes) in 
financial savings to increase from25.8 percent in 1995 ro 35. l percent in 2000. 

The alarming stren·grh of dis-intermediation during 1990s was also visible clearly in terrris of trends in 
growth rates of components of financia l savings, :is wetl as their ratios to GDP. lnvesrment in 
government securities by non-banks showed an inc reasing trend at the expense of deposits of both 
banks and NBFis that showed a declining trend in growth. These ·trends not only resulted in a virtually 
stagnant ratio of stocks of f:nanc ial savin gs in term of GDP, but a markedly decl ining trend in the 

5 The value of deposit to GDP racio reported here will not tally with those in other sections. Deposits used here 
are p:irt of M1 and exclu~e depos its of government and non-residents . 
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yearly flows of financ ial savings tu GDP. Financial savings, being a subset of national savings (see 
Figure 6.5), therefore, caused the latter to decline as well. 

Table 6.5: COm(!ORcnts or Financial Savings 

FY91 FY92 FY93 FY94 FY95 FY96 FY97 FY!>S FY99 FYOO 

Financial savings (billion Rupees) 7'.!4 . 828 958 11 43 1346 1552 1777 2016 2251 2427 
Stocks as percent of financial savings 

Deposits of schedule banks 47.5 50.3 51.2 51.9 53.0 53.3 52.9 52. l 49.4 -<7.0 

Deposiis oCNBFls 3.5 4.0 5.2 5.6 S.3 SA 6.6 s.o 4.1 3.2 

Govt. debl ins1rumcnts (non-bank) 30.1 27.) 26.1 26.4, 25.8 26.2 26.8 29.-l )3.6 )5.l 

Currency in circulation 18.9 18.J 17.4 16.2 16.0 15.1 13.7 13.5 12.8 14.7 

Financiaf savings .. 100 100 100 100 100 100 100 100 100· - 100 

Stocks as per~e11t of GDP 

Deposils of schedule banks 33.8 34.4 36.6 37.7 37.9 39.0 38.1 39.2 37.9 35.R 

Deposits of NB Fis 2.5 2.7 3.7 4.0 3.8 4.0 4.9 3.7 3.2 2 .4 

Govt. debl in~1n1mcnts-(non-bank) '.!.1.5 18.7 18.6 19.2 18.4 ... 19.2 19.6 22. 1· 25.S. 26.&: 

Currency, in circul:uion 13.5 12.S · 12.4 11.7 11.5 11.0 10.1 10.2 9 .8' l l.2 

Fin:inciai savings 71.3 68.3 71 .4 T!..7 71.S 73.2 73.2' 75.3' 76i6' : 76.2 ' 

Flows as perce111 of GDP 

Deposits of schedule banks 6 .-< 6.0 5.5 6.5 6A SA 4.6 4.2 .'.! . I 0.9 

Deposits of NB FTs 0 .6 
I 

0.7 \l.3 0.9 0.4 0.6 l .4 -0.7 -0.2 -0.S 

Govt. deb1 ins1rumcnts (by non-bank) :?.:! 0 .6 1.8 3.3 '2A 2.8 2.8 4.3 S.6 3.0 

Currency in circula1ion 2. 1 l.2 I. I I.I 1.6 0.9 0.4 I.I 0.5 2.1 

Financial savings 11.3 8.5 9 .7 11.8 10.8 9.7 9.3 8.9 8.0 5.5 
Naiionol savings 14.2 17. I 13.6 15.7 14.3 11.8 11.8 14.7 11.7 13.8 

The process of dis-intermediation was fuelled by the increasing distortions in the term structure of 
interes t rares, as a result of in troduction of new 
costly schemes by CONS in 1993 and drastic 
upward revision in profit rates of its main 
certificates. For example. compound annual 
average rate of profit of DSCs was revised 
upward from 15.6 'percent set in Ju ne 198l to 
16.0 percent in November 1993, and then ::igain 
to 18.0 percent in November 1996. It was only 
in May 1999 that a proi::ess of rationulizalion of 
profit rates of NSS was starred that reduced the 
DSC rate first co 15.9 percent, and then to I-LO 
percent in July 2000. Unfortunately. the rate 
was aguin revised upwards co 15.0 percent in 
July 2001 , and later reduced 10 14. l percent 
after li nking it to the yield of ten-year PIB 

0

t'rom 
January 200 I . 

6.3 Impact on Financial Efficiency 

Figure 6.5: Nalio n:i l and Financial Savings 

--Naiional savings 
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The efficiency of the fi nancial sys tem can be measured by two important indicators: t l ) interest rate 
spread; and (2) distribution of bank credit ::imong various sectors. The trend in both of these 
indicators is discussed below . 
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6.3.1 Interest Rate Spread 
T he spread be tween lending and deposi t rares 
(the banking spread) is the measure of 
intermediation cost of banks, which has 
increased over time in case of scheduled banks 
in P akistan (see Table 6.6 and Figure 6.6). It 
was 2.4 percen tage po ints in FY90 , which 
increased sharply to 7 .9 and then to 8.1 
percentage points in FY96 and FYOO 
respectively. Although during 1990s lending 
rates increased significanllY.. the banks were 
unab le to pass on their interest earnings to 

depositors to the same extent. The increase in 
spread between lendi ng and deposit rates can 
be Jinked ro high administrative cost, 
overstaffing, higher risk of business default, 
increasing volume o f bad loans of financial 

______ ... _ 

Figure 6.6 : [nteres t Ra te a nd B:inking S pread· 
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institutions. and to a lesser extent the volatility of interest rate. 

Increase in banking s pread should, however, be interpreted with caution . In pre-reform period, 
in terest rates were controlled from both sides. wi th the floors on deposi t rates and ceil in gs on lending 
ra tes. Their widening after the reforms largely indicated the change from a repressed to a liberalized 
interest rate regime. In addi tio n, computed weighted average lendi ng rates do not reflect the true 
market rate and have downward bias. Since che share of this concessional credi t in total credit to 
private sector has gone down substantia lly from -l4.2 percent in the beginning of 1990s to 31.4 
percent a t end June 00, che simple co mparison of weighted average lending rates over the decade 
might be misleading. 

Interest rate spread is comparatively a be tter Table 6.6: Tndicators of Financial Efficiency 

measure than the banking spread, because the 
former takes into account lending as well as 
investment whereas the latter does not (see 
Section 3.2.3 ). Neve11heless, interes t rare 
spre:id also widened from 4.0 percent in 1990 to 
4.5 percent in 2000, showing that the reforms 
did not succeed in increasi ng the efficiency of 
banking sector. 

6.3.2 Credit Allocative Efficiency 
The credi t allocative efficiency can be assessed 
by the share of concessional and mandacory 
credit in the private sector credit, and 
diversification of asse t portfolio. There are two 
dimensions of portfolio diversification: ( I) by 
economic seccors like industry, agriculture, etc.; 
and (2) by different economic agents like 
government. public sector enterprises, private 
sector, etc. 

Concessional and !'vlandatory Credit 

.-

FY90 

FY9 1 

FY9'.! 

FY9J 

FY94 

fY95 

Fv96 
FY97 

FY98 

FY99 

FYOO 

AYera es 

1980:35 

1.985-90 

1990<95_ -
1995-00 

Bankinrrspread 
Coneessiooary credit 
llS' % of to tal credit 

2A 44.'2 

u 45.5 

6.9 44.8 

7.2 47j 

7.5 45.9 

7.5 43.9 

7.9 ~o.s 

7.S 38. 1 

3.8 34.8 

S.J 33.4 

8: ( :i 1.4 

4.7 .58.7 

'.!.7 48.9· 

6.8 ... -:4s;s 
·-

3.2 35.7 

An incre:ise in the share of concessionary and mandatory credit leads £O an increase in the shadow 
cost of intermediation to banks. The mandacory credit discourages market forces to determine the 

108 

• • 
• 
• • 
• 
• • 
• 
• • 
• 
• 
• 
• • 
• 
• • 
• 
• 
• • • • • 
• 
• 
• 
• 



• 
I 

• • • • 
• • • •· 
• • • • 
• • • • • • • 
• 
• • • • • 
• 
• • 
• 

lmpcu:t A11nlysis uf /-"i11<11tcinl lfrJimm 

allocati on o·f resources while concessionary c redi t deprives. the banking insti tutions of earn ing market 
rates of retu rn. Thus in both cases, distortions in the market mechanism are created and efficiency is 
lost. A decline in the share of concessionary and mandatory credit, o n the other hand, indicates 
improvement in the allocative efficiency of credit. It shows that the banks are giving more loans to 
those sectors, which offer competitive rates of returns. The average share of concessionary and 
mandatory c redit in the total private sector credit declined from 58 .7 percent duri ng 1980-85 to 35.7 
during 1995-00 (see Table 6.6). Although the performance of banking system in Pakistan is 
admirable irt this regard, share of concessional credit is still too high . 

Sectoral Distribution of Credit 
Efficient allocation of credit also requires diversification of asset portfolio. Concentration of credi t in 
few sectors of the economy makes the financial sector vu lnerable to the performance of the;;e se.ctors. 
Financial reforms in Pakistan did not appropriatel.y address this problem. In total credit, the share of 
large-scale manufacturing sector. which was · Table 6.7 : Allocation.o[ Credit A mong Different Sectors 
highest in lhe pre-reform period, fur.the r _.:.:.:an~d,_,· tli::.:.·:::ci,,_t""Sl:.:.:1 a,,,,,r.=.e ""'in"-'G"'-D=-P _______ ___ _ _ _ 

increased during later half of 1990s (see Table A. P~c~ntag~ share in total credit- 5 year average 

6 .7) . ft is worth noti ng that the share o f 1980-85 1985-90 1990-95 1995-00 
m~nu facturing in real GDP is less than that of Agriculture, forestry. & 13.2 22.2 20..l l-U 

agriculture but its share in banks' credit is more Mining & quarrying l.-1 1.0 1.2 1.9 

than twice compared with the credit share of Manufacturing 47.9 4 2.0 42.5 50.9 

agriculture. Declining share of agriculture in o/w 

banks' c redit also has unfavorable implications Textile 34.2 33.4 39.7 -11.s 

for the health of overal l economy. Chemical products 3.3 4.9 5.-1 6.9 

During the pre-reform period, agriculture sector 
was receiving mandatory and concessio nal 
credit to fu lfill its needs. However, after the 
introduction of refo rms, banks failed to 
substitute the concessionary and mandatory 
credit with the credit o n commercial basis. [t 
was la rgely d ue to: ( l) inabili ty of commercial 
banks to introduce new financial instruments 
for the agriculture sector where c redit ri sk 
management required a different type of 
approach vis-a-vis industry und commerc(' : \2) 
lack of commercialism and competitivenes~ on 
the part of agriculturalists; (3) legal 
impediments such as a clear land title :md 
difficulties in collateral enforcement; and (4) 
presence of sizeable informal financial markets 
in the agriculture sector. 

Construction 2.6 3.3 2.4 I .8 
Electricity, gas & sanitary 

services 
Commerce 

Transport. storage & 
communications 

Services 

Others 

~. 1 

21.4 

l.8 

3.8 

5.8 

2.1 

20.7 

1.3 

I.I 

6.3 

2. 1 

19.4 

2.9 

8.0 

1-1.9 

4.5 

s.o 
B. Percentage shares or sectors in real GDP · 5 year averages 
Agriculture. foresu;·. & 28.9 26.J 25.0 25.8 

Mining & quarrying 0.-1 0.5 0.5 0 .5 

Manufacturing 16.0 17.2 18.l 16.8 

Construction 4.3 4 , -I.I 3.7 

Electricity, gas & sanitary 
2.3 2.S 3.6 -1.2 

services 

Commerce 18.2 18.9 IS.7 IS.I 

Transpon, storage & 
9.9 9.8 10.0 10.0 

communic:itions 

Others 19.9 ~0.1 20.1 '.!0.8 

Looking at T able 6.7 , construction seemed to be an underserved sector, as its c redit share remained 
significantly lower than its share in GDP. Since rnnstruction seccor includes loans and ad vances for 
buildings, roads. harbors , water channels etc., declining share of ..:redit may have adverse implicattons 
for the economy as a who le. Within construction. it is difficult co specify the shure of housing sector. 
as it is merged with loans and advances for buildings. However. besides the banking sector HBFC is 
also catering to the credit needs of this sector. 

User Distribution of Credi!. 
There was only a nominal change in the share of users. in the credit of scheduled banks duri:ig the 
pust decade (see Ta ble 6.8). In terms of allocation •if resources. :c ...:an be argued that larger the share 
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of private sector in credi t, more efficient will be the allocation. The financial reforms of 1990s did 
not succeed in this regard as no noteworthy reallocation of resources took.place during this period. 

Table 6.8: Allocation· of Gross Domestic Credit amon Differentu~c\. Grou s Shares) 

Scheduled banks credit SB~ credit Gross domestic credit 

Government PSEs Private sector Government Private *' Government PSEs Priva te sector 

FY82 33".5 11.! 55.:t- 81.9 18.L 46.6 8 .,._ 45.2 

FY83 33,2 12.6 54·.2: 
~ 

85.0 15.0 . ~ · 4g~4- - 8.9 42.7 

FY84 26-8" 11.5 61.7' 85.3 14.T 44.9 7.9 47.2 

FY85· 25. l 11.4 63.s· 85.5--:: 14.5 -- 45.0 7.6 47.4 
·- --· -----~--~ 

___ ,_,..-
. - ----- -----· ---- . - ·· ··- ·- · ..• --- ....... 

FY86 23 .0 11.3 65.T ~~-2 16.8. 40.8 7,g 51.3 
-· - 6s:sz-:-~-- ~- - .. -- ----- -· .. '3~-&-~--~~~·- .re·~ FY87 -23:2 s:o. -.· 80.2 -···-·· t9:S- 55.4 

~ .:. '-.::.'C - .. : =:: 
FY88 29.6 6.8 63.fr. 81.0· 19.0 43.8 4.9 51.3 

EY&9' 27Jf, -: .. ~:?~Efai~f · _;~:~;6:~:~~~it:~-~~~;:.t~~-. ~~:~,~~:.:::.;~-~,,:~k~~- -FY90 ~4.~. 
rv9·1 ·i t6· s2.9 11.1 43.5- · r.r · ,. 5H 

FY92 31.8 4.4 63.8 92.6 7.4 48.6 3.2 48.2 

FY93 34.0 3.4 62.6. 92.2 7.8 49.8 2.5 47.7 

FY94 36.3 3.1 60.6 90.3 9.7 48.6 2.4 49.0 

FY9S 34.4 3.5 62.0 89.7 10.3 47.2 2.7 50.l 

FY96 36.2 3.7 60.I 90.1 9.9 48.8 2.9 48.3 

FY97 35.6 4.6 59.7 92.0 8.0 49.2' 3.5 47.3 

FY98 38.1 5.2 56.8 91.1 8.9 >18.3 4.2 47.6 

FY99 33.7 5.1 61.3 89 .8 10.2 48.3 3.7 48.0 

FYOO 29.3 6.2 64.5 93.l 6.9 51.6 4.0 44.4 

Aver a es 

FYS0-85 29.6 11.7 58.7 S~A 15.6 46.2 8.2 45.6 

FY85-90 25.6 7.3 67.I 81.4 18.6 41.5 5.2 53.J 

FY90-95 32.8 3.8 63.4 89.5 10.5 47.5 2.8 49.7 

FY95-00 34.6 5.0 60.5 _ .. 91.2· 8.8 . 49.2 3.T 47:1 
*credit to NBFls 

6.4 Impact on Domestic Debt Management 
Objectives of the debt management reforms, undertaken from the beginni ng of 1990s, were to 
rationalize the cost of do mestic debt servici ng over the long run. eliminate segmentation in 
government debt market, establish a market based rate of return structure for government securi ties, 
and provide a supporting environment for reorientation of monetary pol icy from d irect towards 
ind irect monetary control. 

In order to achieve the aforementioned objectives, important steps undertaken included: (1) replacing 
the tap system of sale of government sec uri1ies with that of auction; (2) establishment of 3-Day repo 
window in lieu of discount window; (3) introduction of six-month market treasury bills and a long­
term auctionable government paper; (4) in troduction of SBP purchase of T-bills at market determined 
rates in lieu of adhoc T-bills at only 0.5 percent; and (5) discontinuation of highly expensive Khas 
Deposit Certificates (KDCs).6 

6A.1 Impact on Cost and Sustainability of Debt 
At the start of reforms in the beginning of l 990s, both the level ::ind cost of servicing were quite high, 
a legacy that scaned in mid 70s due to introduction of,y;:ostly national saving schemes- and subsequent 

' For a .:omprehensive coverage ;if debt management refom1 measures. see section 2-2 of Chaprer. 2. 
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unabated flow of resources in these. It was expected that various measures would help in stabilization 
of domestic debt to a sustainable level in the long run. However, interest costs as well as debt)evels 
continued to rise at a fast pace in post-reform decade, albeit a~ a pace lower than that observed in pre­
reform decade. Some of the measures taken in the early years of reform did succeed in decelerating 
the interest costs, but others worked in opposite direction resulting in an unchecked increase in 
domestic debt and servicing burden . Increasing burden of domestic deb t from the pre to post-reform 
decade is shown in Table 6.9. 

Burden in terms of GDP, which was 44.5 
percent in FY90, rose to 51.6 percent in FYOO. 
Burden in terms o f reven.ue reveals a still more 
worrisome picture. It was about two and a half 
times the revenue in FY90 and grew to over 
three times. the total revenue in·FYOO. 
However. it must be acknowledged at the 
outset, that the domestic debt burden was 

Table 6.9: Burden of Domestic Debt 

Outstanding 
debt levels . . 

Pre-reform· 

FY80 FYllS 

· 59.7 L53.0 

enc! perind, billion Rupees 

Ar percei11 of GDP 

Domestic debt. 25.5 32.4 . ' .. ; : 
Permaneni'd~bc · 5.6 , .. 1.s· 
Floating debt 15.0 15.5 

Beginning Post-reform 

FY90 FY9S FYOO 

381.3 807 .67. 1641.4 

44.5 42.9 51.6 
-.111'.5 ., -. ' 15:4 10.2 

16.9 15.6 20.4 
already very high when reforms started, and the 
rates of increase in debt levels were extremely y 
high in pre-re form decade as shown in Table --------------------
6.lO. As% nfcoral reven11e 

Unfunded debt 4.9 9.1 16.I 11.9 21.0 

Domestic debt 155.2 197.6 240. I 254.0 305.8 

Reforms had a favorable impact in decelerating Perm:inentdebt 34.4 47.6 62.l 91.3 60.S 

the nominal as well as real debt levels. The Floating debt 91.l 94.4 91.3 •n.s 120.6 

pre-reform decade o f 1980s wi messed a per Unfunded debt 29.7 55.6 86.7 10.2 1 J.4.7 

annum growth rate of 20.4 percent, whereas 
post-reform decade of L 990s registered 15.7 percent per annum increase in domestic debt. 

If we look at growth rates of components of domestic debt in T able 6.10, nnd compare fi rst half o f 
post-reform decade with second half of pre-reform decade, a signi ficant decline can be seen in the 
growth rate o f unfunded debt from 26.2 percent to 10.2 percent.7 This was due to the discontinuation 
of Khas Deposit Certificates (KDCs) from February 1990, which accounted for about 68 percent of 
unfunded debt as on end June 1989 . However. chis deceleration could not be sustai ned in the second 
half of post-reform decade due to introduction of Special Saving Certi ficates and Accounts in FY9 L 
and Regular Income Certificates in FY94, and upward revision in rates of return on these and other 
saving schemes in second half of post-reform decade. Failure of re forms, as for as unfunded debt is 
concerned, was due more to the ir effective reversal just after the successful measure of 
discontinuation of KDCs.3 

Ind icators of the servic ing burden of domestic debt are shown in Table 6.11 . Al the start of reforms 
in FY90, servic ing burden was 4 .3 percent of GDP and 23.2 percent of revenue. which could hardly 
be labeled as sustainable. After five years of reform process. ser'>tcing burden increased to 4.8 
percent and t'urther five years down the road to almost 7.0 percent in FYOO. In terms of debt 
components and burden on GDP, a success cou ld be discerned. again in unfunded debt. whose 
servicing burden declined from 2.0 percent 10 1.3 percent during first five years. due to the reasons 
described above, but later \ncreased to 2.S percent o f GDP in FYOO because of effective reversal of 
reforms in national savinischemes . 

1 Domestic debt is categorized in Pakistan into permanent. lloating :ind unfunded. Pcrm:mcnl Jcbt .::m also be l:lbclctl as 
long-term debt: lloau ng debt as,shorHcrm Jcbt: anti unfunded can"also be labekJ under another name. The word 
·unfunded' seems superfluous, but used traditionally . 
s The possibility that ceiling on government harrowing from the banking system_ unJer !MF condiuonality. might ha,·c 
forced the governmen t to reverse these measures. ·:an not be ignored . 
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P re-reform period 

l?"bal£ . -· ·2- halt ··- -
1980-90• 

- -0 fialf! . -·- - 2 .. b7iif' 
199()'.00-

1980-85 1985-9(). 19900-95 1995-00' 
Nominal debt 

Dorncs1ic debt 20.7 20.0. 20.4 t6.Z 15.2: 15.7 

Perm:inem debt 22.7 21.8 22.2 Z4'.t . z.J; 12.6 

Floating debt 15.8' 14.7' - 15.2 15:2' • - 17.l· 16.1 

Unfunded debt 30.4 26.2 28.3 10:2 24·.6, 17.l 

Real debt .. . 
oomcsuci!ebt ...:.......:·..:...:.:.:._ 1-1-.3: __ • - - - ~ I-7.9--- - ---- 1.2..&--. . - -· - .. :4.:5- - -- - 6.g:;;.. 5.6 

~.::~ · -5.2 ... • .•. . . , 2.8 .. -. . ;..... Per:manen~ deb~· .: .... ·~ :-: - •. . J.3cL. - · -. _l4.5' t3.,~'"· 
Floating.debt . . 6.8. 7 .8.. ~~- ·;.¥ 8:5· 6.0:-..:-
Unfunded d'eb1 20.3 18.6 ' 19.4 -0:9" 15.4 '6.9 

Although a part of negative impact on burden and servicing of unfunded debt could be attributed to 
effective reversa l of measures related to NSS, rest of the measures did contribute negatively. Reform 
measures taken in respect of permanent debt and floating debt played an important role in worsening 
the servicing debt burden (see Table 6.11). Servicing burden in terms of GDP, for permanent debt 
rose from l.3 percent in FY90 to 1.9 percent in FYOO due to introduction of Federal Investment 
Bonds at very high coupon rates, which contributed to increase the effective interest rate on 
permanent debt from 11.5 percent in FY90 co 18.6 percent in FY00.9 It may be noted that comparable 
l 0-year Federal Government Market Loans were being issued through subscription at around L0.5 
percent per annum before the introduction of ABs. 

Table 6.11: Servicing Burden of Domestic Debt 

Pre-reform years Beginning Post-reform years 

FY80 FY85 FY90 FY95 FYOO 

Nominal debt costs 

As percent o/GDP 

Domestic debt I. I '.!.J 4.) 4.8· 7.0 

Pennanenl debt 0.4. 0.7 1.3 1.8 1.9 

Floilting debt 0.3 OA 0.7 0.8 1.5 

Unfunded debt 0.3 1.0 2.0 l.J 2.8 

1\s percent of Iota / revenue 

Domestic debt 7.0 13.S ;3.2 '.!8.6 41.3 

Permanent debt ;,4 4.2 7.1 10.6 I I.:! 

Floa1ing debt 2.1 2.5 3.5 5.0 9.2 

Unfunded debt 1.6 6.0 10.7 7.9 16.8 

As perctnl of debt level 

Domestic deb1 4.5 7. 1 9.6 11.3 13.5 

PermanenL debL 7.0 9.0 11.5 11.6 iS.6 

FTootingdebt 2.3 2'.9 J.9 5,.i. 7.6 
Unfunded deb~ 5.4 I L.6 . 12.j 11.3 13:5-

Nole: Domestic deb1 includes interes1 payments on provincial and· other obligations. 

Similar i::; the case in respect of servicing burden for floating debt in terms of GDP. which rose from 
0 .7 percent in FY90 to L.5 percen t in FYOO due mainly to the replacement of tap T-bills (with yield of 
6 percent). to auction T-bi lls ( with yields rangi ng from S to 17 percent), and also due to replacement 
of adhoc T-bills held by SBP (at a yield of only·0.5 percenr1 to auction determined yields. Effective 

? FIBs ..::imed coupon rates or 13. 1-1 and 15 percent respectively for bonJs oi thrc-~ . fi ve ;m d ten-year ma1Uricies. 
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interest rate on floating debt rose from 3.9 percent in.FY90 to 7.6 percent in FYOO. Expansion rates . 
of domestic debt servicing are shown in Table 6.12 . 

T able 6.12: Expa~sion Rates of Domestic Debt Servicing-· 

rcent er annum 

Prc-rcfonn dec3dc Posl-rcfonn decade 

1" half 2"" half Full 1" half 2"" half ~·uu 

1980-85 1985-90: 1980-90 1990-95 1995-00 1990-00 

Nominal· debt costs 

Domestic debt 31.7 28.I 29.9 19.8 19.5 19.7 

·· ··-- .. Permanenr debt .. · -·· 28,2 ---- •.•. 2~L. 28.3 • 24.3 12.4 18.2 

·~-~ !1oa.ting deQt .·:..- 19. l 2~-~ 21.3 23.0 25.S 24.3 

Unfunded debl 49.6 29.5 . 39.2 8.3 29.0 18.2 

Real Debt Costs . 
.... , Dorilcsticdcbt 21.4 20.<i: · W.9 7.8 10.8 9.3 

-:.?,_ .... Permanent.debt 18.2 . 20.S. .. 19.5 l l.8 4.2 7.9 

Floating debt 9.8 16.2 13.0 . 10.6 16.3 IH 

Unfunded debt 38.0 21.8 29.6 -2.6 19.6 7.9 

A decline is visible both in expansion rates of nominal and real domestic debt servicing, from pre­
reform decade to post-reform decade. However, in case of floating debt. rates of expansion fo r 
nominal as well as real cost went up from pre-reform to post-reform period. '0 Increasing burden of 
domestic debt and its servicing in the post-reform decade affected the fiscal account adversely. Table 
6.13 presents fiscal indicators for selected pre-reform and post-reform years. It is difficul t to spot any 
improvements except for the appearance of surplus in primary balance. 

All other indicators, both as percentage of GDP and revenue, show e ither a continuous deterioration . 
or at best no improvement al all. Budget deficit in terms of GDP in FYOO stood almost at the same 
level as that of the begi nning of reforms. In terms of revenue it had deteriorated a little. Revenue 
deficit has worsened, indicating the increasing reliance of government to finance its curren t 
expenditure. A declining trend is alarmingly visible in development expenditure, and a perverse 
increasing trend in interest expenditure. Government was spending a li ttle over one-third of its 
revenues on development, and a little less than that on interest payments at the beginning of reforms . 
However, in FYOO. it ended up paying almost one-half of revenues as interest on accumulated debt 
and less than one-fifth on development exp1 nditure. Interest expenditure rose to 8.3 percent of GDP 
in FYOO from 5.5 percent of GDP in FY90, which forced the government to reduce development 
expenditure. Revenue effort did noc improve, due to difficulty in impiemen ting fiscal reforms. and 
debt management reforms pushed interest expenditure on upward di rection. with disastrous 
consequences amply, reflected in various fiscal indicarors . 

Interest expenditure on total public debt as percent of GDP has shown phenomenal growth over the 
period FY80 to FYOO increasing from '.!. l percent to 8.3 percent o f GDP (see Table 6.13 and Figure 
6.7). However. it is important to take notice of the fact that almost al l of the increase in interest 
expenditure is brought about by increase in interest payment on domestic debt. which shoe from 1.1 
percent in FYSO up to 6.7 percent in FYOO. Contrary to the popular view. interest expenditure on 
external debt has show n little increase during the same period. from I percent to I A percent or GDP. 
During the decade of 1980s as well as 1990s, comparative ly higher rates of return on domestic debt 
were mainly responsible for the growing trend in total public debc. Furthermore, during 1990s as the 

10 High ~overnment borrowi ng from the bank:ng system through T-bills was m•11nly responsible for ::icceler::iuon in no~ting 
debt. 

' . 
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Figure 6.7: ln te rest Expenditure (:is o/o or GDP} 

•Domestic 

sources of concessional external borrowing 
dried up, a heavier reliance on domestic debt 
sources was witnessed. 9 ....-~~~~~~~~~~~~~~~~ 

We can draw two conclus ions from the above 
discussion. Firstly, the reform measures 
related to permanent and· floating debt resulted 
in rapidly surging servicing burden, which, in 
the absenc·e of major restraint over current 
e)(penditures, severely affected the 
government'Sabil!ty to undertake development 
expenditures-. And secondly, the initiaf 
measures related to unfunded debt which could 
have contributed to. lessening o( servicing 
burden,. were reversed quick!)'. resulting in 
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further mounting pressure on domestic· debt servicing. Pakistan's experience is not unique· in this- ·· 
respect. Cole and Slade (1999) have sho-.yn that premature liberalization of government debt markets 
in less developed countries does not lead to fiscal restrainr, rather it becomes easier for these countries 
to get into trouble through rapidly rising interest expense on domestic debt. 11 

Table-6.13: Fiscal Indicators 

Pre-reform Years Beginning Post-reform: Years 

FY80 FY85 F'Y90 FY95 FYOO' 

As percent of GDP 

Total revenue 16.2 16.4 18.6 16.9 16.9 

Total expenditure 23.0 24.7 .. 25.9 228 23.4 

Interest expenditure 2:1:"'' '(.. ... , .... 
3.5 s:s· 5.Z 8:! ... 

Non-interest expenditure 20.9 21.2 20.4 l7.6 lS.O 

Current expenditure 13.8 17.7 l9.3 18.4 20.4 

Development expenditure - ·- 9.2.. 7.0 6S 4.4 3.0 
·.;.._._.. --·-- -~~-- ·- . -'-"=-·-- ~--

Budget deficit 6.2 7.8' 6.5· 5.6 6.5 

Revenue deficit (2.4} 1.3 0.8 1.5 3.3 

Primary deficit 4.0 4.3 1.1 0.4 (1.9) 

As percem of total reYenue 

Tor:il expenditure 141.9 150.9 139.6 134.7 lJ8.5 

fntcrest expenditure 13.2 '.!1.4 29.4 30.6 49.5 

Non-interest expendilure 128.7 129.6 110.2 104.1 89.0 

Current expenditure 85.3 108.2 104.3 108.8 120.7 

Development expenditure 56.6 42.7 35.3 25.9 17.8 

Budgcl deficit 38.I 47.5 35.J 3J . I 38.5 

~~::ed::~r:-:r:: .... :· - ::,-:- -:-n;~~:=~;~~~~"":~:;::::·:r~.~·-'°~(·-~"1r~.:-:7-~ -:. ~: ''5Pc',l;~6~ -:-, 
Note: I. Figures in:paren1heses ir.<lic:ne-asurplus in. 1hccorcesa0ndfog~year: ~-.-- ·;;.: . ·:! ·· ·:o . . :~::~ · _. :!.,~···~ .. ·i!---7 -~~-,,;:nr 

2. Net tending· to PSEs .has been.included. in CurrentEiq:ip1.aituie.-·i--,:. -"-~-"'~;.-. """'~ .,,;:_ , .... ..~ . . ...:...:.: _:.::..:.-:;:::::: •. :.:: ;::;: 
• - - ·-· ~ .-...r~ ...,·:;.- - '"'".- ~ .... ·~·-- • --- - ~ 

Mounting of domestic debt and rising servicing burden can be attributed.to the improper sequeneing 
followed in design and implementation of economic reforms. Within· the broader set of economic 
reforms encompassing the real , financial, fiscaJ and rrade sectors. the supply s-ide reforms may· 

. ·' 
11 

Cole, David C. and Betty F. S lade, "Premature Liber:ilization of Government Debt Markets" , Conference pai;>er for 
Research workshop .. Financial Liberaliz.ation: How Far? How Fast?", World.Bank, Mar.cl!, l999. 
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precede others (as was witnessed in case of P~kistan in early 1980s) and the fiscal reforms should 
precede financial reforms. However, opposne sequencing was followed in case of Pakistan wi th 
regard to the latter. Among the financial and fiscal reforms, and within. the financial sector.reforms, . 
liberalization of domestic debt is, perhaps, the easiest to implement. Main and direct stakeholders of 
domestic debt reforms are only four -- government, central bank, commercial banks, and non-bank 
financial inst ituti ons, with the latter three as beneficiaries. Government is the loser, so is the private 
sector, which is only an indirect stakeholder, but also deeply affected by the reform process. Fiscal 
refo rms are the hardest to implement affecting almost every age_nrin the economy. Neglect of fis<;al 
reforms in the initial stages of fi nancial reforms proved disastrous for fiscal deficits and domestic 
debt. 12 

• 

Adminis trative exigencies; and implementation of conditionalities under various agreements with 
IFis, rather than a carefully chalked out plan of reforms, were perhaps the overriding factors that 
resulted in the implementation of debt management reforms. These reforms fai led in almost ever.y 
objec tive except that of providing supporting environment for reorientation of monetary poficy from 
direct to indirect control. Cost of domestic debt seemed to have been escalated instead of being 
rationalized .' Segmentation from government debt market could not be eliminated, although reforms 
did succeed in establishing a market-based yield sttucture of government securities . 

6.5 Impact on Reorientation of Monetary Policy 
One of the objectives of debt management reforms, supported by various institutional and monetary 
management measures was the reorientation of monetary policy away from direct control, towards 
indirect contro l through market-based instruments. This reorientation triggered two important 
changes. First is the increasi ng assertiveness of the SBP in initiating and implementing its monetary 
policy, albeit within the framework of Annual Credit Plans, and second is the significant alteration in 
monetary policy transmission mechanism . 

6.5.1 Impact on SB P's Conduct of Monetary Policy 
E ffec tiveness of a central bank depends on its professional competence and independence in the 
conduct of monetary policy. Professional competence largely depends on quality o f its human 
resources in the areas of bankin g, finance. economics and management. Independence can be in goal 
setting, o r target independence, if <;entral bank fixes for itself the monetary poli cy target, which is 
usually inflation; or it can be operationally independent, if central bank is free to use its instruments 
independently to achieve a target set outside centrol bank. lndependence in decision-mak ing can 
come from law, practice, or both. A central ban k can be de facto independent, because of tradition . 
without being de jure independent. On the other hand, it is possible for a central bank to be de ju re 
independent but def acto not independent. This situation can arise because of three in terrelated issues: 
first relates to operational independence in managing its own currency, second to operational 
independence in managing its foreign exchange reserves. and third. to financing arrangement between 
itself and the exchequer. 

Independence encompassing above three issues can cqme from u combinution of legislative as well us 
extra legislati ve processes. In the post-reform period, State Bank of Pakistan has made tremendous 
strides in the first two. In the pre-reform period, monetary policy was largely subservient to 
government's objectives of directed credit to priority se<;tors. with the highest pri o rity given Lo the 
government sector itself. Important monetary policy changes . like those in SLR or CRR were 
communicated to the SBP by Finance Division with SROs rather than ini tiated and implemented 
th rough SBP C irculars. SBP was empoweku to chnnge these instruments only after its legislative 

I! For fu rther detail sec Y:14ub, Muhammad, " Financial Sec1or Reforms an Ille Emerging M::irkct·bascu Economics ... 
Opening Remakes at the symposium or SEA NZ,\ Central Banks' Governors 1n Karachi. November 1994. Repnnt-~u an 
·'Major Policy Issues in P:ikistan ... State Bank of Pakiswn. 1993. 
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independence in 1994, through amendments in SBP Act, 1956. In the beginning of 1995, another 
important step, which strengthened the independence of SBP in its conduct of monetary policy was 
that the auction cut-off decision was given to SBP. By that time, a supporting infrastructure in terms 
of a well developed primary market of T-bills and a fai rly developed repo market in these bills and 
F1Bs was well in place. Monetary policy objectives, since then, are being achieved through change:; 
in SBP Repo Rate (discount rate), auctions ofT-bills, open market operations and less frequent use of 
CRR o.r SLR. SBP is now instrument independent in the area of managing its currency. 

It is also important to keep in mind that the exchange rate policy was exercised by the Government of 
Pakistan through Foreign Exchange Regulation Act, 1947, both in pre-reform and pose-reform period. 
it was only in July 1999 when an amendment in the State Bank of Pakistan Act enabled it to purchase 
foreign exchange from any entity in Pakistan, and after the unification of exch.ange ra te in May 1999. 
that SBP got the effective power to intervene in the interb~nk market of foreign exchange. After 
removal of the cap imposed in floating inter-bank market, link of money market and forex market was 
established· and put SBP under pressure to defend Pak-Rupee through monetary policy measures. 
Govemmen't can still take independent measures legally under Foreign Exchange Regulation Act, 
1947 ; however, the practice has already been changed and SBP is taking air the measures to control 
foreign exchange reserves. Therefore, SBP is now de facto independent in managin~ its forex 
reserves. 

Third area of independence, which relates to direct financing arrangements between SBP and Ministry 
of Finance, has not changed significancly in the post-reform peri od. An automatic system of 
replenishment of federal government account is still in place, practically without any limits, through 
the creation of treasury bills. Direcc financing arrangements can weaken the independence easily. It 
should also be kept in mi:id that for countries having perennial budget deficits, direct financing 
arrangements can not change in the short-term. Until and unless revenues of the govern ment become 
commensurate with its expenditure, legislative measures to control di rect financing may prove 
fruitless. 

In sum, SBP is now operationally independent, both de jure and de facto , in managi ng its currency 
and operationally independent,( de facco but not de jure) in managing its forei gn exchange reserves. 
Moreover, level of professional competence, which is required to assert independence in an effective 
and useful manner, has aso increased in the post-reform period through restructu ring of its 
departments, merit based recruitment and training of its existing human resources. 

6.5.2 Pre-reform Transmission Mechanism 
Monetary transmission mechanism (see Box 6.1), prior to reforms. was largely determined by the 
instruments of direct control. Statutory liquidity req uirement determined the allocation of credit 
between the government :md private sector supported by the system of bank-by-bank credit ceilings. 
Monecary policy set in Annual Credit Plans worked its way mainly through availability o f credit. 
while inrerest races played a secondary ro le because of various controls on lending as well as deposit 
rares. Indirect instruments like discount rate, cash reserve requirement and open market operations 
were not relied upon because of lack of a well-functioning market for government securities. Directed 
and subsidized credits were used to promote various activities in agriculture, industry and export. 

The resul t of these direct control measures was thac although sectors like agriculture and 
manufacturing were given priority, the distribution of credit within them was not commensurate with 
thei r demand. Thus. the scope of monetary policy had been limited and made ineffective in 
stimulating activiti.es in all sectors of the economy. The priority sectors became more and more 
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Box6.1 

Mo11etary Tra11smission Mec/wnUim 
One of the most important objectives of any central bank is to m.aintain price stabiliLy without jeopardizing the growth 
and employment prospects for the economy. The effectiveness of a monetary policy requires the impact of policy 
changes Lo be felt on macroeconomic variables like consumption, invesUnent and net exports. Implementation of 
monetary policy, through any or a combination of its il{struments triggers a chain of reactions, or impacts, in various 
sectors of the economy. These impacts can be felt only if a robust transmission mechanism is present lmmedjate 
impacts become visible in the financial markets, especially in money market. Later reactions work through banks, 
non-bank financial institutions, firms and households and end with an effect on the price level, after having transient 
effects on growth and employment .. 'This cha.in of reactions, or impacts, is known as the transmission mechanism of 

· monet-ary· policy,. . · 

Various channels have been explored and discussed by the economists both.theoretically and empirically, mainly in 
the context of developed countries. The.~e chnaaels can be divided into four groups, namely, money chanm:I, credit 
channel, exchange ~ate channel and asset p1ice channel. · · · 

Money ch.annel: · 
It is also known as the interest rate channel. as a chai'n of reactions is stimulated after a change in the interest rates. 
Major components of GDP, i.e., investment and consumption expenditw:cs are affecred by a change in interesl ra tes. 
A strong interest rate channel, with significant interest rates effec rs on consumer spending and investment is 
empirically found to be present in industrial countries. 1 This channel is usually weak in developing countries wi th 
shallow financial sectors . 

Credir Channel 
The credit channel works through the bank lending operations and balance sheet effects.2 It is suggested that open 
market sales by a central bank drain reserves and, hence, limit their ability to make loans and vice versa. A fall in 
loans from banks reduces the credit availability in the market, thereby reducing investment expenditure and aggregate 
demand. The balance sheet effect, on the other hand, is the result of direct and indirect influence of monetary policy 
on the balance sheet of a borrower. Both the direct and indirect effects lead to two results. E'irst, a decline in net cash 
t1ow of a firm, as a result of an increase in outstanding short-term debt ensuing from an increase in interest rates . 
Second, an increase in interest rates shrinks the asset prices, thereby reducing the value of the collateral. The credit 
channel, however, is not supposed to be a distinct channel but is regarded as a set of fac tors shoring up the interest 
rate effects . 

Exchange Rate Channel 
Exchange rate channel is the standard effect of a change in monetary policy Lb.rough interest rates on exchange rate 
and, therefore, on net exports and aggregate demand. An increase in money supply lowers the interest rates and 
depreciates the domestic currency. The lower value of domestic currency makes foreign goods more expensive, 
thereby promoti ng domestic production. This increases net exports and aggregate output leads to increase in average 
price level. 

Asset Price Channel 
This works through two channels: firsr. the Tobin's q theory of investment and second, the weal th effects on 
consumption. Tobin's q theory provides a mechanism through which monetary policy affects the economy via its 
effect on the valuation of equities. The wealth effect, on the other h<ind, is based on Modigl iani's fomous life cycle 
consumption model. This model suggests that the lifetime resow-ces of consumers, which are made up of hwnan 
capital, real capital and financial wealth, determine consumption spending. A major component of financial wealth is 
common stocks . \\/hen stock prices fall, the value of financial wealth decreases, thus decreasing the lifetime 
resources of consumers. and consumption should, accordingly, fall. 

'See Jolin B. Taylor, "The Monetary Transmission Mechanism: An Empirical Framework." 'tnc Journal of Economic Perspective. 
Vol. 9. No. 4. F:ill 1995 . 
~See Ben Bem:inke and Mark Genier, "Inside the Black Box: The Credit Channel oi '.\.lonetary Policy 
Trans mission." The Journal of Economic Perspective, Vol.9. No.4. Fall 1995 . 
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dependent on concessionary financing, and lethargic in generating their own resources. These 
concessional funds tried to make chem artificially competitiv.e and hence hindered improvement in 
their efficiency. Any change in the conce~sional rates or the availability of credit through such direct 
measures had a direct bearing on the economic activity through changes in direct investment 
expenditures or ndt exports. Since the economy was not open for foreign portfolio investment and 
domestic portfolio investment was limited, credit controls had little effect on portfolio investment. 
On the other hand, banks were also tied up for lending to specific sectors, which limited. their efforts 
to ac.hieve optimal credit allocation and compromised their carefulness in credit distribution, resulting 
in increasing bad loans. 

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

6.5.3 Post-reform Transmission Mechanism 
The financial sector reforms initiated in FY90 with the objective of transforming the existing financial 
structure from a controlled regime to a market-based system', has had a deep impact on che 
transmission mechanism of monetary policy. A divers ion fr9m direct to indirect control, alongwith 
the opening up of the external sector and a market-based exchange rate regime, has made the task of 
monetary policy all the more complicated, especially given the volatility in exchange rates. However, 
the distribution of resources is becoming more realistic and banks are becoming more independent in 
their credit allocation decisions. After the introduction of financial sector reforms, the effects of 
monetary policy changes through interest rates were not so visible since the credit market was 
controlled through the ceil'ings and then credit-deposit ratio (CDR) till September 1995 while the 
exchange rate was on managed float. 

After che removal of caps on maximum lending 
rates of banks and NBFis for trade related 
modes of financing in March 1995, and for 
project financing in October 1995 along with 
the abolition of CDR, the changes in interest 
rates have become all the more important. 
Consequently , the earlier mode of transmission 
through credit channel underwent a 
transformation to reflect increasing efficacy of 
interest rates in influencing volume of bank 
lending. [n this context, the effects of changes 
in SBP 3-Day Repo Rate and the T-bill rates 
are being increasingly reflected in 
co1Tesponding induced changes in lending rates 
of commercial banks -- albeit, with lags and 
diluted by the perceived notions of the market 

Figure 6.9: T·bill and Lending Rates 

-- 6-month T-bill rates -- W.A. Lending rates 
20 . 

about persistence of :hese changes. Figure 6.9 shows that despi te a.sharp hike in T-bill rates during 
the first half of the 1990s. commercial lending rates did not change much. In the second half, 
however, fall in T-bill rates have been followed more vigorously by the commercial lending rates. 
Figure 6.9 also shows that it is che persistent or durable changes in interest rates chat are tr;nsmitted 
to lending rares. 
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Figure 6.8: Transmission Mechanism of Monetary Policy in Pakistan 
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The change in exchange rate regime to a free float in July 2000 also defined a new chain of 
transmission. A change in short-term interest rates began to affect the exchange race and vice versa, 
creating additional volatility in exchange rate induced by variability in very short-term i£1terest rates. 
Consequently, during the recent episodes of exchange rate volatility, monetary operations have been 
extensively used to bring stability in foreign exchange market. Exchange rate channel is, therefore, 
fully functional now via the interest rates, although the intlation pass-through effects and net export 
effects were, of course, strongly present earlier. 

In developed countries, monetary policy has a strong influence on the capital markets. A change in 
the interest rates is keenly followed by a change in stock prices. This relationship, however, is not so 
strong in the developing countries. This is due to the reason that equity markets are nm yet well 
entrenc;hed in the domestic investment culture. In Pakistan, the capital market is accessible, largely, 
to big companies, and to a small fraction of the population living- in big cities. Moreover, people have 
little knowledge about capital markets. Although monetary policy changes are not reflected directly 
on the stock prices, they do have a weak relationship through the badla rates. 13 

I 

Other avenues of investment for public include real estate, gold, and government securities. 
Government paper is an attractive option for general public and is considered to be the safest 
investment with high rerurns. Since the differential between return on government paper and bank 
deposits is quite high, a small change in interest rates hardly initiates a substitution L'f government 
paper with bank deposits and vice versa. As a result, government expenditures are rarely affected 
through this channel. S.milarly, other assets like real estate or gold also have a weak relationship with 
the interest rates. 

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

To reap the full benefits of a market-based financial sector in stimulating growth in the economy. we 
still have to go a long way. Financial sector deepening is the onl y way to achieve this, bur it will 
requ ire a change of mindset of the public in favor of fi nancial savings. and expansion and 
modernization of the financial services. 

6.6 Impact on Banking Supervision 
A crucial ser of reforms th:it scarred to have a significant impact on banking industry, was initiaced 
quite l:i te in 1997 in the reform process. Impact of many of these is yet LO be realized due to the 
medium to long-term nature of their objecti ves on the one hand . and inherent complexities and 
dynamics of institutional reforms, on the ocher. These refonns encompassed not only the institutional 
strengthening and restructuring of banks and DFis. but also those or supervisory authorities (see 
chapter 2). 

After the regulatory and supervisory powers of SBP were consolidated by dissolving the Pakistan 
Banking Counci l in May l997. disclosure standards for banks and >IBFis were revised by SBP in 
August l 997 to bring them in conformity with International A-=couming Standards. and consequently 

ll Badl:i ts ::in informal .source of financing. widely used in Pakistan's 'itock •!xch:rnges. ?or dec::ii l see page l09, . .\nnual 
Report '.!000-1001. SBP. 
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Impact Ana/y.ds of Fi11a11cial Refrmns 

Dox: 6.2: €ore Principles for Effective BallYjng S~pervision.1 

Basel C~~tte~ o°ii .Banldng Super~ision has prepared a set of twenty-five core principles, after years of consultations 
and deliberations with banking supervisors in every part of the world. These principles were released in September 
1997 and the Basel Committee encouraged the supervisory authorities throughout the world lo endorse the Basel Core 
Principles. These principles set out minimum requirements that need to be complied by a supervisory system to be 
effective. [n many cases. minimum requirements may need to be supplemented by other measures designed to address 
particular conditions and risks in the financial systems-of individual countries. The twenty-five Core Principles are 
categorized into seven major areas. 

Preconditions For Effective Banking Supervisio1T- Principle 1 
Thefirsrprinciple emphasizes the-need-fdl-having'eleW..objectives-and responsibilities for every supervising agency of"--· 
banking. organizatio ns. It further highlights the need for having a suitable legal framework and arrangements.for . .. ._ 
sharing iofonnation between s upervisors. 0peration •. I mdepende.nce for supervising agencies has also been-highlighted 
in the first principle. · ' 

Lice11Si11g;and Structure - Pri~ciples 2 to-S - . .._ .... · ,~-- . _ . 

These principles delineate the importance.pf. fi~vi.n&.~\~~ard licensing pr~ess by the a11thorities fot est~biishmen~~f. 
banks and limiting the use of word 'bank' to prevent confusion amongst depositors. The licensing process must include 
an assessment of ownership structure. management, operating plan and projected financia l condition. Supervisors must 
have the authority to review major acquisitions or investments by a bank. 

PmdenJial Reg11laJio11s a11d Req11ireme11ts - Pri11ciples 6 to JS 
Focus of these principles is on the need for establishing a comprehensive system of risk management for banks. 
Principles highlight the necessity of developing and enforcing prudential regulations to monitor and minimize the risks 
confronted by ba11ks. Regulations relate to capital adequacy, asset quality, loan loss provisioning, portfolio 
concentration, connected lending, risk management and internal controls . 

1\llethods of 011goi11g lJa11ki11g S11pervisio11- Principles 16 to 20 
These principles emphasise the necess ity of adopting both on-site and off-site supervision. with the J;mer based on 
analysis of reports and return from banks. and the former on independent validation through on-site inspection and 
regular contact with bank management. Supervisors must also be able to supervise the banking group on a consolidated 
basis . 

lllformatio11 Reqlliremwts - Prirrciple 21 lJ 
This principle points to the need for banks to maintain adequate records with consistent accounting policies and 
disclose regular statements that truly reflect their financial conditions and profitability. 

Formal Powers of Supervisors - Pri11cip/e 22 
This principle Slates that banking supervisors must have adequate enforcement and corrective action powers including 
recommendation to, or revoking of banking license . 

Cross-border Ba11ki11g - Principles 23 to 25 
These principles highlight the need for supervising banks. both their domesuc and irtternational operations. on global 
consolidated basis through coopera1ion of home and host supervisors. 

1 Complete list of these principles is reproduced in AMex. 6.1 . 

a CAMELS framework was adopted by SBP to assess thei r performance on the basis of off-site 
survei llance and on-site inspection. Funhermore, SBP moved very quickly to implement the core 
principles of effective banking supe rvis ion, or the Basel core prinl.'.iples (see Box 6.2) . 

Implementation status o f these pri nciples is shown in Table 6.14. Banks were also asked to comply 
with the core principles of banking, in addition to applying the sy:·;rem of risk-weighted capital 
prescribed by the Basel Committee . 

Foreclosure scandards o f banks have l.'.Onsiderably improved sine:! ;hen. All four nationalized 
commercial banks are now largely compliant in terms.of having :·el iable fina ncial scatements :ind 
evaluating asse t quality; three :ire largely compliant in managing .:ountry and transfer risk; and two in 
managing market :ind a ll m:ueria.1 risk. having ::idequacy of intern al ·.:o ntrols and MIS to identify 
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concentration, and in knowing their customer rules. Two privatized banks. are in compliance wilh all 
of the above core principles, so do a greater part of private banks. Only three, out of 39 banks had 
lower than 8 percent capital to risk-weighted assets ratio by the end of 2000. Banks· and NBFI's were 
also asked to get themselves credit rated by 301h June 2001 and by now, out of 80 financial 
institutions, ratings of some 50 banks/NBFis have been completed . 

. :. -~-~*- -~·-··· • . ..-;,.,...... . - -: -~.-· · 
•::·. ·- . ,_ ... _,,,. __ .. 

Sl:ltus·* Core Principles.- . .. - -. .• ::.: ~--..-. .• . • ... · - · '•t -- • !~~----1 ·-

Compliant t· 2 4! 7 · lO· ·16: - ~7- · l 81 .;: 19_. ~·t 22... 23·· · .. Z4 25 
Largely complianL 3'_ 5 _ _ 6 .a: _ 9' _ t'!: .· -ri;.. ... ; ~5.: .:_t" _ _ _. _ .... __ .. _,,_ ___ . -· . _ 
~a~ri.allY-.!;.~~.2'.!1PL!anc: · .. ; :... .. J..L . -1.~~.:--~9.·. _.:....:;:::. __ ~ -_ ·_:, . ..::,.;-.:.~ :_.,. . .::~7::~--.-_.:.._;:..:....._,._.;_;.:_~_-:: :E ~-. .. 
Non-complt:lll.t Nil- - - -- - · - · · - · · · --

·- • G:ompliant- essential. criteria. met. without: :lll')L•'$igniffcine deficiencio-: ~~lllpliami.--cssCD,tial,_ cri1et:ia:.w~11,.w.i 1n.!!Un.or"­
shortcomiii'gs; Materf ally. oo'rr-compllanr~ sli fffcieot short eomings; bur.s11bstant:frnJ.proifSs;1(i~'Cumpliaocc;. NllIJi::ompliant-:: No- · 
subslll.ntive progress towards.compliance: ·~ · • -· -- .: "- - --- · · " 

With the adoption of CAMELS framework by SBP in December 1991, and strengthening of its on­
site inspection and off-site surveillance capabilities, SBP had become more adept in finding the 
weaknesses of banks and NBFis, besides becoming proactive in taking concrete actions for their 
resolulion . Capabilities of SBP in problem bank management have significantly improved after 1997. 
For ex.ample, the board of directors and management of Bankers Equity Limited (BEL) were removed 
in August 1999 by SBP under section 41 -A and 41-B of Banklng Companies Ordinance, 1962, after it 
was found guilty of mismanagement, concealment of information, falsificatio n of the balance sheet, 

·mis-reporting of data to SBP, provision of loan without proper securities, writing-off of loans without 
adhering to the due process, failure to comply with instructions of SBP etc. 

SBP made interim arrangemenlS for prudent management of BEL during its peti tion in Sindh High 
Court and subsequent order fo r winding-up of BEL and appointment of an official liquidator in April 
200 l . Depositors of BEL were allowed to withdraw a max.imurn of Rs.100,000 against thei r 
investment from October 1999. In February 2000. lit was decided that deposi tors be paid principal 
:.imount in phases on the basis of recoveries in each quarter. Subsequently, principal amount was paid 
to all such depositors whose total investment with BEL did not ex.ceed Rs 10 million, and only 33 
depositors with larger balances remained unpaid. 

S imilarly, quick resolution action was taken with regard to Indus Bank Limited (IBL) after on-si re and 
off-sire su rveillance system of SBP reported unsatisfactory stale of affairs. The license of IBL was 
cancelled on September 21 , 2000 and it is now in the process of liquidation. Supervision syslem of 
SBP also found Prudential Commercial Bank Limited (PCBL) operating in a highly questionable and 
non-transparent manner. In view of this imprudent management, the federal government issued 180 
days moratorium order against the bank on SB P 's request, wh ich was effected from March 19, 200 l . 
After successful negoti:nions. management and contro l of PCBL was handed o ver ro Saudi-Pak group, 
which commenced o peration with a new name .. Saudi-Pak Commercial Bank" on ?.O'h September 
:WOl. 

Above examples elucidate the increasing qual ity of off-site surveillance by SBP supplemented with 
in-depth probing through on-site inspection. Human resource quality of SBP inspectors has 
considerably been improved through extensive rraining. With the creation of a subsidiary -- State 
Bank of Pakistan Banking Services Corporation (SBPBSC) - SB.I? will be able to coac.enlraLe more 
on its core fu nctions of banking supervision and regulation, monetary polic.y and research, and foreign 
exc hange and debt management. Capacity of SBP is likely to funher improve in near future with 
regard to its core fu nc tions. 
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6.7 Impact on Non-perfo rming Loans 
Non-performing loans (NPLs) of financial institutions continued ~o mount throughout the decade, 
from Rs 66. l billion in December 1990 to Rs 27 L.4 billion in December 2000. However, their annual 
average rate of increase has.come down from 17 .4 percent during the first seven years of the decade to 
10.L percent during January 1998 to December · 
2000. As shown in F igure 6.10 the ratio of Figure 6.10: Non-performing Loans 

NPLs to gross advances has also been - NPLs - Gross advances 
gradually increasing, except for a temporary - - NPLs to gross adv. (RHS) 

fall in 1995, and a decl ine towards the end of 
1990s that is likely to be sustained in near 
future in view of the reasons discussed below. 

Reform process up to 1996 did not really 
address the banking sector problems, although 
the attempts to streamline _the loan recovery 
process were started in 1992. It was only in 
July 1997 that the focus of reforms shifted to 
arrest the weakening health of public sector . 
financial instituti ons, with the implementation 
of the most crucial set of reforms as already 
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explained in Section 6.6. Adoption of a vigorous standard of loan classification in 1997, and their 
strict enforcement by SBP first caused a temporary rise in the volume of NPLs in FY99. Prior to that, 
some of the public sector banks and DFis were reporting only default or overdue position of their 

Table 6.15: Volume and Concentration of NPLs 1 

billion Rupees 

1990 . 1991 . 199-2 1993 

All banks & NBFis 66.l 67.3 · 74.9 101.1 

All banks 4/.1 46.8 50.J 71.2 

State-owned b:mks 39.0 44.8 46.6 67.2 

Private-oanks " 
>' 1.8 i.s · 

Foreign banks 2.1 2.0 1.9 2.5 

NBFis' 25.0 1.0.5 24.6 29.9 
DF!s 22.8 17.5 20.9 25.2 

HFC 0.6 l .4 2.0 2.7 

Others 1.6 1.5 1.7 '.!.O 

Sbare in NI'Ls (percent) 

All bnnks & NBFis 100.0 100.0- roo.o· 100:0· 

All banks 62. 1 69.6 67. 1 70.5 
State-owned banks-<;- -_,-.,-S9:ft:;_;. 66.7 622 66-.5 

P'rivate banks .. .··· 2.4 1.5· 
Foreign banks . 3, 1:t ' 2.9 2.6 - · 2.s 

. "~-:--: ..... ~, ,· .. 
. NBFis: . . 37.9<- --_· 30.4 32.9 .. 29;5. 

DFls- -, -_: ~·4:&~:-'r 26. 1 28.0 '4 ) 
. - - : 

:· ~ ij:j_i;( .: . ··· HFC 2.0· 2.7 2.T 

Others 2:* ·< •. 2.3 2.2' 1.9 
1nemorundwn irem: 

.. .. 

· stiite-oVined Tnstirutions-'96:~~ .. -:- 97 . r ·gs::o· · .,,..96.cr-

1994 1995 1996 1997 1998; .. ; 1999 2000 

130.S 142.6 ·112.J 203.4 213.S- 263.7 271.4 

86.5 94.9 106.7 130.9 134.J 170.0 173.6 
82.8 89.3 98.7 120.0 122 r 152.J lSJ.O 
. t.7' .. '2'.4" ~ • J. l' ' . 4:7• 5'.6" ' ·,, '1' 1.1" - '1'3'.6 

1.9 3.2 4.9 6.2 6.7 6.6 7 .0 

44.1 47.7 65.6 12.4 79.1 93.7 97.8 

38.2 39.6 56.5 62.J 68.0 80.0 83.4 

3.4 4.3 5.3 6.3 7.6 8.6 9.3 

'.!.3 3.7 3.:5 2.9 2.8 3.4 3.0 

100.0 too.o 100.0- roo.u roo-.o- -·1011.0- toct.O' 

~ 66.2 66.S 61.9 64.4 62.9 64.5 64.0 
.6m5: ·:~:'1~2.-fu.,,~s :n:3· ,., -li9.0"' .,.., 51,2-::;e~.!7•7--·7.,i~4" 

. r.3 1'7' l.8' 2.3' . 2.6'!: ".:" • 4'.:!: .'::':· S:O' 

-·1,.s:o;;•-">:wl.~ - 2.8 . ; 3. l __ ,, 3~.l :~·;c,:"''• · 2.5 - ·::. ...... 2.~-

. ·- ·- .. - - ~· • : . . ~Jr:=:.::; .... -: r...:· . . 
33'".lF!:: .. 33.5· 38.J · :· ·35.6 -· .37.J.· · "':r:dS.5-····- 36.0· 

~- ·tJF.ai. · · ·~ 27 .8 · ·-;. 32 .·s·~-~j L:Jo.6 ~;a_.3 l .~;~~~;~o-~ ~~:~~·~11:0.1 ~- . 
-:--.,iii" ·-- ' 3,0 •··• .:.: : 3; ( '" ! ; ~ 3.'t· ··~ 0 3'.~~:~7 3:3:-- !'.:..'7 3':4:· 

_;) ;9 -; 1'.7 2.2'· _·_.: 1.9 - · I.6~~~"1::. L9~ ./.:" 1:9· 

. -··· - -·-· .... 
···'wtl'::-:.~~r·~~'."!'"""'-:--93'.~6--:r:;'.'9r::ti .. ·.·· · 

1: Data.for Schedule banknnd-NBEJs :ue of end· calcnqax·and fiscal'Y.!t.lll\!~c.lii.'Y.el,)uie.bai1ks.;.•11d•N l:ll'.t~.Jr" '-''-~m!ic;ales-1'1:n:,.1:;<.J .1is.:.ii ; •• :,,. -•·.---'-•· .:.:: 
!: Leasing, Modaraba an9· ~e~t'.'~'!,..~~pital Companies :l{e.excludtd'.dAe.!l>'D<?E'a.MaHabtlil~olf.·data;;-" '"!.'':1,,/.J.::;;,",,rifii.i'i:'-·-·:,;.._ c""'..""~:-.i ·· -
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NPLs instead of total outstanding amounts of such loans. This adjustment alone has added to the 
volume of non-performing loans. 

Although credit cul ture is changing very slowly, nevertheless. decrease in growth of NPLs and ratio 
of NPLs to gross advances in the last two years is encouraging. This trend shows that new loans are 
being d isbursed relatively more prudently; leading us to conclude that perhaps the ratio of NPLs to 
gross advances has reached a plateau and thus likely to decline in furure--albeit slowly. However, the 
volume of NPLs may continue to rise in near fu ture because the credit culture is unlikely .to change 
dramaticall y in a sho rt period of time. 

Another r~ason that points to the likely continuation of decline in the ratio of NPLs to gross advances 
is the structure of concentration of NPLs. As shown in Table 6.15, state-o\vned banks and DFis 
together held 87. l percent of total NPLs in FYOO. With the merger of the largest DFI, i.e., NDFC \"'.ith 
NB-P, liquidation of BEL and restructuring plan of res t of public secto r DFis, new projecl loaning is 
less likely to turn into bad loans, Capital adequa~y Rf state-owned banks is now much better than 
earlier even after incorpo_ra tion of full provisioning. Therefore; these banks are also likely to show 
substantial improvement in their ratios of NPLs to gross advances in near future. 

6.8· F inancial Development in Peer Countr ies 
Many of the problems in the fi nancial secror of Pakistan were common to other countries of 
comparab le development and financial structure like India, Bangladesh, Sri Lanka, Philippines, 
Malaysia and Turl<ey. This section provides a short comparative evaluatio n of transformation in their 
macro-financial landscapes during 1990s. Comparison is based on two points in that period -- L 990 
and 2000. Their macroeconomic environment is discussed fi rst, followed by a comparison of 
fi nancial deepening and intermediation indicators. 

6.8.1 Macr oeconomic Environment 
At the beginni ng of the decade, except for Malaysia, inflation was a serious challenge for all countries 
of this group with Turkey having anomalous ly higher inflation of about 60 percent per annum (see 
T a ble 6.16). Fiscal defici t was high in South Asian Countries. Phili ppines and Pakistan had severe 
problems of current account imbalances compared_ with other countries. Foreign exchange reserves 
positions were also not very encouraging in most of the countries. Only Malaysia and Turkey had 
high reserve positions among this group. 

Table 6.16: Mocrneconomic Ind icators 

P:Ud.sbn Ind ia Ban g.ladesh Sri Lanka Ph ilip pines Malaysia T urkey 

1990 

GDP per c:ipita (USS) 351.6 389.1 194.4 472.7 720.7 2.478.8 :!.,682.2 

lnflauon 9.l 9.0 6.1 '.?1.5 13.2 2.6 60.J 

Fiscal deficit -5.4 ·1.6 n.a -7.8 .).5 -2.9 ·3.0 

Current account balance 4.2 ·2.2 - 1.9 .J.7 ·6.1 ·'.?.O -1.7 

Foreign exch:inge reserves 
.. 

0.3 l.2 0.6 0.-l 0.9 9.J G.O 

Exch:inge rate (per USS) 21.8 IS. I - - 35.S 40.:!. 28.0 2.7 2.930.0 

2000 

GDP pe<capita(USS) 437.0· 460.1•· . . . 264.9 84'.?.2 979.'.? 3,840.l .. 3.024.7 

Inflation 4.4 4 .0 . ;·:z:-;.> 2.3 6.2 4.4 1·.s: ... 54:.
0

9"0 

Fiscal deficit -5.9 -4.2' --;ff_;;_ -6.9' -4. l -J .2' 
.. ; ... -122'= .; 

Current account bal:ince -0.4 .0.1• ~~~- -0.8 ·6.5 12.2 16.0"' -4.8 •. -· .. 
F_~re.i_gn e_:cc~~_: ~esei:-es l.5 3.7 : 1.5 1.0 12.9 28.6 ~2.3' .. 

-- ·-~~""-· 
_ . .,~ ... _____ .,,.,. .. 

EXchangc.ra1e.(perUSS) 58.0 46.8·· w 54.0 S2.6 50.0 3.8 ~73,:085.0 .. 
*%of GDP; •*'Bill ion US$, If. for 1999, (Source: IFS year}i~~tOO I ) .. , ... 
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At the end of 1990s, the macroeconomic indicators of these countries gave a mixed picture of thei r 
ec~nomies. Except for Turkey, inflation in all other countries was under contro l. Current account 
balances were also at sustainable levels. However fiscal deficits remained high and deteriorated over 
the decade for most of the countries, especially in Turkey. 

6.8.2 Financial Deepening and Intermed iation 
At the beginning of reforms in Pakistan, all countries in the group, except for Malaysia, had shallow 
financial sectors with a low M~ to GDP ratio. Pakistan was close to the level of financial depth as that 
of India, but better than that of Philippines, Turkey, Sri Lanka and Bangladesh (Table 6.17). 
However, even after a decade of far-reaching reforms, financial depth, in terms of M2 to GDP ratio in 
Pakistan improved only marginally from 39.2 percent in 1990 LO 46.5 percent in 2000 and its relative 
position within the peer group worsened. 

One of the factors that limited the deepening of fi nancial markets in Pakistan seems to be the large 
size of informal financial and non-fi nancial markets , which has not yet been addressed d irectly by t.he 
financial sector reforms. Currency to GDP ratio is indicative of the size of informal economy. 
Pakistan was the only country in 1990. which had this ratio at double-digit level ( i.e., 14.7 percent). 
After a decade of reforms, the ratio has gone down only to 12:9 percent, still indicative of fairly large 
size of informal economic sector. Interestingly, this rario for India has gone up from 8.8 to 9.9 
percent during this period, again indica ting the presence of a large informal financial and non­
financial sector in India . 

Table 6.17: lndlcalo rs or Fina ncia.J Depth and Efficiency 

rcem 

Pakistan India Bangladesh Sri Lunka Phili[![!iDCS Malarsia Turkel'. Median 

1990 Value Countr 

M,1 GDP"' 39.2 42.7 31.8 28.5 34.2 64.4 23.9 34.2 Philippines 

Currency I M2 37.6 20.7 12.S 24.1 16.8 14.6 12.I 16.S Philippines 

Currency I GDP 14.7 8.8 4. 1 6.9 5.7 9.4 2.9 6.9 Sri Lanka 

Money multiplier 2.2 3.9 ~ 2.8 2.6 4.2 3.3 3 India 

Demand deposits' 61.3 17.6 17.5 25.4 8.9 21.6 3 1.1 21.6 Malaysia 

Time deposits' 38.7 82.4 82.S 74.6 91.1 78.4 68.9 78.4 Malaysia 

Credit to government! 48.5 49.4 10.6 41.J 1.7 4.5 1.7 10.6 llangladesh 

Credit to [!rivme sector' 51.5 50.6 89..l 58.7 98.3 95.5 98.3 89..l Bangladesh 

2000 

M,IGOP 46.5 56.9' -13.3 38.2 62.S 102.6 44.6 46.5 Pakistan 

Currency I M~ 27.8 17.5 14.2 13 9 .3 6.4 5.6 13 Sri Lanka 

Currency I GOP 12.9 9 .9' 6.2 5 5.8 6.6 2.5 6.2 llangladcsh 

Money multiplier 3 .2 4.1 .l.6 4.7 4.7 4. 1 5.6 .1.6 Bangladesh 

Demand deposit ' 43.2 14.9 14.5 13.3 10.6 17.4 I'.'. 14.5 13angladcsh 

Time deposit' 56.8 85.l 85 .5 86.7 89.4 82.6 88 85.5 Bangladesh 

Credit to government! .11.8 44.5 
,., ., 
t,._, _ 27.8 23..1 -2.2 52.7 27.8 Sri L:mka 

Credit to (!rivate sector' 58.'.! 55.5 77.8 72.2 76.6 102.2 47.J 72.2 Sri.Lmka 

• M: is money plus quasi money; 1 P.crccnt oftOlal deposits; 2 pcrcen.t of total credit: !I for 1999 (Source: IFS Year Book 2001) 

Comparison of money multiplier reveals a contrasting picture in terms of values. but similar in terms 
of deepening. Value of money multiplier for Pakistan although marginally increased from 2.2 in 1990 

l ., -_) 
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to 3.2 in 2000, but had remained the lowest vis-a-vis other six countries, indicating the shallowest 
financial system. · 

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

While the above ratio describes a qualitative Table 6'18: Fioancial Deepening and· Efficie.ocy in Pakista~vis-l'l-
vis Peer Countries. · - · · · · · 

~ua,li_~f".~~~g~ ~~~,-~92~s. . ~~· .. 
Absolute Refative· to 1990-" 2000 

OU 

characteristic of mobilization side of 
intermediation. share of credit to private sector 
indicates the crowding out phenomenon from 
the credit extension side. This ratio is again on 

Mi/GDP • !nJpmy\:JTICll~.; Qet~o.Qtion : l :. 4. .. 
the lower side among peer countries, both in the -·cu;.fen~y.t M:,- .· :=· .. fmprov~~eife:~ · ·~lf~ge·· ... - 1. "' ~:r.: 
beginning and at the end of reform decade. . Curre~~Y.'fa·op"·~-;1;"', ·:· -:i~~'V~enf;;"''::; NO.cli"~g~~·-"';.~·--7-~.-
However, a minor improvement was witnessed 7 7 Money m_!lltiplier Improvement No change 
from 51.5 percent in 1990 to 58.2 percent in Demand deposits Improvement Nochange 7 7 

2000. Malaysia, in terms of this share stands Time deposits Improvement No·change 7 7 

out as the best performer. Table 6.18 Credit to govemmenr Improvement Improvement 6 

summarizes the qualitative change during the Credit to private sector Improvement Improvement 6 

decade in financial deepening and efficiencies •Lis for best :ind 7 is for worst 

in Pakistan in absolute term as well as in relation to the group of peer countries. 

5 
5 

Above evaluation shows that although the level of financ ial development in Pakistan is much lower in 
comparison with most of peer group of countries, financial reforms nevertheless had a measurable, 
though small improvement on financial deepening ~~d intermediation. Needless to say that not only 
much remains to be done, but keeping the reform process going is also necessary. 
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7 Future Direction of Reforms 

The country has made a significant progress in implementing fi nancial sector reforms and achieved a 
more competitive market structure with thl ~·.panding market share of private and foreign banks. and 
the privatization of rwo nationalized commercials banks. There are also s ignificant gains in the form 
of bett~r supervision and regulation of financial market and institutions. Nevertheless, there are still 
some major weaknesses in the financial sector, particularly with respect to efficiency of the banking 
sector. Thus, further reforms in main areas are requ ired to achieve an efficient, sound and competitive 
banking system. The subsequent sections discuss the future di rection of financial sector reforms in 
Pakistan that has emerged fro m the analysis provided in earlier chapters. 

Future direction should be focused to achieve four broad fl')edium to l ong-ter~ objectives: 
improvement in soundness of financial system; strengthening the efficiency of supervis ion; increasing 
the e ffective ness of monetary policy; and deepening the fin ancial system and services.1 

7.1 Soundness of Financial System 
Soundness of financial system requires its constituent insti tutions to be efficient, having an optimal 
size and relatively healthy portfolio; and the financial system itself of being the opti mal s ize. These 
requirements call for renewed efforts for privatization, drastic restructuring of DFis, a more effective 
tackling of the problem of bad debts, and the el imination of fragmentation , and thereby consolidation 
of financial system. 

7.1.1 Remaining Agenda for Privatization 
Chapter 3 shows that the state-owned banks continue to dominate the financial sector, despite the 
entry of new private and foreign banks during 1990s. The commercial banking system is still 
dominated by the three nationalized commercial and two partially privatized banks. The deteriorating 
govern ance and credit discipline, especially in the state-owned banking sector had eroded their 
capital, which has largely been compensated th rough capital injections by SBP. Privatization of the 
nationalized commercial banks (NCBs) and large development finance institutions is the key to 
overcome these structural problems. These banks should be sold, as being done cu rrently, through 
competitive bidding and through listing on Stock Exchanges. This would bring in transparency in the 
process, fetch a realistic price to the government exchequer and enhance sale proceeds, wh ich should 
be used for high priority purposes such as national debt retirement and pove11y reduction. In addition. 
it would also deepen the strength of the capital market. 

It must be realized that the size of these institutio~s , given the absorbing capacity of the private sector. 
demands a carefull y designed process of pri vatization with absolute transparency. A vigilant 
restructuring of these institutions, making them a manageable and profitable avenue to attract the 
hitherto lukewarm attencion of the foreign investors. is required. In addition, the high tax rate on 
banks' profits is also perceived negatively by the potential buyers of state-owned banks. Though a 
reduction in tax rate from 58 percent to 50.percent for banks has been made in FY02, a further 
reduction is also required so that the general corporate tax rate is applied to banks as well. Moreover. 
the cun-ent drive to recover the defaulted loans also needs to be accelerated. The privatization of 
NCBs could be further promoted by staff reduction and branch rationalization . 

7.1.2 Restructuring of DFis 
Al though the government implemented various reforms to improve the efficiency of the l'inancial 
sector, but only a little attention has been given to refo1m the development fi nance institu tions (0Fisl . 

1 This c hapter dr;iws extensively from " Fin;incial Sector in Pakistan: FuLUre Strategic Direction .. by Dr. lsbral Husain. 
Governor, State B::ink of Pakistan . 
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Current d istressed sta te o f DFis is clearly described in chap[er 4. These institutions are characterized 
by a common set of problems, which includes a very high ratio of non-performing loans and infected 
portfolios, serious shortage of new fina ncial resources, a low level of insti tu tional efficiency and 
overstaffing wi [h a high level of demoralization . The distressed state of DFis is an outcome of 
political intervention by different governments in the 1980s and 1990s, which has perverted the credit 
allocation and loan recovery decision. DFis in Pakiscan have failed not only in reaching the targeted 
sectors but also in achieving sustainability mainly because of large defaults. 

Thus, attention should be paid to reform and restructure the DFis. The ultimate objective o f reforms 
should be: (a) to provide diversified variety of financial products and services at economical costs to 
the various segments of the economy including micro and small enterprises/individuals; (b) to. 
contribute to enhancing the domestic savings rates; and (c) to allocate resou·rces on the basis of 

. economic merits of investment proposals. In this respect, restructuring of DFls may be done with the 
objective of making them operational ly efficient, financially viable and sustainabl~. To achieve these 
objectives, the DF1s' institutio nal structure needs to be rationalized, streamlined and consolidated 
wi~h a view· to minimizing the number of public sector DFls, attain ing economies llf scale, enhancing 
clarity in their roles and promoting efficienr delivery of services to targeted sectors. 

DFis account for about l l percent of the rota! assets of the financial sectors . They are mainly owned 
by the government with mandate to provide directed apd subsidized long-term financing to industry, 
credit to rhe agricultural sector and loans for house bu11lding. Although government inrervention has 
created distortions in the market, u cakulated government intervention is justified in view of the fact 
that the financial market in Pakistan is not yet well developed to meet the long-term financing needs 
of the ernnomy. Keeping this in view, the government has already started restructuring of DFis in 
2000. Bankers Equity Limited (BEL) has already been liquidated, while Natio nal Development 
Finance Corporatio n (NDFC) amalgamated with National Bank of Pakistan (NBP). The Small 
Business Finance Corporation (SBFC) and Regional Development Finance Corporation (RDFC) have 
already been merged into a new enti ty--the SME Bank--to cater to the needs of the small and medium 
scale enterprises. Public sector shares (46 percent) of Pakistan Industrial Credit and Investment 
Corporation (PICIC) are to be sold ro the private sector. The NIT and ICP mutual funds management 
has been proposed to be contracted out to the private sector through the Privatization Commission 
under the Capital Market Development Program with the assistance of Asian Development Bank. 
ADBP will be retained, with insti tutional strengthening so as to make it more effective. Federal Bank 
for Cooperatives (FBC) is in the process of liquidation and irs financing functions will be transferred 
to ADBP. House Building Finance Corporatjon (HBFC) is being restructured and its institutional 
c~pubil ities are being upgraded substanci all y to provide hou sing fi nance. 

7.1.3 Arresting Bad Debts 
Chapter 3 and 4 show that although, a number of prudential measures have been taken to ;.irrest the 
bad debts, the non-pe1iorming loans as percent of total advances increased from 21 percent in L 993 ro 
25 percent in 2000, wh ich clearly reflects that earlier efforts to arrest the bad debts were not enough. 
To address rhe problem in a more systemic way, the government has established the Corporate & 
Industrial Restructuring Corporation (CIRC) in September 2000 to assume non-performing loans and 
assets of state-owned institutions (HBL, UBL, NBP, ND FC, IDBP and . ..\DBP) with the aim of 
promoting revitalization of the economy by reviving sick industrial units. The corporation has been 
empowered to take over the non-performing loans of Rs 30 million or more of the nationalized 
commercial banks lNCBs) and developmenc fi nance institutions rDFls ). make arrangements to revive 
the s ick units and ultimncely liquidate non-performing loans and stuck up loans. The Corporation has 
so far resolved outstanding loans of Rs 3.2 billion by selling 30 non-performing loans. while L38 non­
performing loans wi th outscanding amount of Rs 33 billion :.ire under resolution. 
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While progress of Cl RC has been limited so far in arresting the bad debts, a comprehensive strategy is 
needed to address the issue, which requires rationalization of the whole fi nancial sector and 
consi dering bad debts as a subset of a larger issue. Any comprehensive program of arresting bad debt 
wi ll have to cover the l"ollowing areas: (a) a wel l/runctioning legal l'ramcwork without any loop-holes; 
(b) strengthening and i mproving regu lamry framework; (c) strengthening and widening the scope of 
Corporate and [ndustrial Restructuring Corporation; (d) strengthening the ro le of Credit information 
Bureau and credit rating.agencies; (e) improving the qual i ty of project evaluation by institutions 
before disbursing loans. and (f) pr ivatization of national ized institutions, and reduc tion in the number 
of banks and DFis through merger/amalgamation. It is noh.:wonhy that whi le th<:: first four steps :ire 
of continuous nature. the time frame for last one is necessary to avoid the moral hazard problem . 

7 -1:.4 Consolidation of F inanci al Sector 
Chapter] and 4 also show that there are too many ;;mal l and under-c;ipital ized pri vale financial 
institutions in different categories, resulting in fragmentation and smallness mainly due to the legal 
and regulatory framework that sets th'e l imits of the business areas and minimum capital requi rements. 
Absence of econ o1iiies of scale and s~ope. fa ilure to upgrade technology. :rnd lack of quali ty human 
resource base do not allow these institutions to compete effecti,·e ly w i th large banks. Conso l id~tlil>t1 

of smaller insti tu tions into bigger units is required to enhance competition and etlic iem.:y. This can bc 
done by focusing on the legal and regulatory fra mework, the mode uf funding by institutions. and 
deregulating thei r business operations. T he aims should be to integrate the market as much as 
possib le from the viewpoint or customers of tin:mcial services . 

The fol lowing actions should be wken to trigger the consol idation tn a smooth manner: (a) raising the 
capiral required for each type of 111sutution to a certain level: !b) faci litating consolidation deals: anJ 
(c) in case of commerc ial banks. fun her liberalizing br:inch opentng and closing to promote natural 
growth and mergers. In facL all scheduled banks have al ready been required by SBP to raise their 
capi tal to Rs l ,000 mi l lion by l" January 2003. in a graduated manner by fi rst enhancing it from Rs 
500 mi llion to Rs 750 mil lion by 1 ~• fanuary 2002 . 

l n the long-ter m, the fi nancial system should be well served by a three-tier structure. Top tier woulu 
consist of strong universal banks provid ing credit and financial services to large-scale i ndustries anu 
other corporate cl ients: cateri ng to consumer ~inan c ing needs: and having a global m:twork. T his tier 
would be mainly private sector owned and also em:ouraged co rea.:h oul to small and medium 
enterpri ses . 

Second tier would consist ,if spec ial ized and lllher private sector banks. 111 adtlition co 111icrofinan<.:e 
institutions in public and private sector. TL· 1 icus ur chis tier wouh.1 be to provide .:red it and finan<.:i;il 
services ro micro. small and medium enterprises. besides 111eeting :.pec1alized <.:redic n:quiremcnts for 
exports. agr icul lure :ind ru ral sectors . 

The lh i rd tier is envisageu Lo 1.:onsist of private non-bank rinanc1al ..:ompanil::s resultin g from the 
<.:unsolidation of ~xisting fragmented NB Fis. These institution::. \\Pu Id rt:ly on burrowing ;111d 
contnbut1ons funding their ;1sset growth. T hey wou ld undertake equi ty underwriling. 111erger ancl 
acquisition. asset management. corporate bond issues, securiLies tr ~idi ng. leasing, venture capital etc . 
Th is tier would be govt.:rned ;ind :;upervi~cd by the Securities and Exchange C1)111111 iss ion of Pak:swn 
tSECP) . 

7.2 E ffic;:icy of Su per v ision 
Strcngthemng uf supervis1>ry •ind regulatory ..::ipabiliti<:s of g1)vcrn1ng insritull1>ns tSBP ;111d SECPJ 
not only requires enhanccmem of thei r own skill§ buc also those ,, r· !nstttutions being -;upervised. Thi~ 

r.:quires 111Stillation ul" golld govi;:rnan..:e. pb.1ccm~nt of effective k~a l mrr;.istru<.:ture. and clear 
dcman:ation of supervisory 1espllnsibJi 111cs ;n case 1lf multiplicit ~ ,, f -;upervisnrs . 



P.nk.isrnn: Finnncial Sector A.-..-., .• ·s111e1tl 1990-2000 

7.2.1 Improving Corporate Governance 
For good corporate governance a four tie r structure is desirable, viz managemen t, board. external 
aud itors and self-regulation. A good progress in this respect has been made towards the-end of 1990s. 
The banks/NBFis incorporated in P::ikist:rn have been mandated to get the dearance of the State Bank 
prior to appointment of the ir Chairm::in , Chief Executive and members of the Board. The 
management of public sector banks has already beefl!'\1rawn from private sector, and their boa rds have 
been re-co nstitu ted and appropriate persons of repute from private. seL:tor have been inducted. Under 
the provisions of Banks (Nationalization) Act, ·l 974 the appointments of Chief Executive of public 
sector banksfDFis have to be made out of a panel of professional bankers maintained by SBP. The 
SBP requ ires not only a conti nuous strict scrutiny but also strict adherence to the defined criteria in 
this regard to prevent intervention by the govi;rnment nnd politicians. 

Good corporate governance is ~!so aided by a system of external nuditing. In th is respect. SBP has 
recently revised the appointment criteria for selecti ng panel of auditors to. maki.: it more realistic. 
transparent and according to international standard. The criteria will ai~o hel p SBP to determine the 
professional capability and competence of external ~iud i tor. The guidel ines for submission of special 
report to State $ank by the external aud itors are also being revised. A vigilant mon itori ng and 
updating of chese issues will be requ.ired by the State Bank to improve the corporate governance. 

Self-regulatory bodies like Financial Markets Associati on of Pak istan (Rv!AP) and Pakis1an Banks 
Association (PBAl also have to become more ac1ive to enforce ethical and sound market practices. 
The need fo r close liaison bctv.:een self-regulatory bodies and supervisory authorities will also 
inc re:.ise in future and likely result in better regulation and supervision. 

7.2.2 S trengthen L egal Infrastructure 
Although legal and judicial reforms have facilitated fin:.incial i.:ontracc dispute resolution, 
implemencation of court judgments is still ineffective. partly due to remaining weaknesses in the law 
and its enrorccment. The law could be further strengthened by enabling fin ancial institutions to 
foreclose on collateral wnhout the int:!rvenLi on of courrs. Financinl institutions could be faci litated by 
providi ng required resources of the state to implement out-of-court forec losure. Simultaneously. the 
implementarion of court judgment could be facilitated by providing courts wich adequate resources to 
effect loan recnvery. Furthermore. SBP Act. Banking Companies Ordinance 1962. Banking 
Nationaliz:.uion A..:t and JF! Act c.:ould be revised to enable the operation of these institutions on 
commerc1al co nsiaerari u1s without bureaucratic and political iMluem:es. 

7.2.3 Enha nce Capabi lities of Supe rvis ion 
State 8ank of P:.ikistan has already taken important initi:.H ives co strengthen oil-site surveillarn.:e and 
on-site inspel·t ion. A sec of m:muals was developed for on-si te exami nations. off-site surveillance. 
early warni ng syste m. and problem bank management. On-site examinati on process was modern ized 
to prov;dl.! reliab le . ..:!ear and timely information regarding banks' financial conditions. performance 
and future prospects; ~1nJ serves ~is the basis for effective corrective act ion. fn this respect. 
development of ~usrai nable practical training programs for supervisory staff are essential not only to 
enhance the quali ty nr SBP inspectors but also to keep pace with modernization of financial 
institutions . 

7 .2A Dema r cation of Supervis ion a nd Regula tio n Responsibil ities 
The proposed three cier ti nancial sysrem. requires a dear de marcation of superv ision and regulation 
respGns1bil ities for srrengthening the effical.:y. SBP and SECP have redesigned the non-bank financial 
insti tutinns t ~BFls) to offe1· a whole variety :.ind range of financial products. tailored to the needs of 
..:ustomers through one \\'indow operation: these institutfons will be called as Non-bank Financial 
C1)mpanies t ~BfCs). Du:iliry in supervisory role for Nl3Fls between SBP and SECP will no longer 
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exist as supervisory/regulatory functions of NBFls are going to be transferred to SECP after making 
necessary amendments in Banking Compan1< Ordinance 1962 and a framework containing rules for 
supervision of NBFCs. Continuous coordination is envi saged between SECP and SBP to ensure 
consistent and effec:tivc supervision over the entire financial sector. 

Redesigned NBFCs wil l bring rogecher all non-banking services such as leasing. invescment banking. 
housing finance, venture capi!al, asset managem\:nt, discoun ting services and investment advisory 
servi_ces under one umbrella. This consolidation will not only help in greater cost effectiveness for 
customers, but also improve che cffec:tiveness of supervision stemming solely from SECP. 

7.3 Effectiveness of Monetary Policy 
Independence of central bank is u sine qua non for effectiveness of monerury policy. ft further 
requi res existence of deep and efficient fi nancial markets. I n additi.on. u market based term structun.:· 
of interest rates is a precon9 ition fOr the realization of nn act(ve money and government securities 
market. Furthermore. monetary po.I icy changes are transmitted more t:ffectively if both money and 
foreign exchange markets 'are free of segment::ttion. 

Proper signaling of monetary stance also plays a vital role in che effectiveness of monetary policy. 
which necessitates the signals to be interpreted by rnarkt!t players in the di rection intended by the 
central bank. This requires not only a clear enunciacion of disseminauon of Annual Credit Plan but 
also an enhanced communication with the market: SB P has already started a detailed explanation of 
its monetary stance in its Quarterly Reports. This practice will be further strengthened in future . 

7.3.1 Ensuring Autonomy of SBP 
The SBP was gramed au tonomy in l 997 in the management of monetary polic:y blll it remained an 
institution devoted to the tinam:ial need of the governmenr. although in recent years fiscal prudenu: 
was broadly observed. Ensuring SBP full autonomy in devising and applying its monetary pol icy 
requ ires establ ishing legal l imits to the amount. established in terms of clause (bl of Section 9.•\ nt 
SBP Act. 1956. that it can advance to the government. 

7.3.2 Rationalization of Interest Rate Structure 
Government has created distortions in resource mobilization through che n~it ional saving sc:hemes 
(NSS) by setting very high yie lds on medium nnd long-term saving certific1tes. As shown in ~t;i.; tinn 
6.4. these high r;ites have put pressure on public.: li11~1nces as the domestic debt se rvici ng co:-:cs ha\'C 
risen disproportionately, thus widening the fiscal dctlt: it. On rhe orh..:r hand. they have diverted 
deposits From banking :-ector Ill non -banking set:tm and resulted in lowo::r deposl! base for b~1nks .. --\ s a 
resuic. the NSS mscruments have grown at twice 1he rate ot bank depo~1ts and now equal half of i:>ank 
deposits. Thus. government has crowded out the private sector from ihe long-term markets through 
the NSS. q 

Although in the recent past. the profit r;Hes on NSS have been ra1ionalizet.l 10 averr the diversion or 
banks deposits to non-bunking sector. the government financing mechanism needs to be made more 
conducive to overall financial sector developmenl. Tu achieve this '.c!Oal. it 1s important 10 sec 1he rates 
on NSS marginally lower than those uf government ~ecuri t ies available to banking sector. This is 
necessary in view of premature encashment faci lities avaibblc on vari ous certifi.:ates of NSS. 
Consequent ly. it will require the strengthening of existing weak link between the return on a ten-year 
DSC with that of market determined Pakistan Investment Bond tPIB). Unless this h~1ppens. dis­
intermediation ep isudes will c:ont inue to haL11 t 11c t'inanc:ial system . 
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7.3.3 Unification of Foreign Exchange Market 
Present foreign exchange market is segmented into an official inter-bank foreign exchange marke t, fed 
by export receipts , official remittances and other inflows for ultimate use by impo11s :md other 
payments, and a kerb market fed by unofficial remictan<.:es for ultimate use by any buyer. Kerb 
market has been increasingly used by SBP for purchasing hard currency to enha nce reserves. The 
premium between the two markers has remained within a range of 4 to 5 percent over an extended 
period of ti me. Merging of thes~ markets wi ll remove the segmen tation and increase the efficiency. 
Merger .is proposed to take place by l" July 2002 through transformation of existing licensed money 
changers inro Exchange Companies with enhanced regulation. T his unification is ex pected to 
signi fica ntly increase the inflow of foreign e~change in the country through official channels. 

7 .3.4 Development' of Secondary Market for Long-term Government Paper 
Although the secondary market for short-term government paper is ac tive and efficient, the market for 
long-term government papers is yet to be developed. In itia~ steps in this regard have already been 
taken through t\1e select:on of primary dea lers (PDs) and'.che introduction of P!Bs. The PDs were 
chosen on the basis of their tre:isury expertise and infrastructure. past performance as market players. 
and C:lpital adequacy. 'These players are given the iv1xplicit responsibili ty of developing an active 
secondary murker by supplying non-PDs and insti tutional in vestors with PlBs. The resulting shortl ist 
of PDs include: ( I ) ABN-AMRO Bank. (2) American Ex press. (3) Citib:ink, (4- ) Habib Bank Limi ted. 
(5) National B:mk of Pakist:in, (6) Standard Chartered Grindlays. and (7) Union Bank. 

It is imperat ive to give the long-term instruments a more conduci ve environment through a shi ft in 
mindset of players from a buy-and-hold strategy to a strategy of active participation in seeondary 
mark~t trading_ This wil l depend mainly on how effective the PDs are in undertaking thei r,obligations 
that will lead to effective market making. 

7.4 Deepening of Financial System and Services 
Finn ncial depth requires that financial transactions should encompass a broader range of economic 
and financial agents. This in tu rn calls for limiting the role of government and promoting that of the 
pri vate sector_ Furthermore, outreach of financial instirutions should not be confined to the large few. 
but also touch micro level enterprises. An outdated and inefficient payment system can resu lt in 
promotion of informal fi nancial activities and constrain the system to remain shallow. Moreover_ in 
the age of globa lization, enhancement of financial services will go a long way in attracti ng global 
capitJ I. 

7.4.1 Minimizing the Role of Government 
.-.\s shown in peer coun try comparison (section 6.8), larger sha res of banking sector credit to 
government a re associated with sha ll owness of fi nancial sectors. Therefore, it is necessary to reduce 
the ro le of government and public secto r insticutions through curtail ment of its bon:owing from the 
banki ng syscem. This can only be done ir not only the ownership of government in financ ial 
insti tutions is reduced th rough privatiza tion_ buc a me:in ingful restructuring of public sector 
enterprises is undertaken as well. 

7.-L2 Promote Micro-finance Institutions 
Low level of fi nanc ial depth indicated in high currency and low \11:2 to GDP ratios is largely due to the 
inability \)f present formal financial structure to cater to the needs \)f :nicro. small and medium 
enterprises. which <i re currently outside the formal sector. ;:ind as such unable co expand the scope of 
their economic act ivi tie~ - As discussed earl ier. proposed th ree-tier scrucwre of financial system i;;; 
i;:xpected to go a long w:iy in deepening and wide111 ng 11f rinanc1:1l ;1cm·1ties_ 
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7.4.3 Modernization of Payment System 
Considernble progress has been made during 1990s towards achieving speedy and automated clearing 
of cheques. However, progress on modernization ot' government securities sculemem system was 
limited to establ ishment of a book-based manual system for only th ree government securities tT-bi lls. 
FIBs ;,md PlBs). Nevertheless. a landmark :H.:hievcment was the establishment of Central Depository 
Company for automated settlement of co rpurate secu ritie~. · 

Establishment of an automated al)d efficient payment settlement syslem is necessary not t>nly to 
increase the volume of fi nanci'al transacrions within the country. but also to tap the international 
capital searching for viable rin'1ncial investment. Growing cross-border interdepenclem:c between 
payment and settlement systems has led to a number of internntional in-itiatives to develop the 
payment systems in accordance wi th the Core Pi'lnciples for System:.Hicall y Important Payment 
Syst~ms (SIPS). The SB P ii; examining various options to imrlement a Re:il Time Gross Scttk1hcnt 
System (RTGS). Once operational, it wi ll significantly enhance the volume of financial t1\1nsactions 
in the country. Fu rthermore, in order to cu1 ·· I the del:iy in forc.ign currency tran~i'~rs within the 
country. establishment of a non-Rupee clea ring house is also under consideration. 

?AA Enhancing Financial Services 
The financial sector around the world is opening lo the foreign markets. Globalizal!on brings in both 
opportuni ties and thre:its. Economies that want to get benefi t l'rom th is trend must be pro;u.:tive in 
adopting the optim:il policies. World Trade Organization is an imporranc forum for promoting 
international trade in goods and services and Pakistan is a member 1>f \.VTO and a participant in GATS 
(General Agreement of Trading in Services). State Bank wil l be actively involved in prnmo1ing 
polic ies and strategies to export financia l services. Presently. Pakistan·:; commitments in financial 
services address important issues of branch licensing. ownership of b:inks and financial institutions_ 
:isset managemen t and ~in:incial advisory service~. employment of foreign nmion:.ils. sett111g up of 
locally incorporated subsidiaries by foreign insti tutions. and commitments related to leasing and 
insurance. Further liberalization of financial services has to be undertaken under TRI Ms 1 Trad<:: 
Related Inves tment Measures) ag ~·eement with WTO. Therefore. che State Bank as a regulatory 
authority wi ll have to reposition i1self to cope with these ch~tlknges . 

7.5 Conclusio n 
State-owned banks and DFls are still faced with the problems of large n.rn-µerforming l l)an~. high 
administrative ,;osts and low effic:ient.:y rellected in high spread bet\\'l!t:n lending and JeptJSll rates. 
Thus. key to solution lies in the privarizat1on of state-owned banks ;1nd DFls. Tn privatize rhcse 
insticutions. u watchful restructuring 1s required to make the:-.c 1nstituti1111s 111anage:1ble an<l prnfit:1blc 
avenue to attract the auention of foreign inve~tors. Tu remove Jisturnons in resource mobilizati nn . 
the government financi ng mechanism needs to be made more ..:onJuci\·e to overall financi:il sector 
development. To arrest the bad debts a comprehensive strategy should be envisaged. which requires 
rational iz:nion or 1he who le fi nancial sec tor along \\'llh a well l'unc1i1)111ng legal framewl)rk w1thuut 
any loop-holes: strengthening and improving regulatury framcwor!> : ~m::ngthi;n ing and w1dt:ning the 
scope of Corporate and industrial Restructuring Curporaunn ; pm,a11zat11 >n ul nallt)na l1 ze<l banks: and 
merger of small banks and reduction 1n the nu mber c)f DFls. Cons,1i1L!:1tion of :-.mailer 1nsti tu t!1rns into 
bigger units is also required to enhance efficiency an<l promote ~umpcl!lion. lmplcrnen ta[lnn 111' 1hest.: 
reforms would result in self-sustained and commercially viable fina ncial 111s1ituti0ns . 

I ' ' '' 
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Annex 1 

Annex 1.1: Lis t of Scheduled Banks Operating in Pakistan 

i\s un 30th June 1990 

State-oiv111ul fJu11ks 
I All ied !lank of P:tkisLan Llu. 

'2 First Women Bank Ltd. 
3 Hahih Bank Ltd. 
4 Muslim Commercin l Bank Lld. 
5 National Bank or Paki~tan 
6 The Bank or Punjab. 
7 Uniteu !Jank Ltd . 

Fareig11 fJa11ks 
l /\lgcmcne Bank Nctherl•mu N.V. 
2 Amcric:in Express B•1n k Ltd. 
} A NZ Grindlays B:mk p. I.e. 
-I Bank or America 
5 Banque lndosucz 
6 Bank of Tokyo 
7 Citibank N .A. 
S Deutsche Bank A.G. 
q Deih:i !lank 

10 Emirates Bank lmernational Ltu. 
l I Hahih !lank . .\ .G. Zuri<.:11 

12 lmernmional Finance Investment and Commerce 
13;;nk Ltd . 

I} 

1-1 
15 
16 
1: 

:Vla~hrcq B:1nk Ltd. 
Massraf Faysal Al -lslamt of Bahrain 
Rupal i B;ink Ltd. 
Standard Chartereu Bank 
The Hong Kong :inti Shanghai Banking C11t'J'Y)rat111n 
Ltd. 

Prfral<! /Ja11h 
:-Iii 

As on JOlh .lune 2000 

Stute-ow111:d /Ja11ks 
All ied Oank of Pakisran Ltd. 

2 First Women Bank Ltu. 
J Habib B:\tlk Ltd. 
.i Muslim Commer<:ial B:1nk Ltd . 
5 Natio1wl Bank or P:1kist:in 
6 The Bank of Khyba 
7 The 13ank uf Punjab 
8 United Bank Ltd. 

F11reig11 8ll11k~· 

I ABN AMRO B:mk :"J.V. 
:! .\I- l3:1raka lsbmi1: Bank B.S.C. iE.C.) 

·' American E.~press Bank Ltd . 
Bani\ of Ceylon 

5 Citib:1nk N.A. 
6 
7 

Crcllit . .\gricole lnuosuc~. 
Deutsche !3ank A.G . 

S Doha Bank 
CJ Emir:lles !3ank lnternati\mal Ltc.l. PJSC 

10 Habib Bank AG Zurich 
11 lrnernatronal Finam:c Investment anJ Commac.: 13 ;1111.. 

Lld . 

12 Ma~hrcq Bank PSC 

1:; 
1-l 

15 
16 

lj 17 

IS 
l'J 

Oman lntcrnation:tl Bank S.A.0 .G. 
Rupali !3ank Ltu. 
Soeictc Gcnerale. The Frcn<.:11 :111J International Bani.. 
Stantlard Chartered Bank 
Standard Chancrctl Grindla~'S Bank Lid . 

The Bank 11i' T0l.: y1•-Mi1suhi sh1 Ltt1. 
The Hong Konl! :mu Shanglw1 l3a11ki 11g c,,, :11irat1<lt1 
Lttl. 

l'rivate /Jank.~ 
I Askan Commcrc1:il Bank Ltu. 
2 B;ink Al-F;;ilah Ltd . 
.l [3,mk Al· Habil' Lld. 
-l l31)la11 13ank. LtJ. 
) Fay,al Bank Lttl . 
() Gulf Commercial Bank Lld. 
7 Mctruriolilan Bank Ltd . 
S Pla111111111 Cl'tntnerc1al Bank Ltd. 
9 Pri111t: C\lm111c1<:i:1I B:111k UJ. 

I 0 Pruucnt1al C11mm..:rcial 13:.nl.. I .ld . 
I 1 S1mcri l3 ~1nk L.tJ. 
I~ lJ n 11111 13ank Ltd . 
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Annex 1.2: List of NBFis Operating in Pakistan 

As on JOth Junt! 1990 

Ueve/upme11t Filla11ce fllsti111tions 
I Agricultural Development B:i.nk of P:ik1st:in 
2 13ankers Ec1uity Lid. 
3 Fetleral Bank for Cooperatives 
4 lntlustrial Development 13 ank or Pakistan 
5 National Development Fin:mce Corporation 
6 Pakistan Industrial Crcuit & lnvesnnent Coqior:nion 

Lid. 

i\s on 30th .rune 2000 

Develop111e11t Fi11a11ce /nstit11tio11s 
I Agricul!ural Developmcm Bank or P:ikistan 
2 Bankers Equity Ltd. 
3 Federal Cooperative Bank 
4 l11d11Slf1:1 l Development Bank of Pak istan 
5 N:iuonal De\'dopmcnt Finance Corporation 
6 P:i.kistan Industrial Credit & Investment Corpor::nion 

Lid 
7 Pakis1:1n Kuwait Investment Corr.pany (Pvt) Ltd. 7 P:ikistan Ku\v:tit lnvcs1mcn1 Company (Pvt) Lid. 
S Pak-Libya Holdin~ Co. (l'v1) Lid. 8 P:1k-L1hya Ho ltling Co. (Pvt) Lltl. 
9 Punjab Provinei<!I C:oopcr:itivc Bank 9 Punjab Provincial Cooper:uive Bank 

I 0 Regional Developmem Fin:incc Corporation 10 Regional Development Finance Corporation 
11 S:iudi Pak Industrial & A!lricuhurnl Inv. Co. (Pvll Ltd. 11 S:iudi Pak lm.l ustri:il & Agricultural In v. Co. (Pvt) Lid. 
12 Small Business Finance Corpormion ISBFC) 12 Sm:ill Business Finance Coqior:it1on (SBFC) 

Investment Banks 
I Al-Towfeck Investment Bank Ltd. 
2 Asset Investment Bank Lld. 
3 Crescent lnvesuncnt Bank Lld. 
.l Fidelity Investment Bank Ltd. 
5 b lamie Investment Bank Ltd. 

l .easi11g Cu111pa11ies 
I .~sian Leasing Corpornt.tin Ltd. 
2 Atlas BOT Lease 
3 Onem L.:as1ng 
4 .Jnx Lc:is ing P:ik1st:in Lid. 
5 P:ikis1:in Industria l Lc:i,ing Corporation Ltd. 

l -W 

fll vestme111 /Ja11ks 
I Al · Meezan Investment B:ink Lid. 
2 Al-Fays:il Investment Bank Lid. 
3 ;\l-TO\•rcek Investment Bank Ltd . 
4 Asset lnveslmcm Bank Ltd. 
5 Atlas BOT Investment B:ink Ltd. 
6 Crescent lnves1men1 B:ink Ltd. 
f Escorts lnves1mem Bank Ltd. 
8 f'idelity Investment 13ank Ltd. 
9 First imcrn:11ion:il Investment Bank Ltd. 

10 Fr;inklin Investment Bank Ltd. 
I I Is lamic Investment B:lnk Ltc.J. 
12 .l:!hangir Siddiqui Investment b:ink Ltd. 
13 Orix lnvcs1111ent Bank Ltd. 
1-l Prudential lnvesunem Bank Lid. 
15 Secum~ In vestment 13:ink Ltd. 
l 6 Trust [n, cstmcnt Bank Ltd. 

Leasing C11111pa11il!s 
I .-\s1an Leasing Cnrpt,r:uion Ltd. 
2 Askari Leasing ComDany Ltd. 
3 Atl:ls Lc:isc Ltd. 
4 C:1pital Assets Lcas111g Corpo1 au on Ltd. 
5 Crescent Leasing C<Jmpany Ltd. 
6 Dadabhoy Leasing C1mp:1ny Lltl 
7 DaWO\Jtl Lea~ing c,rn1p:1ny Ltd. 
S English Leasing Ltd. 
9 First Lc:1s ing Corporation 

I 0 Ghandh:ir:i Leasing Comp:1ny Ltd. 
11 Grays Leasing Ltd. 
12 lbr:ihim Lc:.ising Lt<.!. 

IJ Inter ..\)1a Leasing Comp:1ny Ltd. 
14 lmcrnalional :vtulti L:as1ng Corporation Lltl. 
15 Lease Pak Ltd. 
16 .vlcrc:111tilc Lca:;ing C.1mp:iny Ltd. 
17 N :H1()n:il .~>SC!S L~:1s1ng c.irpor:uion Ltd. 
i 8 .'<:1L1onal Devdopmcnt L.:Jsing C<lrporation Ltd. 
! 9 .'<awvcr L.::1sc & Rc1i n:111c:: Ltd. 

• 
• 

• 
• • • • • • 
• 
• • • 
• • 
I 

• 
t 

·t 

• 
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Annex 1.2: List of NB Fis Operating in Pakistan (Cont.) 

As on 30th .J un e 1990 

1'vfodctrab11 Co111pw1ie~ 
I B.F. Modaraha 
:: B.R.R. Capi1:.il Modaraba 
J B.R.R. Second Mo<faraba 
-l First GrinJl :iys Mod;1raba 
5 First Habib Modaraba 
6 f'i rst N::ition:il Modaraba 
7 First Sanaulah Modarba 
8 First Prudcmial Modaraba 
9 LTV Capital Modar:iba 

10 ,\,lod:iraba Al-Mali 

~ 

As on 30th June 2000 

20 Network Leasing Corporation Lid. 
21 Ori x Leasing Pakisi:in Lld. 
2'.! Pac ific Leasing Corporation Lld. 
23 P:.ik-Apcx Lc;ising Company Ltd. 
2.i Pak-Gul f Leas ing Ltd. 
25 Pakist:.in Industrial & Commen.:ial leasing LtLI. 
26 Pakistan Industrial Leasing Corporation Ltd. 
27 Paramount Leasmg Ltd. 

,• 

28 S:iudi Pak Lcasi ng Company Ltd. 

33 

Security Leasing Compuny LtLI. 
Sigma Leasing Corporation LtLI. 
Trust Leasing Corporation LtJ. 
Union ·Leasing Ltd . 
Universa l Lca>1ng Corporation LILI. 

Mot!urabu Cu111pa11ies 1 

I· Al-Noor \fodaraba 
2 Allied bank :Vlodar:.iba l '' 
3 Al-Z:imin Modaraba 
-I B. F. 1\lloLiaraba 
5 B.R.R. lntcrn:nional :Vlod;,iraba 
6 ConliJcnce \•lodaraba I' ' 
7 Co11s1cll:lliun .\ !odar:.iha I " 
s Crescent :Vlodar:iba I" 
9 Custodian Modaraba I '' 

10 DaLiabhoy MoJ:iraba I" 
11 El ite Capital \ loJaraba I '' 
12 Equity \ ·1od:1raba I~ 
13 Fidel ity Leasing :vtoLlarnba 1·' 
l -1 Financial Link \fodaraba 
15 General leasing :Vlod;ir:iba I" 
16 Grindlays :Vlod:iraba I "' 
17 Guardian Lc:bing \llocJar:1ba 
IS Habib Bank \ loJaraba I '' 
19 H:ib1b M0Jarab:1 I'' 
::o Haj veri :Vlod:ir:ih<1 I" 

::1 I BL ivl odaraba : ~ • ,.., 
Ibrahim :-.·10Jar:1ha I'' ,, 

_j lmrooi :VloJ:ir:iba 1·• 
::-1 lndus1rial C:ipiwl :vtodaraba I~ 
25 l1ucrl'und :Vlodar:iba I ' ' 
26 Islamic.: :Vlodar::\la I .. ' 
27 LTV Capnal \ ludarab:.i 
~s Mel1ran :Vlndar:1ba I ~ 

::<J Mod:ir:ma A I Ti.iarah 
30 :\lndar:iha ..\i-.\ lali 
31 N:nional :VloJ:\raba I " 
~2 P:ik M0Jar:1b:1 ! ·• 
33 Paramount \ ·h:.'Jaraba I·• 
J.j Prol'css1onal ;>. l,idar:iha I .. ' 

~5 Prov1dcncc \ k>Jaraha 1 ·• 
::6 Prudcnual .vtcJaraba I·'' 

37 Prud~nu:il \i0d:<r:iba 2"" 
:;s Prudential \h'darah:.i 3'0 

1\11/Ji!Xe.\° 

I-I. I 
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Annex 1.2: Li'st of NBFis Operating in Pakistan (Cont.) 

As on 30th June 1990 

llousi11g Finance Companies 
I HL•use Building Finance Corporation 

1\!111/uul Fwuls 
Investment Corporation 01 Pakist:in 

2. N:1tion:tl Investment Trust 1-ld. 

l -+~ 

As on 30th June 2.000 

39 Punj ab Modaraba I" 
40 Tri-Star Mcxfaraba I ' ' 
41 Tri-Star Mo<laraba 2.'.i 
.Q Trust M od:ir::iba 
43 UDL Mo<larab:i I" 
_g Unic:1p Modaraba 
45 Unity Modaraba 

I fo11si11g Pinunce Compuuie.v 
I Citibank Housing Finci nce Co. Ltd. 
2 House Building Finance Corporation 
J International Housing r inancc Ltd . 
.I LTV Housing Finance Ltd. 

M11111al F1111d.~ 

I Golden Arrow Sdectcd Stock Fund 
I " ICP Mutu<1I Fund 

3 2."J ICP Mutual Fund 
.I 3n1 ICP ,vtutual Fund 
5 ..i•h ICP Mutual Fund 
6 5•h !CP Mutual Fund 
7 61

" ICP Mutual Fund 
s 7'" ICP :V!utual Fund 
C) 8111 !CP YIULual Fund 

10 9'11 ICP Mutual Fund 
11 l o•t. fCP Mutual Fund 
12. 11°11 ICP'Mutual Fund 
13 i 2111 ICP Mutual Fund 
I.I I:;'" ICP Mutual Fund 
15 I.+'" ICP Mutual Fund 
16 I 5' 11 ICP Mutual Fund 
17 l611o ICP Mutual Fund 
IS I 7'1o ICP Mutu:il Fund 
l'l IS'" ICP :-... lutu:.il Funt! 
::o ! 9'" ICP Mutual runu 
2.1 :::O'" ICP Mutual Fund 

"" 21 ·' ICP :Vl utual r=unu 
23 22.'"1 ICP Mutual Fund 
2..1 /' 23'J !CP :Vhnu:i l Funtl 
2.5 :?..+' 11 ICP Mutual Fund 
2.6 2.5'1' ICP \llutual Fund 
'27 ICP SE:Vlr 
:::s Tri -Star Mutu~I Fund 
~l) Growth :Vlucual Funtl 
30 Security Stock Funt! 
3 1 ,\ sian Stock Fund . ., 
. L Prudentiul Stock Fund 
33 KA·S B Premier Fund 
::;-i S:ifcwa~ :vl utu:il Fund 
.. 1) First C~pital :\-lutual Fund 
:i6 ConficJe11<:e :Ylutual Fund 

y; D,1111 inion Sto.:k Fund 
38 Al-Mee7.an ,\lurnul Fund 

- · · - · -·..:.:..- - '!-::.- . 

• 
• 
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• 
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Annex 1.2: List of NB Fis Operating in Pakistun (Cont.) 

As on .30lh .f unc 1990 'As on 30th .I unc 20110 

Discow11 flo11 ses 
I First Credit & Discount Corporalion 1Pv1) Lid. 

Ve11ture Capital Co111pa11il!S 
Nil 

39 BSJS Bal:incc Fund 
40 NIT 
.ii UTP 

Disco11111 l/ouses 
First Credit nnd Discount Corporation (Pvt) Lic.J . 

2 Nation;,il Discounting Services Llc.J. 
3 Prudcnllal Discount & Gu:irantee House Ltd. 

Ve11t11re Capital Companies 
I Pakiswn Emerging Ventures Ltd. 
2 Pakistan Venture Capil::il Lid . 

A1111exe.~ 

' These ~5 mollaral>as a1<! ha11Jkd by 4 t 1nana£c111c111 rnmranics. or which 1hrc~ arc hlntlling more lhan on.: 1110<.laral>a (1'n1dc111i:il Capi1al 
Man:igc111.:111 Ltd. is ha111.Jling three mo<laral;ias. Al-Mal (urporaliqn Lld. is handling lwo. and Tn-S1ar modaraba I~ JnJ :?'"'arc handled hy 
cmc company) . 

1-L'. 
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Paki.l'ta11 : Fi11 rr11t:i11/ Seccor /\.\'.1es.m1t!11t 1990-2000 

Annex 1.3: Exchange Ma rket Participants (Pre-reform) 

Foreign exchange market comprised of suppliers (exporters. remitters and tourists), and users of 
foreign exchange (importers and go-vernmenc sect.or orgnnizutions). To manage the transactions 
between suppliers and users of foreign exch:inge. a system of Authorized Dealers (ADs) and 
Authorized Money Changers (AMCs) was in place. 

1.1 Foreign Exchange Supplie rs 
Exporters, Pakistani nationals working abroad and foreign v1si1ors spending foreign exchange in 
Pakistan make up a major source of hard currency in the for!!ign exd1:mge marker. Exporters were 
obliged to surrender export proceeds to ADs w11hin four months of shipment of visible exports, and 
within three months of invisible exports (SBP authorized extensions of this period at Its discretion). 
Proceeds from exports ·to Afghnnistan were. however. exempted from surrender requirement. 

Worker remittances were also su rrendered to ADs in exchange for the Rupee equiv{llent. which in t~rn 
was sold to SBP at prescribed r:i tes. Foreign visitors could convert thei r foreign currency holdings 
into Rupee at hotels and other licensed organizations dealing\\ 11h tllurists. These licensed. dealers 
operated within pres<.:ribed limits on the volume of transaccions and were also requ ired to surrender all 
foreign exc:hange to SB P. 

1.2 Foreign Exchange Users 
Importers and those making invisible payments stu.:h as students. travelers and foreign compan ies 
remitring dividends. etc. comprised the users of foreign exchange. [nvisible payments and 
remittanc:es were su bject to stringent controls by SBP, whibt importers · foreign exchange 
requirements were met by ADs. All imports. except goods imported by the government and other 
specified categories, required ::.i license issued by the Chief Controll er of [mports and Exports 
(CCI&E) who was also responsible for implementing imporc and export policies. These licenses. 
together with req uirement of letters nf credit. were effecti\'dy a means to regulate payments and 
overall import demand in the foreign exchange murket. 

Trade relaccd invisible pnyments were treated according' to the underlying trade trans:ictions, and in 
many cases require9 prior approval of SBP. Limits on commissions. brokerage and other charges 
applied as ;1 per::enfoge of the value of the import shipments. Other invisible payments included 
payments for priv~;te travel. education and remittance of di vidends. etc. The Pnv:ite Travel Exchange 
Quota ( PTEQ) was US:S l .000 per person, every two years. Allowances were made for pilgrims 
tr:iveling to S;wdi Arabi::i, as well us for exporters (earning above a giver. threshold ;innuallyJ on 
ac.:c:ount OI' business trips abroad. At.lditional <!:<change for business travel. medit:al treacment. 
education. and ,;ponsored cultural trips were granted on 1ndi\'ldual basis . Student maintenance and 
book al lowunces for stu:.:l y abroad were :i llowed up to USS 3.200 a year. Allow:inces for prokss1onal 
Li·aintng abroad were also made. Unrestricted remillance or d1•..-1dends by fore ign sharehuldc:rs wa~ 
allowc:d whc:rc: the underlyi ng inves tment had been made w11h government apprnv:ll. Foreigners 
exiting the country withtn six months or their arrival 

1
in Paki~wn were permitted to cake ouc foreign 

c:u rrency equivalent to the amount they brought in. whilst those li·•ing in P::ikistan could m:ike famil y 
rcmitcanc.:es o f U!J to 50 percent of ner income or US$ 750 per month. 

Government departmems :ind publi..: sector org:ini z:rnons were indirect pa rticipants, with an important · 
role in the foreign exchange market. The Ministry of Finance prepared :ln annual foreign exchnnge 
budget. outl ining requiremems for indi vidunl public sector depanmtnts during :i year. whic:h were met 
by ADs. [n l 989-90 . ..:ert:i in publit: sector organizations were heavily involved in foreign tr:ide 
tr:1ns;1ct ions. for example, State Cement Corporation. Trading Corporarion of Pakistan. Collon Ex pore 
Corporation and Rice Exporc Corporation. These agencies were required ro -surrender their earnings 
[O .-\Os, whilst their for~ign exchange needs wae also rut rilled !Jy .-.\Os. Funhermore. t'oreign -

1..1...\. 
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currency loans co.ntracted by the government were surrendered t<; SBP against their Rupee equivalent, 
deposited in government 's account with the SBP. 

1.3 Authorized Dealers 
These comprised of all commercial banks designated by the SBP to deal in foreign exchange. ac ting 
as the main intermediary between suppliers, users and the SBP. They were required to surrender al l 
foreign exchange ho I di ngs to SBP on- a daily basis after c learing their payment obligations. At the 
same time, SBP w·as also re:.idy to meet any excess demand of foreign exchange over and above thei r 
holdings. However, given the large curren t account deficit. SBP was more likely to be regula r seller 
in the interbank market. ADs also dealt in foreign currency debt instruments certified by the SBP. 

1.4 'Authorized Money Changers1 ~ 

Th.is category was res\ricted to hmels and other organizfations dealing with foreign tourist:;. They had 
Ltd. authorization to purchase foreign currency notes, coins and travelers checks at rates prest:ribed.by 
SBP, subject to the con.dition that they su1\ender all collections to an au thorized dealer. AMCs were . 
therefore, essentially involved only in meeting domestic cu n·ency demands of tourists through 
conversion of fore ign e xchange . 

1 According 10 Foreign Exchange Regulation .-\cl. ICJ.17 ··authorized money chJngcr means a person 1·or the time being 
authorized under section 3A to deal i n 1·orcign currency notes. bank nu.tcs .. com~ and travelers c.:.hcqucs . 

f 
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Annex 2 

Annex 2.1: Reform Matrix 

Area of reform Date of 
1·eform 

Privatization 
• . 

Amendment in The Banks 1990 
(Nationalizatiop) Act 
1974. 

Privatization of NCBs Apr-199 1 

Sep-1991 

Opening or new banks ,\ ug-l 99 l 

Scheduling of provincial Sep-1994 
banks 

Institutional Strengthening 

Setting up or Credit Jan- 1990 
Information Bureau (CIB) 

National Credi t Aug-l 99 1 
Commission (NCC) 

Expansion in supervisory fan- l 99'.: 
jurisdiction of SBP 

Seni ng up of NB Fis Jan- I 9CJ2 
Regulation & Supervision I 
Department I 
Rules of business for Dcc-1 991 

: NBFls 

lssuancc of prudential Jan- l 992 
rc~ulations fo r b:rnks I 

I 
I 

Amendment in Banking Feb-1993 
Companies Ordinance. 

I 1962 

I 
Grant of autonomy to the Feb- I 994 
SBP I 
Es tab I ishment of Monetary Feb- 1994 
anti Fiscal Policies 
Cooruin<11ion Board 

I ' 

Reform description 

The Act was amended to pave Lhc way for privatization or the nationalized 
commerci al banks (NCBsJ. · . 

On April 2, 1991. 26 percent shares or MCB were uisinvesLed to private -
secLOr. Anmher 40 percent shares were disinvested in two steps in February 
l 992 and Jnnuary l 993. 
On September 9, 1991. 26 percent shares of ABL were sold to private 
sector. In August l 993, further 25 percent of its shares were sold to the 
privJtc sector. 
Permission was granted to open I 0 priv:ite domcsLi <.: b:mks :ind li<.:enscs 
were granted to 3 foreign banks to operate in Pakistan. In l;11cr years, 
further 8 domestic ;111d 3 foreign banks were established . 

Two Provincial banks namely Bank or Punjab and Bank or Khyber were 
scheduled . 

CIB was set up in SBP to compile data pen:.iining 10 borrowers from the 
lending institutions in the country and disscmin:uing it to banks and 
financia l institutions. I 

I 

National Credit Commiss ion was set up in August 1991 to review the 
ex isti ng pol icy and institutional :unngcments for Lhe alloc:llion and tlow nr 

I credit in the economy . 

The government extended supervisory jurisdiction of the SBP to the NBrts i 
including leasing <.:ompanies. investment banks and housing rin:mcc 

I comp:mies ct<.: . 

The said derianment became 1·unc1ional from January l. 199'.:. In the ! 
! 

organiz:uional rcstructunng process of SBP in FY97. the then tw0 Banking I 

Inspection Departments (81Dsl and this dep:mment were rcstrncturctl as I 
three Bank in£ Supervision Departments ( BSDs >. ! 
SBP framed :rnd issued Rules or Business !"or NB Fis. These rules became i effective l"rom Janu;iry I. 19CJ'.!. 

' 
SBP issued prudential regulations for banks. These regulauons covered I 

various :1spcctS of operations o r ~ommercial hanks and hecamc lll:tndatory ' 
w.eJJuly I. 199'.! . I 

I -
I Se, ·: ·n '.!78 was inserted to curtail disruptive union activities. and section 

SJA was inserted LO make punishable d ishonest removal 1lr uisposal 11t" I 
I 

goods pledged as >ecurity for payment 01" debt Or loan . .-\mendmcms also I 
empowered SBP to frame guidel ines for fac ilitating recover' of bad and I 
doubtful loans. I 

State Bank was granted autonomy in February 1994. lssuan<.:e of Lhree more I ordinances on January 2 l. : 997, which werC 'Jpprovcd by the parliamcm in 
.vla:1 I 9Cl7, further strengthened Lhis :iuton1imy. ! 

I This Board wa~ constituted for 11wint:11111ng .::oordination h~twcen Lhc SBP i 

I 
and federal government un fiscal. monct.try :1ml exchange rate pc·licics. I 

I 
I 
I 



P,1k1stn11: Fi11m1cml Secwr A.H(s.m1e111 1990-'2000 

Credit ratings for NBFts & Apr-1995 Effective from April 20. 1995, all NB F!s were required to have themselves 
banks Jun-2000 crcuit r:ned by a SB P appro,ed r:lling agency. The same became :lpplicable 

for all commercial banks from June 2000. 

Fund management anti Jan-1997 Banks mc.·ting asset~ requirement :md other credit Jiscrplines tluriny the 
investment advisory immcuiatcly preceding 52 weeks would be eligible to offer fund 
companies management :ind other investment advisory services onl¥ if they form 

exclusive subsidiary comr>:.inies for the purpose . 
Dissolution of Pakistan i\lay-1997 .PBC, which was establr.hetl to look after the affairs of 1he NCBs. was 
B:mking Council (PBC) Jissolved through an arnenJment in the Banks (Nationalization) Act. 197-1. 

International Accounting Aug- 1997 St:lle B:ink issued directives to b:inks to prepare accounis fo r the year 
Standards (IAS) endi ng December J I, 1997. in conformi ty with IAS. 

Basel Accord Dcc-1997 Banks were ins1ruc1ed to apply the system or risk-weighted capital. in line 
wi th the Basic Accord. From December 31.1997. all banks were required to 
maintain capital and unencumbered general r(';;en·es of not less than 8% of 
their nsk-we1ghted assets. 

Minimum paid up capital Effective rrom December JI. 1997. no banking company in Plkistan woulJ 
carry nn business unless it has a minimum pnid up capital or Rs 500 million. 
This minimum paid up requirement for banks was doubled in December 
2000 to Rs 1.000 million with half of the 1m:n::isc i.e. upto Rs 750 million w 
be achieved by December WO:!. 

CAMELS framework CA1vlELS framework was auopted to ascertai n the performance of b:mks 
and NBFls on lhe basrs or off-.11e anti on-site surveillance. 

BASEL core principles Out of twenty-five core pnnc1ples, SBP 1s compliant in fourteen, largely 
compliant m eight, nnJ rnatcnally non-comphant in three or lhcsc 
orinc1oles. 

Equity ~upport to UBL :.ind May-1998 In lerms or its bml-olll package. the Stale B:ink mnde cqu11y support lo UBL 
HBL :101ounting to Rs 21 b1lli1m on ~fay .l. 1998. and Rs 9. 7 billion to HBL on I June 27. 1998. I 
Downsizing :ind 1997-98 Public seclor banks nnd DFls were asked Eo rrepare aclion plans ror 
restruclunng llf banks and restructuring anu downsizing or their organizations m order lO reduce the 
DFls financial intermediation cost. Accordingly, through various incentive 

schemes from 1997 to I 999, work force •)f lhese mstitutions was reduced 
from 99.95-1 to S 1,079. while SI 5 loss-making branches were closed. 

fatabl ishment of Sep-2000 The CIRC was establtshed on September:.:.. 2000 to promote rcvitaliz:uion 

I 
Corporate & lnuusmal or lhe economy by reviving sick rndusrrinl units. ft will take over 1hc NPLs 
Reslrueluring Corporation of NCBs and DF!s. 
tCIRCl 

I 

' ~nn Performing Louns lNPLsJ 

Class it 1c:11ion lll lll;ms 

Selling ,,f ioan recovery 
t:trgcts 

New lo:in recovery law 

I Eslabl1>hment ,1f hanking 

i "'"m 

1-+S 

I 
I 

Aug- l'l92 
i 

I 01rec11ves were 1ssueu Ill banks for pro'- 1S1oning and da)s11ic:r11011 ot :"-!PLs. 
I Loans were to be dass1 ficu as other assei, C) cc1;11l p y mcnuoneu t01\EMl. 
• ,ubslanuard. doublful llr loss. d.:pending un whether 1n1ere)t or principal 1s 1 
II overdue. Prov1s1onrng againsl sub.;E:indlrd. uoublful and lo~s !nan categoncs I 

were required ill be m;ide :1t the rate <Jf :O'J.. 50% anu 100% rcsncct1vclv. I 
Nov-1993 I Banks were Jirecteu 1<1 lay uo" 11 4uanerly recovery 1:1r~cts as rcrccntngc ,1f 

I the overdue obligauon. They were :ils0 ,-cqu1rcJ 10 subm11 rrogrcss reJ)()rt 

Feb-1997 

Feb-l997 

' on recovery in relation 10 targets -;ct on quarterly h~s1s 

In order to provide neccss:1ry leg:1l fr:imc•.vork to c.wedite the recovery of 
stuck-up loans. two existing rec<'vcry ;aw~ 1.c .. Bankmg Tribunal 
Ordinance. 1994 and Banking C..impanics f Rccove1 y ol Loans) Ordinam:c. 
L 997 were repe:.iled and replac.:J 11·1th .1 new comprch.:ns1vc l:iw--Cbnk1ng 
Companrcs !Recovery of Loans . . \tlv:rnccs, C1etli1s and F111ancesJ Act. 
1'>97. 

I The Federal Government establr, hctl ::.i hanking courts to admit cases or 
I loan Jet:aulls b~low R~ }Q 11111f11rn. for .. 1scs :1bove ~s .10 ~illilln. two 
! JUtlges lonn Lanore I ltgh Court .1nJ unc Jutlge each lrom SrnJh anJ 
i 3:iluchrstan High Courts were nomrn:uc-d 10 tlc~1I exclusrvc:ly wrth such 
1 cases. 

I 

I 
I 

I 
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Incentive schemes for loan Jun-1997 
defaulters Dec-1 997 

Dehl Management Reforms 

Setting up of Securities Dcc-1990 
Departm!=nt at SBP 

Auction system of treasury Mar- 1991 
bills 

"t\lational Savings Scheme Feb-1990 
(NSS) 

lntroductiCln or long-term Mar- 1991 
~overnment paper 

Appointment of Approved Dec-1990 
Dealers 

Ac tivation of Subsidiary M:ir- 1991 
General Ledger Account 
(SGLA) 

Rationalization of NSS May-1999 

Bearer instruments Dec-1999 

Monetary Management Measures 

Statuary Cash Rcsi:rve Oct-1991 
Requirement (CRR) 

.\vcraging M.:t.:hanism of 
CRR 

Special C:.ish Dcµo~iLs Oct-199 1 
(SOC) 

StatUary L1quit.li1y I fan-199::: 
Requ1rcmcni f SLR) for 

I N8Fls 

.•\J111exes 

SBP introduced tw<> separate incentive schemes to provide opportunity to 
loan defaulters to pay their overdue loans and to reschedule and regularize 
the remaining amounts . 

Securities Department was set up in the SBP to launch auction system of 
public llebt and to develop a secondary market ror government securities. In 
Jul y 1998. Foreign Exchange Dealing Room was setup. These two were 
merged and became Exchange & Debt Management Depanmenl (EDMDJ 
on February 17. 2000. 
Realizing the. disadvantages of the tap system and in order Lo develop an 
active money market, the government deci<led to introduce six-month 
treasury bills to be sold through auctions. 

Unfunded debt instruments like the Khas Deposit° Certificates lKDCs1 were 
i·eplaced with three new instrumenLS. which offered lower but still quite 
attracuve rates or return . 

To cater for the need of a long-term market-based government paper. 
Fet.lcral lnvcstmeni Bond; (FIBs) "ere introduced with 3. 5 and 10 year~ 

I maturities . 

Before launching the auction >ystem of government securi ties. process n( 

selecting :rnd appointing primary dealers (PDs) was started. However by 
February 199 1, before firming up of ;election criteria of PDs. all banks 
were matle el igible to participate directly in the auction or government 
papers as Approved Dealers. SB P later firmed up the cr iteria in June 2000 
and appointed seven PDs on December l, :woo. 
Facility of opening SGLA was extended LO NBFls. The system :illowctl the 
issuance and sculeme.nt or go,·crnmcnt securities in dematerialized runn 
without any physic:il movement. 

Rates on these schemes were cut do wn io reduce t.listortions in term 
structure or interest rntcs. 

From the mid 1980s till December 2000. G1Jvernmcnt issued ''arious bearer 
instruments such as FEBCs, Sl'FBs. BNFBs and 08Cs etc .. w1th the aim to 
r;iisc linance from the informal sector. However. the sale of these hearer 
instruments was discontinued m December l 99CJ . 

I Under section 361 I) or Sl3 P .->..:1. 19~6. all >c hcdulcd honks in P:1kistan were 

I I 
required to m;iimain a hal;ince--rciurn frec--wnh SB P equivalent to :ir;t. ur 
their demand ant.I time liabil iuc~ . Throughout the rcrorm pi:riot.l CRR I 
remained more or less ..:onst:im at :--; . i Effe.:tive from July 26 1997. fianks were :idvised io maintain with Sl3P an I 
average hJlance of 5'1> or its total time :ind t.lcm:.md li:ibtlities in Paki,tan. I 
worked out on weekly basis . prcw1ded that the amC'unt. of ihe balance ~hoult.l I not at the close or business vn any Jay be less than -i''<• or the lot:ll demand 

i :ind tune liabilities in Pakistan. 
I SCD as an li1strumcm of mone1:1ry policy "as 1ntrnt.luced on Ot.:tobcr '). 

! 
I 

I l 99 l when banks were asked io m:iinta1n :r~ of their ouistanding ..:ret.lil in I 

addition to CRR. Unlike CRR, Jcposns undc1 SCD arc 1·emuncra1ed :n ' 
certain percentage. This rcqu1remcm was t.lroppcd froryi fanuary 15. t l)CJ'.! . i 
E!Tccti"e from Fehruary 9. 1995. h;inks were directed to maintain :J SCD or ' 

1.5 p ·- :nt or their t.lemand ;ind lime iiahiliues. This requirement was 

I runhc1 enhanced to 3.5 percent from Dc<.:ember I I . 1995. Effecth·c from 
July I. 19?6. it was decided to tfone:isc with ih1s requircmen1. 

I Effective from January I, I 9<i'.! . . 111 ~l3Fls hat.I to 111:11nta111 SLR @ 15 
percent 1 varyi ng from time 10 ·1111.:: 1. 

! 
: I 

! 
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Paki.~ran: Fiir.m1cial Secror ,·\ sse.umenr 1990-2000 

Discount window replaced Feb- 1992 
with 3-Day Repo Facility 

System of credi t ceiling Aug- 19<)2 

replaced by credit deposit 
rn1io (CDR) 

Stacutory Liquidity 0ct- 1993 
Requirement (SLR) for 
Banks 

Introduction of Open Jan-1995 
Market Oper;icions 
(OM Os) 

Removal of caps on Mar-1995 
maximum lending rates 

C;ish Reserve Requirement Jan-1996 
(CRRl for NBFls 

Remov;il of c;ips on Jul -1997 
minimum lending rates 

Rationalization of 1990-2000 
subsidized credit 

Master Repo Nov-1999 

'· .. , . > . Exchange and f ayment Reforms 

After the introduci1on of 3-Day Rcpo facili ty from February I, 1992, it was 
felt prudent to close the discount window from February 15, 1992. 

System of credi t ceilings was abolished t"rom August I. 1992 and rephKed 
by a relacivcly fl exible cont rol through tixing of CDR in each quarter. 
System of CDR was also abolished on September 30, l 995 and replaced by 
market-based mechanism. 
This required the commercial banks to maintain a minimum amount under 
section 29 of BCO, 1962, mainly in terms of eligible government papers in 
a certai n ratio of-their demand and Lime liabilities. As ::i part of 
liberalization of the financial system, this ratio was gradually reduced from 
45% 10 35% in October 1993 and to 15% in May 1994. The ratio was 
further reduced to 20% in May 1997. to 18 % in Janu::iry 1998 ::ind funher 10 

15% in June 1998. . 
To exL·rcise an effective indirecc monetary polic)I, OMOs were introduced 
and now these constitute a ma1or instrument of monetary policy. 

As a major step cowards market-based monetary management, caps on 
maximum lending rates of banks and :-.IBFls ror trade rel:uetl modes of 
financing were removed. 
In October 1995 ceilings on lending rates for project financing were also 
removed. 
All NB Fis were required to maintain I percen t CRR in addition of 15 
percent SLR. 

C;ips on minimum lending r:ites of banks and NBFls for 1.rade and proj~ct 

rcla~ed modes of llnancing were remo"ed. 

Le nding rates on special financing ; .:hemes including loc::illy rnanufm:tured 
machinery and export finance schemes were gr:idually raised to el iminate 
the element of subs idy. 

Wi1h a view to bring abou1 operational improvements in the money market 
transactions, strengthening the repurchase markc1 and ensuring 
transparency, the banks & NB Fis wou Id c mer into :'o.il:!scer Rcpo agreemem 
before entering imo rcpo transaction. 

A comprehensive package of exch;ingc .ind payments reforms was 
announced. Resident Pakistanis were :illowed to hold FCAs willl b;rnks in 
P:ikistan on the s:ime basis as non-rc; 1dents. Later in April, Ch:mtable 
Trusts. Foundations etc. , were also .. 11l0wed to open FCAs in Pakistan. 

, lnv~stm<::nl by foreigners r-..:b-1991 Foreigners were allowed to invest "' nhout pnor approval. They rnuld 
purchase equi ty upto I 00 percent. 

F1H·e1gn hanks J llowed to 
underwrite shares 

Remittance 0f protit by 
rore ign comp:inies 

Import license 

Domestic borrowi ng hy 
r'<m:1gn companies 
(capital e~penditure) 

l50 

F-:b· l<l91 

I 
I 
I 
I· 

Feb-1 991 

Feb-1991 

Fcb-1991 

l Foreign banks 0perat ing in Pakistan \vere •ii lowed to underwrite share~ ul":in 
l individuJI company lo the extent il l ~0'"4> o l' the public offering or it s nwn 
I .:apital and reserves whichever is les;. with limits applied individu;1lly to 

co.ch forci1m bank. 
Authorized de::i lers designated by foreign companies were ;1llowcd 10 rcmu 
profits without specific SBP :ippro~ al. Later in Feb 1992, the go,·ernmcnt 
also ;ibolished ceiling on payment or" royalty and technic:il fee to non­
residems. 
The rcquiremem of obtaining license from the Chief Controller 01 Imports 
and Expons iCCI&E) for items o n the free lis t and olher specified items 
was withdrawn. Effective from July I 5, 1993, the office of CCl&E ceased 
to function. Si nce then. EPB has be~n lookino after these functions. 
Foreign-controlled· manufoctunng companies were ::illowed to borrow tor 
their .:apit:J.I expenditure form banks. DFls and mher fi nancial institu:ions 
by issui ng Participation Term Ccniri c:ites (PTCs}. 

I 
I 

I 
I 

I 
I 

I 
I 
I 
' 
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US Dollar Beare r 
Certi fie ates 

Foreign excha nge 
rcmiuance 

Expon procerds 

Investment banks a llowed 
to raise foreign c urrency 
funds 

Grant of license to money 
changers and lifting of 
restrictions 

Foreign investment 

lnves1ment abroad by 
residents 

InvcsLment in debt 
instrumems 

Discontinuation of forward 
buying/selling 

Discontinuation of forward 
cover 

Cw·rcnt accoum made 
convertible 

Foreign currency accounts 
holders allowed to sell 
fo rward 

Domestic borrowi ng by 
foreign companies 
(Working Capital) 

No SLU"render or foreign 
exchange of FCAs 

Market-based exchange 
rate system 

l\1111exes 

Apr- l 99 l Government introduced a scheme for· issuance of one-year US Dollar Bearer 
Certificates. Later in March l 992, government introduced 5-year Foreign 
Currency Bearer Certificates (FCBC) denominated in US Dollar, Deutsche 
Mark. Pound Sterling and Japanese Yen with six monthly Fixed rate of 
return. Another scheme of FCBC in US Dollar and Pound Sterling with 
three-year maturity was introduced in Feb l 998. All these schemes were 
immune from tax and scrutiny. 

Jul- 1991 During 199 l , a number of decisions were taken to liberalize remiuance of 
fore ign exchange, which was otherwise restricted or required prior SBP 
approval. These included payments to non-residents on account of News 
Feature Services, News Pictures. Syndicate Services, contribution for 
publication in Pakistani news papers, subscription to foreign news papers 
and periodicals etc . 

Jul- 1991 Exp11rtcrs were allowed to retain an amount not exceeding 5% of their FOB 
value of the goods realize_d in their special FCAs. 

Apr-1 992 Investment banks· werc allowed Lo raise funds from abroad, through 
issuance ot' Certificates of Investment (COis) of matur ity not less than 1hree 
months, Foreign exchange so raised was to be surrendered immediately to 
SBP. 

May- 1992 Pakistani nationals, resident companies/firms work ing as 'Money Changers · 
were grnn1ed licenses on payment of prescribed fees. Lnter in December 
l 992, all restrictions on import and export of foreign currency were li fted . 

Mar-l993 Foreign investment upto I 00 percent of Lhe equity of an industrial concern 
in Pakis1an were perrnitled on repatriable basis. Furthennore, non-residems 
were allowed lo trade freely in .the shares quoted on the stock exchanges in 
P:ikis1an. 

Mar- 1993 Rcsidenl Pakis1ams including fi rms and companies incorporated in Pakis1an 
were allowed to make investment in companies/joint ventures abroad on 
repatriable bases lhrough FEBCs. 

Jan-1994 Non-residents were allowed to invest freely in FIBs and T-bills in the 
secondary market. They were also allowed to invest on repatriable basis in 
corporate debt instrumcnis viz. PTCs and T FCs. 

May-1994 SBP decided 10 discon tinue forward buying/selling of US dollars for 61 I'.! 
months in 't!onncction with the transactions undertaken by ADs relati ng to 
export and specific imports and lc:.ive the short-term forward cover lo the 
market. 

Jun- 1994 The scheme of providing exchange risk coverage 10 private sector by the 
SBP on behalf of federa l government on direct borrowings inc lusive of 
suppliers' credit/guaranteed loans/ PA YE loans was abolished. 

Jul-1 994 Pak Rupee made convertible w.e.f. Jul y I, 1994 by accepting obligations of 
Article VIII , sections 2.3 and 4 of lMF Article of Agreement. 

Sep-1994 Persons maintaining FCAs with the ADs in Pakistan were permilled LO sell 
forward the balance held in their accoums 10 the importers 1n connection 
with imports LCs/lndents . 

Dec- 1997 Authorized dealers were permitted to grant rupee loans and credits for 
working capital requirement to the foreign controlled companies. L:uer i 

foreign controlled investment b:mks were also allowed to meet their 
working capi1al requircrncn1 through loc::il borrowing. 

Jun- 1998 Following the freeze, the new FCAs (FE-25) had no obligaiion on ADs lo 
surrender the foreign exchange to the SBP. 

May-1999 Effecuve from July'.!'.!. 1998. du;i.I exchange rate system was :idoplcd. On 
~ay 19. 1999, this was replaced by market-based exchange rate system 
given a narrow band. The unofficial cap on exchange rate was finally 
removed on Julv 21, '.!000 Lo make it pure market-1.lnscd . 

l.5 l 



Pakiswn: Financial Sector A~Sl!l'.Vmenc 1990-WOO 

C:ipital Market Reforms 

Creation or Pakistan /\ug-1994 Pakimn Credit Rating Agency Limi1ed (PACRA) was set up in 1994. by 
Credit Rati ng Agency IFC in collabora1ion wi1h Fitch-IBCA Im;., of UK :ind LSE while OCR-VIS 
(PACRA) and OCR-VIS Credit Rating Co. Lid w~ setup in 1997 in association wi1h Duff and 
Credit Rating Company Phelps Credit Rating Co to improve transparency in the stock market. 
Limited 
Companies (Issue of Feb-1996 Th~ government repealed 1he Capital Issues (Continu:ince of Control) Act. 
Capit:il ) Rules 194 7. to abolish concrols on pricing or new issues, and iniroLluccd the 

Comp:inies (Issue or Capital) Rules. 1996. 

Capita Markee Muy- 1997 With a view to s1rengthcn regulatory & institutional framework, 1he 
Development Program government in collaboration with ADB formulated this program. 

'Creation of Central Sep-1 997 To faci lit:lle electronic transfer of stocks, Central Depository Company of 
Depository Company Pakistan Limiu:d was set up in collaboration with IFC, Citibank, other 
1CDC) leading commercial banks and DFls. It commenced its operations in Sep 

1997. 
Automation of all three Scp-1997 .-\II three stock exch:inges were automated ;ind ruh:s :ind regulations of 
stock c.~changes conduct were accordingly revised to enhance investors' conlic.Jence. 

Establishment of fan- 1999 SECP became oper:1tional from January I. 1999 through SECP Acc. 1997. 
Securities & E.xc hange replacing Corporme Law Authority <CLA). 
c,m1mission or Pakistan 
tSECPl 
Buy-back or shares Dec-I CJ99 The companies were allowed :o buy-back lls shares through :m amendment 

in 1hc Companies Rules w.c.r. December 1-l. 1999. 
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Annex 3 

Annex 3.1: CAMELS Framework 
Supervisory framework of SBP, rnnsislent wilh international norms, covers risk-monitoring factors 
for evaluating the per formant:e of banks. Specifically, CAMELS framework is in pla<.:e sin<.:e 
December 1997 for on-si te and off-si te surveillance. This framework involves the analyses of six 
groups of indicators reflecting the health of finan<.: ial institutions. 

Capital Adequ acy 
Capital base of financial i nstilutions facilitates deposicors in forming their risk perception about the 
institutions. Also, i t is the key parameter for fina~cial managers to mai ntain adequate levels of 
capitalization. M oreover, besides absorbing unanticipated shocks, it signals that the institution will 
continue to honor its obl igations. The most widely used indicator of capiLal adequacy is.capit;:il Lo 
risk-weighted assets ratio (CRWA)". According to Bank Supervision Regu lmion CommitLee (The 
Basie Committee) of B ank for International Settlements, a minimum 8 pen:ent CRWA is requ ired . 

Asset Quality 
Asset quality determines Lhe robustness or fi nanc ial instiru tions against lo:-;s of value in the assets. 
The deteriorating value of assets. being prime source of banking problems, directly pour into ocher 
areas, as losses are eventually written off against capital. which ultimately jeopardizes the earning 
capac ity of the institution. With this backdrop, Lhe asset quali ty is gauged in re lation to the level and 
severity of non-performing ;.issets. ;.idequacy of provisions. recoveries. distribution of assets etc . 
Popular indicators indude non-performing loans to advances, loan default to total advances. and 
recover ies 10 loan defau lt ratios . 

lltla11agem e11t So111Zdn ess q 
Management of financial insLitution is generall y ev aluated in terms of capital adequ:wy. asseL qu;.ility. 
earnings and profirnbility, liqu idi ty and risk sensitivity ratings. In addition. performance ev;.ilu:uion 
includes compliance with set norms. ;:ibility to plan and react to <.:hnnging circumstances. technical 
competence, leadership and administrative ability. In effect. management rnting is just an ;.imalgam of 
performance in the above-mentioned areas . 

Earnings al!d Profitability 
Earnings and profitabili ty. the prime source of increase in capital base, is examined with regards to 
interest rate policies and adequacy of provisioning. In addition. it also helps to support present and 
future opermions of the insLitutions. The single best indicator u:-;ed ;o gauge earning is Lhc Return nn 
AsseLs tROA), which is net income after taxes LO wrnl asset ratio . 

LiquUJ.ily 
An adequate liquidiLy position refers to a situation where institution can obtain sufficient funds. either 
by increasing liabilities or by converting its assets quickly at a reasonable cost. It is. therefore. 
generally assessed in terms of overall assets and liability managemenl, as mismatching gives ri se to 
l iquidity risk. Efficienl fund management refers to a si tuation where a spread between rate sensitive 
assets (RSA) and rate sensitive liabilities (RSL) is maintained. The most commonly used cool to 
evaluate interest rate exposure is the Gap between RSA and RSL. \\ hi le liquidity is g:iuged by liquid 
to total assets.r::itio . 

Sensilivity to M arki!! Risk 
The diversi lied nature of bank oper:mons makes them vulnerable <o various kinds of financ ial risks. 
Sensi tivi ty analysis reflects insllLuLion'::; ~xposure to interi::sl rate risk. foreign e.xchange vol:wliLy anu 
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equity price risks (these risks are summed in market risk). Risk sensitivity is mostly evaluated in 
terms of management's ability co monitor and comrol market risk. 
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A1111exes 

Annex 3.2: Glossary of Important Terms 

Capital to Risk-weighted Asset.\' 
It is a ratio of capital -- sum o f tier l and tier 2 -- LO risk-weighted assecs. Each asset and off balance 
sheet item is assigned one of four broad risk categories. based on the perceived c redit risk of the 
obligor (borrower) or, if relevant, the guarantor or type of collateral. The appropriate rupee value o f 
the amoun t in each category is multiplied by the risk weig ht associat~d with that catego~y. The 
resulting weighted values for each of the risk categories are added to calculate the risk-weigh ted 
assets. 1 

Earning Assets . 
This parameter represents the assets generating interest income. In this study, the sum total of net 
advances, net in vesunenrs and money at call has u~eo us~d as a .proxy of earn ing assets . 

Rate Sensitive Assets (RSA) 
~l 

These are the same as earning ::issets. i.e .. advances. investments and rnon.ey a t call. 

Rate Sensitive Liabilities (RSL) 
Since cost of interest-bearing liabili ties depends on changes in interest rate , these a re called rate 
sensitive liabilities'. The sum of deposits and borrowings is used as RSL in this study . 

GAP 
Te1m·common ly used to describe the rupee volume of the mismatch between in terest Rare Sensitive 
Assets (RSA) and interest Rate Sensitive Liabili1ies (RSL) for a specific time frame . 

Interest Rate Spread 
The ratia o btained by s ubtrac ting the cost Li t1 r for interest-bearin g liab ili ties from the percentage 
yield o n earning assets.~ 

Banking Spread 
Difference between weighted average lend ing and weighted average deposit rates . 

Liquid Assets 
The sum o f cash and bank balances. investment in govern ment securities and money at call is used as 
a measure of liqui d assets . 

Net Interest :Ylargin 
Net Interest Income ::is a percentage of <.1verage earning assets. It reveals the difference between the 
yield on Earning Assets and Lhe Break-even Yield (or the yield that is needed to cove r all inte rest 
expense). As imerest-bearing liabi lities are not normally equal to tow.I earn ing assets , the "spread" is 
usuall y tlifferem from the net 111terest margin 

Operating Expenses 
Refers to expenses other than interest expense, for example, salaries. admi ni:;trntive expenses. etc . 

Break-even Yield 
Measured in cenns o f in terest expense to earning assets ratio. i l indica tes the minimum rate to earn 
some profit. 

1 For Jetail see BPRD Circular No. 36 dated _..1o '\iqvcmber i 9'>7. 
2 Clnlcrcsc income I earning :1sscLS)- 1imcrest ::.tnensc / 1mcr('Sl paying li:ibditicsi 
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Annex 3.3: Group-wise data of Select Financial Variables of Banks 

Table 3A.l: State-owned Banks 

billion Ru es 

1990 199 1 1992 1993 

Paid-up capital 6.5 6.5 6.7 7.0 

Equity 14 .9 16 .'.! 18.0 '.! I.I 

Deposits 329.7 382.4 456.8 510.6 

Liabilities 377.3 434.6 5'.!0.2 580.2 

Advances 201.'.! 206.9 '.!'.!3.7 277.0 

Investment 104.1 129.0 184.5 185.J 

Assets 392.J 450.S 538.'.! Ool.J 
Income 37.6' 40.9 48. I 60 .'.! 

ExEensc: 35.9 38.6 43.9 54.7 

fi g u re )A. I : Dis persion in t•inancia l Variables 
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Annexes 

Table JA.2 : Private Banks 

billion Ru es ··· - - ------· 
1992 1993 1??4 1995 1996 1997 1998 199!>- zooo 

Paid-up c:ipital 2.6 2.9 J.4 5.6 6 .1 6.9 7.3 7.6 8.J 

Equity 2.8 3.7 4.9 8.6 10.I 11.8 12. 1 13.7 14.4 

Deposits 15.8 25.7 38.3 59 .3 8 1.8 ll5.9 126.9 13 1.3 161.4 

Lialiililies 2J.8 35.6 51.0 78.6 104.4 139. 1 154.2 169.5 208.9 

Advances 8.6 13.s !2.7 40.6 51.3 71.4 78.3 88.7 120.7 

Investment.. l0.2 13.5 16.8 19.6 !8.l 53.2 53.8 -13.4 48.3 

Assets 24.5 39.3 - 51i9--81.J" 114.5 150.IJ 166.4 183.2 223.J 
:- . i:o: lncome · . 4. r ·· .. S:-9-:: · 

ExEense 0.7 2.6 3.9 

Fig ure JA.Z: Dispersi on in Financial Variables 
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Ta ble 3A.?~ Foreign Banlcs 
. -

billion Ru ~--·- -ees 

1990 19?1 1992 199J 

Paid-up capital l.8 2.6 4.3 7.J 

Equity 25 4.0 6.7 10.0 

Deposits 24.9 43.5 62.l 85.5 

Liabilities 30.8 5 1.4 73.4 100.2 

Advances 17.3 23.0 33.5 41.5 

lavesunent _ 7.3 IJ.7 28.8 41.l 

Assets 33.4 55.3 80.2 110.J 

Income 4.0 6.2 9.7 - 13.4-

ExEense '2.8 3.5 5.2 9.3 

f<igure 3A.3 : Dispersion in Financial Variab les 
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Tables 3A.4: All Banks 

billion Ruoees 

1990 1991 1992 1993 

Paid-up ca pi 1al 8.3 9.3 13.7 17.2 

Equjty l7.5 20.5. 27.5 34.8 

Deposits 354.6 425.9 534.7 621.9 

Liabilities 408.2 485.9 615.4 . 716. 1 

Advances 218.5 229.9" 265.9 332.4 

Investment 111.3 146.7 223.4 239.9 

Assets · ... : . ... 425:6' 506'4- 642.9 750.9 

Income 4 15- ~7. \ 58.8 77.6-. 

Ex~se 38.8· 42. t 49.8 66.5 

Figure JA.4: Dispersion in Fi~ancial Variables 
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Annex 4 

Annex. 4.1: Functions of NBFis 

Non-Bank Finance lnstiJutions 
These include development finance institutions (DRs), investment banks (TBs). leasing companies, 
modaraba companies. hous ing fin ance comp;mies (HFCs). discount houses (DHs), and venture capital 
companies (VCCs). 

Developmeut Finance lnstitutitms. 
Major business activities of DFis include acceptance of fixed maturity deposits, trade and investment 
in securities, p"roject financing, leasing, underwriting of equi ty and debt issues. and partidpation with 
other financ ial institutions in extending loans and advances. Thei r history da tes t5ack to 1957, when 
the Pakisran Industrial Credit and Investment Corporation (PICICJ was established with the help of 
World Bank. Since then, a number of DFis have been' escablished in the publ ic sector including three 
joint ventures wi th foreign partners to provide resources to real sector. Government also established a 
commercial bank namely, Industrial Developmenc Bank of Pakistan !IDBP) in 1961 to supplement the 
role of P lCIC . 

bzvestment Banks 
Also known as investment finance companies, these banks are relatively new entrants compared to 
other NBF!s.1 These banks are permitted to partic ipate in money and capital markets, besides being 
allowed to mobilize both short-term (but nm less than 30 daysJ as well us long-term deposits. In 
addi tion. these bunks also provide project financ.:ing and fund management services . 
Despite the wide scope of their activities, only five-invesrrnent bank were established till 1990, as 
rapid growth in leasing and modaraba companies marginalized this sector . 

Leasing Companies 
In addition to their primary business of providing lease finance for a wide range o f items such as 
industrial equipment and mach inery, office equipment and computers and motor veh icles e1c., to 
businesses. these also invest in equities. The first leasing company was established in 1984. Being 
compa'tible with the [slam1c mode of l'i nandng. the:;e companies received a major boost in the later 
half of the l980s and early 1990s. By end-June 1990, a total or 5 leasing companies were es 1ablished . 

!'vlodaraba Companies 
Although, their orgnnizutional s tructu re was formulated in l 980. the first company was floated in 
l 985 with the enforcement of MoJaraba Ordinance. These compan ies are mainly in volved in leasing . 
equity portfolio management, and trading/lendin~ activities . In view of government"s effons toward 
Islamization and compatibility of modaraba busihess activities with Islamic mode of financ ing. these 
companies showed impressive growth in late L980s. By end-June l 990. a total o f l 0 su<.:h companies 
were established . 

l-lo11s1:11g Finance Companies 
Though restricted to housing se<.:tor these companies are very .;i mi lar to DFis. In 1990. there was only 
one such entity: House Building Finance Corporation (HFBC/ 1n the public sector. which was 
categorized as a DFI. However. with the establishment of three new housing finance companies in 
the pri v;He secrnr during 1990s, separate rules for Housing Finanl:e Companies were ~peci fied. HFC:; 
are allowed LO mobilize long-term savings f1 1· '•ousing investmenr. -.vhich include long term financing 

I The lcg;il rr:imcwork LO in•csuncm h:mks was provided in July 1987 v1dc ;\I\ sr.•.) 555(1 l/S7. issued by .'vlin1slry ur 
Fin:ince . 
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fo r construccion, purchase or alceracion, leasing and reriLing. In th is cacegory, HBFC being the oldesc 
and in public seccor enjoys almost a monopoly position. 

Venture Capital Companies and Discount Houses 
The vemure capi tal comprnies are allowed 10 extend equity su pport co enterprises desiring co 
undertake innovative projects, while discounc houses deal with discouncing and related services. By 
end-Jun!! 1990, there was only one discount house operating in the country, however, during 1990s a 
number of discount houses and venture capi tal companies were established. 

162 

r 

• -• • • • • • • • • 
• 
~ 

• • • 
• • • • 
• 
• 
e 

• • 



• 
• .. 
• • 
• 
• •• 
• • 
• • • • • • • • • • • 
• • 
• • 

Pakistan: Financial Sector Assesrnietit 1990-2000 ··-- - . - · - ·· 

Annex 4.2: Group-wise data of Select Financial Variables of NBFis 

Table 4A.l: Development Finance Institutions 

billion Ru ees 

FY90 FY91 FY92 F\'93 

Paid-up capital 5.4 5.6 7.3 8.6 

Equity 13.5 14.6 17.3 19.9 

Deposits 20.J 27.2 33.6 39.3 

Liabilities 91.8 104.7 118. 1 140.0 

Advances 79.0 92.5 98.J 108.5 

Investment 12.0 9.0 15.6 23.4 

Assets 105.J 119.J. l '.15.4 159.9 

lncomc 9.7 11.5 13.5 17.2 

Ex!!ense 7. 1 8.8 9.9 I 

Figure 4A. l : Dispersion in Financial Variables 
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T:iblc -IA.2: Investment Ba~ 

billion Ru ccs 

FY90 FY9! FY92 FY93 

P:lid-up Clpital 0.5 0.8 1.4 1.6 

Equily 0.5 0.9 1.7 2.-l 

Deposits l.S H 5 .9 16.1 

Liabilities 1.9 3.s 6.7 13.-l 

Loans & advances 1.7 ).5 5.3 13.0 

lnvestmcni 2.6 0.5 l.S 4. 2 

Assets 2A -1.7 SA 20.7 

Inco me 0.1 0.6 0 .9 !.-l 

Ex~nsc 0. 1 0.4 0 .7 1.9 

Figure -IA.2 : Dispersion iu Financia l Var iab les 
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Pnkisr<111: Financial Secror A.ue.1·,.111e111 1990-1000 

Table 4A.3 : DFls: Asset Shares 

erccnt 

ADBP 

NDFC 

IDB 

PICIC 

SBFC 

PKJC 

BEL 

PLHC 

SPIAIC · 

t'PCB 

FCB 
RDFC 

FY90 
)7.4 

21.8 

9.9 

I I.I 

I.I 

0.7 

7 .1 

2.1 

1.6 

3.J 

3.1 

FY91 11·y92 FV93 ·FY94 

35.5 JJ.3 31. 7 30.2 

10.7 '.!0.5 16..l 16.7 

10.S 10.7 10.5 10.3 

11 .J 12 13 II 

1.2 '.!.I 2.8 4 

0.8 0.8 2.8 4.2 

7.7 8. 1 ry · 1:9 

2 1 .. 1 l·.6 J.8' 

I~ .~ .2 i1 ~6 

3.7 J.9 3.6 3 

J .3 J .4 3 2.-l. 

1.2 1.3 1.4- 2 

FY95 

30.9 

16.J 

9.1 

10 

6 

6.5 

7.5 

1.7 

5 . 1 

2.7 

2.3 

1.8 

29.9 

13.8 

8.5 

8.6 

5.9 

9.J 

6.9 

2..1 

7.5 

2.7 

FY97 FY98 

26.4 30.7 

13.I 17.2 

8.2 8 

7 .3 7.9 

4.8 5.3 

14.3 9.3 

6.4 6.8 

7.J 4.2 

6.9 4.5 

2.2 2.6 

l.8 :!.Z 

1.5 1.5 

FY99 

36.5 

13.5 

10.J 

7.6 

5.6 

5.5 

J .9 

-1.8 

.f.7 

2.8 

2..1 

Tol:il OSSCIS (billion Rupe~) 105.3 119.3 135.-1 159.<J 181.I 199.::! 2 13.6 

Table -IA..l: lnvcstmen~llanks: Asset Shares 

· rccnt 

Al· F:iysal 

Crescent 
Al-Towfccq 

Orix 
Prudential 

Franklin 

. .i..ssel 
First International 

Fidelity 

Al· Meeun 

Escort 

Alias 

hh:injir Siddiqui 

S.:cunty 

Trusl 

Islamic 

TolJI lsscts 1brllio11 RllP<!CS) 

Table .JA.5: Lc:osi ni: Companies 

million Ru ecs 

Paid-up capita l 

Equily 

Deposits 

Liabililies 

LeJse finance­

lnv~stmcnt 

Assets 

FY90 FY91 

]03 549 

7'.!9 l.L77 

:!SO 375 

5:539 5.539 

1.896 . 2.555 

. 8:! 63 

<i.:68 5. 193 

FY90 FY9 1 FY92 FY93 FY94 
11 .8 13.5 24.6 

35.5 

6.'.! 

45 

6.7 
34..l ' 31.7 25.6 

6.3 10.2 10.I 

:!2.5 13.6 s 6 

0 .9 

I 2 

6A 
31.6 15.7 11.6 

6. 1 7.S 

'\ "'t 2.7 

-1 .1 10.6 8.3 

4.6 3.6 

2...J 3 
:!.:! I. I 

6.5 s 
S.I 5.9 

6.J 5.2 

3.::: ::!.] 
-1.5 5.-1 

(>.(.) 5. 1 

2..-1 -1.7 S.-1 20.1 ::s.1 

FY92 

1.155 

'.!.015 

733 

5.539 

.i.::::s 
:?30 

ll.0-13 

FY'.I~ 

1.550 

:!.(.)44 

1.3<14 

5.531) 

5.953 

159 

10.79::: 

1.950 

).-107 

l.?81 

5 .539 

!U55 

17'~ 

1 5 .~9 1 

FY95 

3.1] 9 

5 .330 

2.1 ll 

5.539 

10.237 

.J58 

FY!JS 
31 .9 

23.7 

'>.3 

::!.9 

2.5 

I 

7.-1 

5..l 

4.s 

3.6 

2.1 

.1.7 

30.5 

VY% 

1.u.s 
6.-10-1 

j,J7 I 

5.53') 

14.984 

60:?. 

:::7.-1}7 

FY% 
33. 1 

:!-I.I 

9 .. 1 
0.6 

:!.6 
1.8 

•l.9 
-I.I 

7.7 

~-2 

.1.5 

3.5 

.i .6 

-1.155 

:.::11 
-1 .66:! 

:'i.;i)I) 

16.03'.! 

31..'58 

FY97 FY9!l FY99 

30.3 

24.6 
6.8 

l.1 

3..1 

2.8 
I.I 

3. 1 
7.1 

1.5 

-l.3 
-l.2 
J .3 

.j 1.7 

FY9l! 

-1 .3:?.S 

7.457 

-15:::9 

5.539 

15.007 

1.025 

33.0<10 

41.7 

IS.'.! 

5.9 

3.3 

2.5 

0.6 
I. I . ~ 
J ._ 

f .I 

1.2 

-1 

0.9 

.\.8 

1.-1 

3. 1 

-15.9 

50..l 

14.6 

.u 
3.3 

0.2 
0.7 
' , J. _ 

1.6 

:?.6 
I.() 

2.8 
o.•> 
1 . .1 

FY'.19 

4.-129 

7.521 

5.336 

5539 

16.352. 

921 

35.51 5 

FYOO 

38.9 

10..l 

10.3 

7.7 

5.8 

4 .9 

.1.8 

4.6 

4.3 

3.5 

3 

1.7 

:?00.5 

l0YllO 
-IJA 

19 . , 
·"·-
J .5 

1.8 

0.4 

0.6 

1\.5 

J. I 
1.7 

J. I 

25 
1.1 

j 

.1:::.1 

fYOO 

-1.5H4 

7.S50 

7.6:::.J 

5.539 

17.32:?. 

SSI 

39.077 

!65 



Table 4A.6: Modaraba Companies 

million Ru es 

Paid-up c:ipi1:il 

Equity 

Deposits 

Liabilities 

Advances 
lnvcstmem 

Assets 

FY94 

6.036 

6,955 

45 1 

4,890 

7,788 

593 

11,844 

FY95 

6,7 10 

7,4 18 

57 1 

5.348 

7.776 

1,105 

l'.!,765 

FY96 
6,760 

7.365 

654 

5,328 

7,308 

1.500 

I'.! 693 

Table 4A.7: Housing Finance Compa.nies 

million Rupees 

Paid-up c:ipit3l 

Equity 

Deposi1s 

Liabilities 

Advances 

Investment 

Assets 

Income 

Expense 

FY90 
200 

456 

16.041 

14,539 

445 

16.497 

661 

'.!73 

FY91 

203 
539 

16,208 

14.686 

686 

16,745 

487 

309 

Table 4A.8: Discount Houses 

million Ru ees 

Paid-up capilal 

Equity 

Deposics 

Liabilities 

Adv:inccs 

Investment 

Assets 

Income 

F.xp~ns~ 

FY<JO FY91 

10 

14 

915 

II 

929 

74 

70 

LIO 

137 

966 

10'.! 

1.103 

l'.!1 

77 

FY92 

307 

751 

17.106 

14,504 

1,480 

17.855 

1.038 

205 

FY92 

I :0 
167 

6.19 

'.!68 

816 

126 

74 

T able 4A.9: Venture Capital Comp:infos 

million Ru ces 

FY93 
363 

609 

17.959 

14,605 

2.059 

18.570 

t.318 

254 

FY93 

110 

:!01 

1.075 

691 

l.'.!76 

162 
75 

FY94 

363" 

838 

5 
18,105 

14,319 

2,729 

18.945 

1.494 

319 

FY94 

110 

'.!44 

535 

•• 344 

778 

l'.!6 

54 

FY91 FY92 FY93 FY94 
Paid-up Clpit:il 

Equity 

Li:ibilitics 

AJvan~es 

lnvestm~nt 

Assets· 

Income 

fapcnsc 

166 

I 

3 

0 

4 

100 

100 

5 

9 

70 

105 

JOO 
111 

10 

8 
105 

121 

18 

J 

100 
131 

6 

23 

86 
137 

35 

4 

FY97 
6.760 

7,569 

717 

6,350 

9. 159 

1,015 

13.920 

------ ___ ;_.:::...";. _:. •. -=-=-·~--..:.-.. 

FY9S 
7.067 

7,876 

792 

7,316 

10,118 

1,346 

15.19'.!' 

FY99 

6,765 

7.039 

790 

7,780 

9.887 

1.72 1 

14.819 

FY95 FY9'6• •. FY97· .. E'Y98 

42). 

1,165 

57 

1s.:p1 

13,738 

3.445 

19,443 

1.680 

37~ 

FY<J5 

110 

259 

553 

445 

SI'.! 

63 

FY95 

100 

127 

7 

II 

97 

134 

4 

3 

48-5 

1,677 

145 

I 8.488 

13,617 

4,41 I 

20. 165 

1.709 

477 

FY96 

FY96 

100 

131 

I 

I 

106 

133 

18 

8 

185 

353 

623 

568 

976 

152 

63 

485. 

'.!.171 

l'.!4 

18,200 

13,569 

4,732 

'.!0.371 

1,850 

545 

FY97 

635 

822 

702 
125 

902 

1.524 

'.!27 

FY97 

475 

532 

98 
7 

570 

629 

57 

18 

79 

485 

2,817 
IOI 

18.486 

13.376 

5,93 1 

21 .303 

2,102 

636 

FY9R 

635 

886 

717 

:? 15 

808 

1.603 

~70 

110 

FY<J8 
4-75 

527 

724 

25 

r.036 

l',~51 

I 13 

7J 

485' 

3,340 

231 

18,204 

11.713 

3,388 

21,543 

1.632 

705 

FY9<J 

635 

9 16 

685 

114 

9'.!4 

1.601 

77 

FY99 

475 

505 

753 

4 

899 

r.'.!65 

'.!39 

1:!9 

Annexe.r 

FYOO 
6,7'.!0 

7.070 

874 

7,913 

9,899 

1,758 

14.983 

FYOO ·•· 
485 . 

3.801 

133 

18.46 1 

11.402 

5,997 

22,'.!60 

1,825 

581 

FYOO 

635 

933 

379 

8~ 

713 

I.JI'.! 

218 

75 

FYOO 

475 

368 

666 

. 33 

743 

1.027 

:!34 

367 
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Pokisrnn: Financial Secror Assessmenr 1990-2000 

Table 4A.l0: Outstnnding· Amount in National Saving Scheme$ 

billion Ru s 

National savioc scheme FY90 FY91 FY92 

Defense saving cenificaces 35.2 4 1.9 47.5 

National deposit ccrtJ :iccounts 5.5 4.8 4.2 

Khas deposit ccrt./accounts 79.0 49.3 23.0 

Special saving certificates-registered 6.6 24.9 43,0 

Special saving certificates-bearer 0.5 1.9 2.9 

Regular income certificates 0.0 0.0 0.0 

Special saving accounts 1.7 
... 

6.6 lJ.9 

Mahnna amtlani accounts 05 0.7 0.9 

Saving accounts 3.0 4.7 5.6 

T otal 1319' 134.7 139.0 

Annual Dow in national saving schemes 

Defense saving certificates 9·.8 6$ 5.6 

National deposit cert./ accounts 0.6 -0.6 --0.6 

Khas deposit cen./accoums -1.9 -29.8 -26.3 

Special saving certificates-registered 6.6 18.3 18.1 

Special saving certificates-bearer 0.5 1.4 1.0 

Regular income certificates 0.0 0.0 0.0 

Special saving accounts 1.7 4.9 5.3 

Mahana arnd.ani 3ccoums 0.1 0.2 0.2 

Saving accounts 0.5 1.7 0.9 

Total 17.8 2.8 4.3 

11 

--- . --·-···--· . --· ·-· ·· · ·-· - . -

FY93 FY94 FY95 FY96 FY97 FY98 FY99• FYOO· 

53.0 64.4 85.0 105.2 136.6 168.8 207.2 248.4 

3.6 3.0 2.2 I.I 0.2 0.l 0 .1 0.1 

2.5 1.8 1.4 1.0 0 .9 0.8 0.8 0.7 

58.5 . 64, l 71 .5 S3.9 .98.8. ~ 119.0 143.9 L63.3 

J.7 4.J 5.4 4.6 3.4. 1.7 0.8 0.3 

I.I 5.4 9.4 14.l 30.6· 85.o 144. l 170.2 

15.7 16.7 18.S- 21.0·· 24: 8· 27.4" 33'.3 38.8 

!:I 1.3 1.5 1.7 1.8 l.9 1-.9 1.9" 

5.2 15.8 15.6 20.3 1¢.7 8.0 10.3 10.l 

144..1 176.7 210.8- 252.9 311.8, 412.8 542.4 633.8· 

....... -·· -i~ 

55 IT.4 20.7 20.r 31.<P 32.3 38.4» 4.r.:r .. 
-0.6 -0.6 -0.8 ·I.I -0.9 -0.l 0.0 o.o 

-20.5 --0.7 -0.4 -0.3 -0.2 0.0 -0.1 -0.1 

15.4 5.7 7.4 12.3 14.9 20.2 15.0 19.4 

0.8 0.6 I.I -0.7 -1.3 -1.7 -0.9 -0.5 

I. I 4.2 4.0 4.7 16.5 54.4 59.1 26.1 

3.7 I. I 2.l 2.1 3.9 2.6 5.9 5.5 

0.2 0.2 0.2 0.2 0.1 0.0 0.0 0.0 

-0.4 10.6 --0.1 4.7 -5.6 ·6.7 2.J -0.2 

5.3 32.-1 34.l 42.l 58.9 101.0 129.6 91.-1 

167 
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Annex s· 
Annex 5.1: Select Indicators of Money Market 

Tnblc 5A.l: Open Mar ket Operation 

billion Rupees 

Absor tion 

July 

~ugusl 

Sep1ember 

October 

November 

December 

J:inuury 

Fcbru~ry 

MJrch 

April 

MJy 

June 

i\ vcrai;e 

per month 

p.:r <by 

ln "cclion 

Jul)• 

August 

Scplcmber 

October 

November 

December 

JJnuJry 

February 

MJrch 

April 

May 

June 

,\ vcragc 

per 111011111 

per lllv 

FY95 FY'Jli FY97 foY98 FY99 FYOO 

Offered Acccp1cd Offered Acccpleu Offered Accepted O ffered Accepted Offered Acccp1ed Offered Acccpt<!tl 

9.3 9.3 31..1 26.9 '.!6.9 15.5 16.6 10.:? 7.7 

23.9 17. 1 '.!4.6 2 1.5 26.6 '.!1.4 76.5 41.0 54.7 '.!I.<> 

13.2 10.9 14.0 12.7 33.9 22.0 105.8 64.4 56.0 28.! 

0.6 0.6 2.0 1.5 33.0 1-:.2 15.3 

11.3 S.2 35.0 27.7 33.5 '.!5.8 16.4 I 0.2 20..l 5.5 

2.8 2.0 '.!8.6 20.9 39.1. . 20.8 57.7 40. 1 I 5.3 5.0 

23.6 11..1 6.3 4.9 6.2 2.9 10.6 5.(> 

7.4 2.2 5.0 3.6 18.8 18.1 34.7 '.!8.9 60.7 '.!-1.0 . 37.-1 :i..i 

22.5 16.5 8.9 4..1 20.J 18.I 41.1 31.3 4.'.! 22.0 

18.2 l.J .8 5.9 5.6 20.7 14.0 2.4 0.8 4.0 31.3 12.5 

7.6 3.5 17.7 17.-1 58.'.! 32.8 45.2 27.9 15.1 0.9 

5.6 :?.:! 11.4 16.6 t 3 .~ 1.'> 34.S 30.o so.<.> 1 o.o ~.o 

7.1 4.'.! 

0.2 0.1 

Gid Injected 

10.'.! 

0.3 

8.4 

O.J 

Oid ln jec1ed 

22.7 

o.s 
16.7 

0.6 

l31u lniec1cd 

30.2 

1.0 

l lJ.7 

0.7 

Bid Injected 

'.!.J 

SA 

5.8 

1.-1 

0.0 

I.I 

2.6 

0.9 

0.-l 

0.0 

34.0 

I. I 

16.6 

0.6 

Bid lnjcc1ed 

S.3 

2.7 

0. 1 

J.3 

6.1 

0.9 

0.0 

22.5 U.3 

o.s ll.'.! 

Bill ln1cct..:tl 

Q.O -1. 8 

3.i..; 

4A 

50.7 

37.9 

-15 .6 

13.9 

h.0 

25.:\ 

49.8 

'.!J.5 

o.~ 

IX.'.! 

1),\ 

I r.7 

11 .5 

0.-1 
No1e: Injections \through OMOs) s1:111cd from FY98 . 



Pakistan: Financial Sector Assessmenc 1990-2000 

Table 5A.2: Call Money Market 

Call rates 

rcenc er annum 

FY!>l 

July 7.5 

August 7.5 

September 7·.0 

October 6.8 

November 7.3 

December &.O 

J IDU:lf)' 8.1 

Febru:uy 7. 8 

March 8.8 

April 5.5 

May 5.7 

June 5.6 

Average 7.1 

FY92 

3.9 

7.4 

6.1 

10.5 

9.3 

8.8 

7 .9 

8.3 

11.5 

7 .3 

3.5 

3.8 

7.4 

Money at call and shor t notice 

million Ru ees 

July 

August 

S~ptember 

October 

November 

December 

January 

Febru:uy 

March 

April 

M:iy 

June 

11,407 

11,824 

11,592 

11,785 

11 ,739 

8.872 

11.271 

9,267 

7.856 

8. 195 

5,281 

5.938 

4,629 

5.167 

4,555 

3,798 

2.262 

3,C94 

5.455 

5,684 

6,377 

9.608 

8,849 

6.719 

Average 9.586 5.566 

Note: Ou1s1:m<ling at month end 

170 

FY93 

4.5 

l.7 

11.9 

10.2 

8.0 

11.5 

12.9 

13.5 

10.6 

6.7 

14.2 

12. J 

9.8 

6.167 

5.738 

3,657 

4,577 

4.736 

4.601 

6,2:?4 

6,128 

7,040 

9.342 

8.010 

6.020 

FY94 FY95 

2.5 12.4 

. 5.0 5.7 

15.8 6.9 

13.7 6.0 

10.z lo:r 

14.9 10.7 

8.9 14.7 

5.8· . tl.1 

8.2 9.0 

3.) 13.5 

l l.6 l l.O 

10. l I 1.7 

9.2 10.3 

8.065 

8,390 

8.866 

8.293 

9,374 

6,295 

8,939 

7,949 

6,91 2 

7,594 

6.201 

7.062 

7.828 

5.983 

2.183 

3,530 

5,894 

7.806 

7,213 

8,627 

8.581 

10.268 

J,575 

·U56 

8.814 

6.419 

FY96 

9.6 

lU 
l l.8 

l l.5 

in 
1'4.4-

13.8 

lL9 

12.7 

14.3 

5.5 

9.0 

11.2 

7 ,396 

8,627 

9,985 

4,457 

3,949 

6,i59 

3.527 

3.934 

J,535 

3,866 

3,473 

3.667 

5.240 

FY97 

9.5 

9.5 

9.5 

13.6 

9:6 

t7.8' 

18.4 

• 16.3 

11.6 

15.9 

IU 

12.5 

13.0 

3.590 

4.023 

3,167 

4,477 

5.832 

7 ,509 

8.710 

9.528 

9,068 

8.948 

6.762 

5.370 

6,-11 5 

FY98 

1 l.0 

10.5 

7.) 

9.6 

7:5 

13.2 

15.8 

!J.2 

1'3.3 

17.4 

13.3 

14.6 

12.2 

4,607 

4.369 

4.1 36 

4,372 

4.661 

6A84 

13,270 

7,172 

8,488 

6.188 

8.193 

7,768 

6.642 

.. - -

9-.2 

3.9 

.2.6 

12:7 

.. 4.9 

1:6· 

14. l 

:·· 3,2 .. 

;:s:s -
13.4 

8.9 

2.8 

7.8 

6,794 

6,656 

7 .549 

5,414 

7,035 

6,226 

9,7 11 

8,959 

I 0.526 

41,874 

54.441 

42.469 

17.305 

FYOO 

9.2 

8.2 

7.9 

10.6 

9.2 

10.1 

8.2 

6.3 

6.7 

5.6 

9.3 

10.9 

8.5 

6 .794 

6.656 

7,549 

33.505 

33.262 

28.363 

32.411 

33.201 

37 ;151 

-11,874 

54,44 1 

42.-169 

29.831 

• • • 

• 
• 
• 
• • • • 
• 
• 
• 
• • 
• 
• • 
• 
• 
• 
I 
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Table SA.3: SBP 3-0ay Rcpo Window 

Cash accommodation 

million Ru es 

FY9'2 FY93 

July '!,350 

August 

September 

OC!obcr 

November 

December 

January 

February 

March 

April 

May 

June 

Average 

per month 

per day 

SBP 3-0ay repo rate 

ercent r annum 

July 

August 

September 

October 

November 

December 

January 

February 

Marcil 

April 

1,175 

37,310 

5.140 

555 

3,682 

123 

14.0 

14.0 

1.\.0 

May 14.0 

June 1.\.0 

38.326 

8,349 

!,193 

5,806 

32,693 

41,284 

50,t Sd 
2,383. 

40.535 

42.879 

22.248 

7.\2 

14.0 

14.0 

14.0 

14.0 

14.0 

15.0 

15.0 

15.0 

15.0 

15.0 

15.0 

15.0 

Note: Rates applicable against T-bills 

FY94 

4,202 

22.726 

53,897 

14,892 

I 18.3"67 

20.341 

3. 179 

20,197 

16.673 

4.422 

23,241 

775 

15.0 

17.0 

17.0 

17.0 

17.0 

17.0 

17.0 

17.0 

15.0 

15.0 

15.0-

15.0 

FY95 

1,518 

4.930 

2,316 

35.8 12 

1.750 

175 

ns. 
5.470 

1.988 

4.574 

152 

15.0 

17.0 

17.0 

17.0 

17.0 

17.0. 

17.0 

15.5 

15.5 

15.5 

15.5 

15.5 

\ ' 

FY96 

. 2,964 

3.054 

3.208 

5.380 

1,460 

33,585 

20.935 

30,155 

86,945 

26,053 

17,812 

594 

15.S 

15.5 

15.5 

16.5 

16.5 

16.5 

16.5 

16.5 

16.5 

16.5 

16.5 

16 5 

FY97 

4,275 

12,760 

34.120 

150.576 

17.230 

80,089 

304.684 

'.!15,456 

6 ,570 

39.321 

25,098 

38.847 

77.419 

2.581 

16.5 

16.5 

16.5 

20.0 

20.0 

20.0 

20.0 

20.0 

20.0 

20.0 

~0.0 

19.0 

FY98 

7.400 

5.373 

360 

54.370 

25.020 

86.054 

97,800 

19.980 

8.703 

198,795 

10,615 

9 1.885 

50,530 

1.684 

18.5 . 

18.5 

18.5 

18.0 

18.0 

18.0 

18.0 

18.0 

18.0 

18.0 

18.0 

18.0 

FY99 

17.460 

6,945 

900 

85,790 

152.398 

18.351 

37.400 

1'17,754 

40.512 

39.793 

1.326 

16.5 

16.5 

16.5 

16.5 

16.5 

16.5 

16.5 

16.5 

IS.:: 

14.0 

13.0 

13.0 

Annexes . 

FYOO 

33.585 

28,152 

7,806 

29,458 

28,230 

62.280 

106.860 

12 .656 

.\2,6 16 

19,120 

49,200 

317.700 

6 1.47:! 

1.049 

13.0 

13.0 

13.0 

13.0 

13.0 

13.0 

11.0 

11.0 

11.0 

I LO 

11.0 

11.0 
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Ta ble 5A.4: Six-Month T reasury Bills 

Amou nt ofrcr ed 

million Ru ees 

July 
August 

Scptemba 

October 

November 

December 

January 

Febru:iry 

M:irch 

April 

May 

June 

FY91 

1·3,6JO 

10.56 1 

7.212 

17.816 

FY92 

12.098 

8.908 

8,740 

·775 

1,030 

7.950 

TI,100 

"J.'.!18 

6..185 

9,615 

17.736 

17.261 

FY9J 

34,960 
36,936 

21,994 

10,497 

11.780 

13.535 

30,9.?0. 

8.028 

13.735 

7.796 

J',615 

1550 

Tot:il 49.2 18 l~.916 200.496 

A111ounl accepted 

million Ru ees 

July 

August 

September 

Octob.:r 

Nllvember 

December 

hnu:iry 

Febru:iry 

M~rch 6.673 

April 7. '.!71 

May 

June 
Totll 

3.873 

l'.!.906 

30.723 

\Vcii;htcd a vcrai;c yield 

.:rccm r Jnnum 

July 

August 

s~o1.:111ber 

October 

Novembl!r 

Dt:c.:rnbl!r 

J:inu:irv 
1~·t:b 11.10.ry 

M:m:h 

·\pnl 

:>.lay 

lune 

,.\\'\!fJ\!( 

!72 

7.~ 

s.s 
CJ.-1 

9.} 

11.13$ 

7.128 

5,315 

135 

:!SO 

0.115 

17.860 

6.423 

2.500 

c.io 
5. 120 

3. 160 

76.014 

').-1 

'l.5 

l).6 

'J.8 

'l.S 

11 .0 

I '.!.5 

1 : .~ 

13.0 

13. I 

13. 1 

11.J 

33,400 

S,972 

16.7-19 

-1.517 

3,060 

2.875 

15.100 

-1,233 

3.975 

4.896 
2.270 

6. 165 

106.212 

11.'J 

12.0 

l'.!.3 

12.7 

l'.!.3 

12.<I 

1::.-1 

l'.?.4 

I :?.-I 

l'.!.5 

I ~-5 

12.J 

FY94 

~6.245 

17.9'.!I 

I I.I'.!'.! 

7,991 

11 .620 

5,.\60 

39.520 

56,113 

35,236 

34,8-13 

20,500 

5.771' 

272.J·tl 

'.!-1.945 

16,816 

3.977 

3,885 

S.915 

1.835 

11,995 

27.-193 

13,-105 

8.908 

10.8-10 

3.-W! 

I Jli.506 

l::'._-1 

13. I 

13.9 

13.') 

13.8 

1-1. I 

12 5 

12.IJ 

t 1.7 

I0.7 

10..1 

10.~ 

f.'Y95 

19.800 

]9,8-18 

36,JOJ 

36.J 19 

15,505 

5,846 

23.290 

15,172 

18.219 

19.2 10 

15.237 

5.709 

250,-157 

16,505 

:!9.803 

2.1.2:?7 

l'.!,635 

10.~35 

1.966 

7.3'.!I 

'.?.792 

15,089 

11.130 

l'.!.767 

1-16.693 

11.0 

I L5 

11.5 

10.3 

11 .0 

11..1 

11.-1 

I 1.(1 

12.1 

12.6 

I'.!. 7 

I' -

11 .7 

FY96 

1:1.:m 

9..IW 

21,535 

11.321 

11.275 

3.79 1 

7.731 

7 . .250 

15,313 

13.829 

10.913 

9,896 

135.549 

13.015 

.i.320 

16,130 

9.:!56 

S.395 

3,391 

6.931 

4.300 

14.010 

8.15•1 

S.571 

9.336 

I 06.308 

12.7 

l'.!.7 

12.7 

l:!.7 

12.7 

12.8 

12.7 

i~ . :-t 

l'.!.S 

12.IJ 

11.') 

I :11) 

1"Y97 

7.702 

13.035 

13,852 

5.51 8 

,14.524 

14,13] 

10,210 

15,618 

20.495 

9,116 

20,9 1] 

38,346· 

183.462 

7.102 

12.670 

12.-102 

5,:!IS 

8.S64 

9.208 

7.295 

12.168 

10.410 

6.036 

18.673 

N.707 

1-14.752 

13.0 

13.1 

13.-1 

1-1.0 

15.2 

l ei.6 

16.R 

17.ll 

16.8 

17.2 

17.2 

16.2 

15.5 

FY98 

34.864 

47,099 

62.518 

4-1.7'.!6 

57.559 

66,774 

38,2-18 

-15.47:! 

29.687 

17.926 

33,790 

50.244 

528.906 

23.074 

25.013 

IJ .'.!38 

-1.S'.:5 

3UO.! 

-17.:?!-i 

18.726 

22.807 

18.0:!:! 

11. 1-16 

21.322 

3-1.839 

16..l 

15..1 

i5.'.! 

I-I.I 

12. I 

13.5 

1.u 

1-1 .IJ 

15.7 

1(1.0 

16.:? 

15.8 

15.0 

FY91J 

9.944 

71.046 

71.73<1 

9.642 

33 ,1 01 

23.111 

11.677 

41,474 

36.562 

3.850 

15.15-1 

16,642 

3<1].'))7 

8.-194 

28.296 

16.098 

I .(JOO 

7,61 I 

8. 157 

:!0.139 

I '.!.71JO 

175 

10'.!.670 

1:5.G 

15.1 

13.7 

12.() 

11.11 

D .I 

10 6 

9.7 

FYIOO 

10.950 

10.-125 

30.245 

10.750 

35.375 

S.000 

l'.!.650 

19.S50 

13.950 

20.590 

25.315 

7.880 

205.980 

3525 

16.;oo 

2.300 

1.500 

~.350 

3.:5o 

500 

11.150 

IS.'ll~ 

5CJ(I 

S5.5 I 5 

10.2 
l lJ..l 

10.0 

! II.I 

)_j 

7.-1 

7.2 

7. 1 
-, 

• 
• 
• • 
• • 
• • • 
• • 
• • 
• 
• 
• 
• • • 
• 
• 
• • 
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• 
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Table SAS: Federal Invcsbnent Bonds (All Mnturitics) 
million Rupees 
Amount offered 

July 
Augus t 

September 
October 
November 
December 
January 

February 
March 
April 
May 
June 
Tot,'ll 
Amount accc tcd 
July 
August 

September 
October 
November 
December 
fanu:iry 

February 
March 
April 
May 
June 
Totnl 

FY91 

13,661 
15 ,.16(1 
10 .141 

:.w·,268 

12.0'.!9 

14.2'.!I 

8.688 

34 ,938 

Amount ncccptcd (Banks) 
July 
August 
Seplember 
October 
November 
December 
fanu:iry 

Febru:iry 
March 
.-\pril 
May 
June 

Totnl 

11.;ss 

l'.!.305 

5.087 
28.977 

Amount acccptctl [Non-tmnk) 
July 
August 
September 
October 
November 
December 
fanuary 

February 
March 
April 
May 

June 
Total 

644 

1.716 
}.001 

5,961 

FY92 

1.065 
S,315 

10.645 
7.7~3 
6.589 
9,686 

3,289 
1.021 
1,424 
2.712 
3.919 

56,407 

830 

7.690 

9.394 

6,940 
6.369 
6,59 1 
1,987 

556 
779 

1.082 
2.756 

44,974 

430 

7. 154 
7,IJ L 
3.237 

4.146 
5.363 
1,.149 

43:! 
612 
65 1 

2.3 13 

'.12,918 

400 

536 
2.263 · 
3.703 

~.~~3 

1.2.28 

538 

124 

167 
43 1 

443 

12,056 

Note: F113 :iuctiuns were suspended.in June 199$ . 

FY9J 
3.9:!4 

12.126 

6,919 
6.:'.70 
8,31:? 

5.940 
14.765 

5,863 
5.835 
'.'..697 
2.341 

2. 135 

77.127 

-1.376 

2.-'::!-' 
3.8'.!4 

6.467 

4,580 
12.61 5 
4.288 
5.+85 

2.33'.! 
2,241 
1.9'.!5 

5'.1,579 

1,632 

4,530 
1,010 
2.777 
4,0'.!7 

3.381 

11 .786 
3.-142 
.!,-126 

1,713 

1.62.7 
556 

40,907 

891 
346 

1.41 4 
1.04~ 

2,441) 

1,198 
830 
846 

t.059 

6 19 
614 

I .]69 

12,671 

FY94 
2,573 

3.315 

2.'.'.J6 
2.127 

5, 148 
I .I I S 
2.963 

S.:?03 
8,27\ 

10,238 
14,025 
6.071 

63,284 

1.7-13 
1,315 

909 
803 

4.010 

884 
1,984 

1,175 
3.58'.! 

6,678 
3.528 

26,611 

1.383 

498 

133 
266 

1.597 

33 1 
381 
351 

3.185 
6.170 

2.,31 7 
17.211 

361 

317 
776 

53~ 

2..-l 13 

554 

1.603 
324 
397 

408 

1.211 
9.-100 

FY95 

5.301 
3,033 

2.13 l 
3.74 2 

1.771 

7.061 
1.357 

5.32+ 
4A93 

2.890 
748 

l,-152 

4·4-'53 

I.SS I 
2A03 
1.89 1 
8.027 
1.231 
6.526 

810 

3.14 1 

1.015 

1.745 

297 

1.02.2. 

29.988 

300 
1.508 

993 

6.508 

193 

2. .77} 

400 

2..200 
500 

.136 

535 
l li.37 1 

1.581 
8'J5 

39S 
l.519 
1.o:;s 
~ .1:::.. 

.I JI) 

941 

515 
l.j 1(1 

: 7Q 

J87 

1.1.617 

2,1:?0 
2.0 88 

1.518 
2.07:'. 

500 

380 

5,995 

1,033 
1,297 

720 

56 
:'.47 

18,026 

1.519 

1.788 
1.2 18 
1,644 

4:?9 

375 

5,863 

933 

1.172 
7:!0 

56 

2.47 
15,964 

600 
287 

SJ.! 

30 
37 

5.101 
2.01 

50 
(l 

31 
7, 171 

<l18 
1,501 

38-1 
1.6 14 

39::! 
315 

132 
1.172 

670 
56 

2.1(> 

8.793 

FY97 
1,177 
1,380 

257 

679 
535 

I:'. 
I l l 

:?40 
79 

l:'.6 
~-15 

4,841 

1.12.7 

1.380 

257 
679 
535 

12 
Ill 
2.40 

79 

51 
2.45 

-I 716 

52 
169 

6 

230 

1.075 
1.2.lll 

2.51 
678 
535 

10 

11 1 
2-10 

79 

51 
2.-15 

4.486 

An11t1.xe.\'· 

FY9S 

98 

715 

461 
650 
3:?5 

565 
.!82 

4$2' 

787 
125 

191 

4-881 

<>8 
465 

411 

150 

325 
565 

482 
(Ji 

787 

125 

191 
3,660 

275 
250 

670 

1.197 

l))\ 

465 

41 I 

150 
so· 

315 
.180 

61 
117 

125 
() 

I'l l 
2.-1<13 

173 
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Table SA.6: Federal hwesbnent Bonds Amount Accepted (Non-b:ink) 

minion Rupees 

3- car bond 

July 

August 

September 

October 

November 

December 

hnwiry 

February 

March 

April" 

May 

June 

Total 

5- enr bond 

July 

A ugust 

September 

October 

November 

December 

January 

February 

March 

April 

May 

June 

Toca! 

10- enr bond 

July 

August 

September 

October 

Novemba 

December 

January 

Febru:iry 

March 

April 

May 

June 

Tot~! 

l74 

FY91 

37 

924 

1.676 

2.637 

185 

377 

607 

1.169 

-115 

I .J 17 

:.15-1 

FY92 

109 

225 

1,105 

2.233 

1,176 

305 

119 

0 

100 

60 

5.444 

150 

240 

84 

210 

193 

30 

34 

9 1 

20 

-19 

16 

l.l 16 

l-1 1 

72 

l.07-1 

l.2.59 

853 

892 

375 

3) 

-17 

322 

-1'.!6 

5.-195 

FY93 

256 

54 

13 

SI 

106 

2 

JO 

26 

ss· 
13 

-15 

693 

107 

50 

171 

168 

49 

131 

39 

101 

-18 

36 

930 

5'.!9 

242 

l ,230 

798 

'.!.329 

l .1-17 

68$ 

781 

870 

557 

57S 

I .JOO 

11.0-19 

FY94 

53 

5 

10 

51 

1,000 

I l3 

25 

170 

375 

1,804 

31 

49 

-11 

50 

54 

30 

~10 

250 

786 

'.!77 

767 

730 

496 

2.3T! 

45) 

5-19 

182 

37l 

585 

6.810 

FY95 

J.581 

287 

100 

462 

100 

821 

150 

450 

200 

172 

0 

150 

4,474 

75 

'.!44 

744 

105 

1,198 

533 

798 

813 

938 

2.189 

:!59 

-191 

'.!10 

1.138 

)35 

7.946 

- _,,.. __ ._._,_.-

FY96 FY97 

61 

40 

40 

477 

350 

60 

60 

215 

350 

90 

133 

1,877 

15'.! 

4 

6 

5 

3 

JOO 

500 

969 

857 

1,310 

J-13 

l,134 

42 

3!0 

697 

514 

522 

80 

56 

83 

S.948 

300 

250 

100 

80 

100 

150 

20 

50 

50 

l,101 

.is 
.j 

50 

102 

7)1 

957 

IOI 

598 

-135 

10 

I l l 

90 

55 

195 

3.:!S3 

FY98 

50 

50 

101 

50 

50 -
50 

480 

100 

100 

0 

150 

· l.181 

0 

1 

48 

~1 3 

310 

100 

265 

61 

17 

15 

-11 

l.279 

• 
• • • • • • • 

• 
• 
• • 
• 
• 

• 
• 
• 
• • 



Annexes 

Table 5A.7: Fcacral Investment Bonds Amount Accepted (Banks) 

million Rupees 

) 3- carbond 

FY91 FY92 FY93 FY94 FY95 FY96 FY97 FY98 

• July 817 550 300 

August so 2,035 215 900 

• September 915 760 220 

October ),160 1.625 

• November 475 40 91 

December 500 170 150 ·-• January 515 5,575 40(} 2,000 

February -· '.!O 205 20 

• March 20 190 ·630 500 

April. 6,915 10 1.705 

• Mily 3,595- . 1.225 4,l75 ; 

June 787 455 125 1.570 105 

• To1al 11.297 5,205 11.907 8,905 4,311 2,000 150 

• 5- car bond 

July 25 

• August 875 50 170 

September 813 270 200 3 

• October 358 60 500 

November 7 410 60 175 

• December 1.513 10 

January 227 400 3.000 

• February 4 100 

March l'.!7 0 120 

• Apri l 660 3 50 500 50 

May 3.380 2 375 2,095 8 

June 960 350 400 4'.!0 61 • Total 5.000 1.89 1 .l.'.!08 3.'.!48 1.069 3.200 175 

• 10- car bond 

July 833 600 52 

• August 380 1.620 234 -138 287 169 

September 5.426 '.!50 132 503 634 

• October 3,613 2.717 ::!65 .!,383 30 

November 3.'.!30 3,142 1,-197 102 37 100 

• December 4,146 1.369 ~.59~ 2 100 .. 
January 4,561 5.811 331 101 2 

• February 1,425 ).1)7 361 2,200 201 

March 285 4,236 101 670 

• April 3.8 10 599 1,663 -980 385 50 

May 5.530 649 27 19 0 

• June 3.340 1.508 JI 327 )68 31 

Total l:?.680 25,822 24.792 5.059 10.990 1.971 '2'27 872 

• • [75 

• 
• 
• ----

• • 
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Annex 6 

Annex 6.1:- List of Core Principles for Effective Banking Supervision 

I . An effective system of banking supervision will have clear responsibilities and objectives for each 
agency involved in the supervision of banking organizations. Each such agency should possess 
operational independence and adequate resources. A suitable legal framework for banking 
supervision is also necessary, including provisions relating to.authorization of banking organizations 
and their ongoing supervision; powers to address compliance with laws as well as safety and 
soundness concerns; and legal protection for supervisprs. Arrangements for sharing· information 
between supervisors and protecting the confidentiality of such information should be in place. · ·-

. 
2. The permissible activities of institutions that are licensed and subject to supervision as banks must 
be clearly defined, and the use of the word "bank" in names should be controlled as far as possiqle . 

3. The licensing authority must have the right to set criteria and.rejectapp]jcntions:for establishmen~ 
that do not meet the standards set. T r licensing process, at a minimum, should consist of an 
assessment of the banking organization ·s ownership structure, directors and senior management. its 
operating plan and internal controls, and its projected financial condition , including its capital base; 
where the proposed owner or parent organization is a foreign bank, the prior consent of its home 
country supervisor should be obtained . 

4. Banking supervisors must have the authority to review and reject any proposals to transfer 
significant ownership or cont.rolling interoots in existing banks to other parties . 

5. Banking supervisors must have the authority to establish criteria for reviewing major acquisitions 
or investments by a bank and ensuring that corporate affiliations or structures do not expose the bank 
to undue risks or hinder effective supervision . 

6. Banking supervisors must set prudent and appropriate minimum capi tal adeq uacy requirements for 
all banks. Such requirements should reflect the risks that the banks undertake, and must define the 
components of capital, bearing in mind thei r ability to absorb losses. At least for internationally 
active banks, these requirements must not be less than those established in the Basel Capital Accord 
and its amendments . 

7. An essential pare of any supervisory system is the evaluation of a bank 's po licies, practices and 
procedures related to the granting of loans and making of investments and the ongoing management 
of the loan and investment portfolios . 

8. Banking supervisors must be satisfied that banks establish and adhere to adequate policies, 
practices and procedures for evaluating the quality of assets and the adequacy of loan loss provisions 
and loan loss reserves . 

9. Banking supervisors must be satisfied that banks have mai:agement information _sys.Lem~ th~! . 
e nable management to identify concentrations wilhin the portfolio and Sl;lpervisors m~st set prudential 
limits to restrict bank exposures to single borrowers o.r groups of related_b?-rr9w~rs. _ .. 

10. In order to prevent abuses :irising from connected lendi!:\£. banking-supervisors must have.if\ 
place requirements that banks lend to related companies and. individuals.on an· arm 's-lerig1h basis,_ that 
such extensions of credit are effectively monitored,. and.rhat ,q\hec. aP.pr;qp_riate.steps_~re rakenJ!L.. _ -· 
control or mitigate the risks . .. .-. . · 
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11. Banking supervisors must be satisfied that banks have adequate policies and procedures for 
identifying, mon itoring and controlling country risk and transfer risk.in their international lending and 
investment activi ties, and for maintaining appropriate reserves against such risks. 

12. Banking supervisors must be satisfied that banks have in place systems that accurately measure, 
monitor and adequately contra! market risks; supervi.sors should have powers to impose specific limits 
and/or a specific capi tal charge o·n market risk exposures, if warranted. 

13. Banking supervisors must be satisfied that banks have in place a comprehensive risk management 
process (including appropriate board and senior management oversight) to iden tify, measure, mon itor 
and contro l all other material risks and, where appropriate, to hold capital against these risks. 

14. Banking supervisors must determine that banks have ln place internal controls that are adequate 
for the nature and scale of their business. These should i.nc1ude clear arrangements for delegating 
authority and responsibility; separation of the functions that involve committing the bank, paying 
away i[S funds, and accounting for its assets and liabilities; reconciliation of these processes; 
sa.feguarding its assets; and appropriate independent internal or external audit and compliance 
functions to test adherence to these controls as wel l as appl icable laws and regulations. 

L 5. Banking supervisors must determine that banks have adequate policies, practices and procedures 
in place. including strict "know-your-customer" rules. that promote high ethical and professional 
standards in the financial sector and prevent the bank being used, intentionally or unintentionally, by 
crimi nal elements. 

l6. A n effective banking supervisory system should consist of some form of both on-site and off-site 
supervision. 

l 7. Banking supervisors must have regular contact with bank management and thorough 
understanding of che institution's operations. 

18. Banking supervisors must have a means of collecting, reviewing and analyzing prudential reports 
and statistical returns from banks on a solo and consolidated basis. 

19. Banking supervisors must have a means of independent validation of supervisory information 
either through on-site examinations or use of external auditors. 

20. An essential element of banking supervision is che ability of the supervisors to supervise the 
banking group on a consolidated basi~. 

2 1. Banking supervisors must be satisfied that each bank mainrn.ins adequate records drawn up in 
acrnrdance with consistent accounting policies and practices chat enable the supervisor co obtain a true 
Jnd fair view of the financial condition of the bank and the profitability of its business, and that the 
bank publishes on a regular basis financial statements that fairly reflect its condition. 

22. Banking supervisors must have at their disposal adequate supervisory measures to bring about 
timely corrective action when banks fail to meet prudential requirements (such as minimum capital 
adequacy ratios), when there are regulatory violations, or where depositors are threatened in any other 
way. In extreme circumstances, this should include the ability to revoke the banking licence or 
recommend its revocation. 
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23. Banking supervisors must practic:e global consolidated si.;pervision over rheir inrernationally­
active banking organizacions, adequately moni toring and applying appropriate prudential norms to all 
aspects of the business conducted by these banking organizations worldwide, primarily at their 
foreign branches, joint ventures and sulJ · wries. 

24. A key component of consolidated supervision is estnbl ishing contact and information exchange 
with the various other superviso~ involved, primarily host country supervisory authorities. 

25. Banking supervisors must require the local operations of fo reign banks to be conducted to the 
same high standards as are required of domestic insti tu tions and must have powers to share 
information needed by the h ome country supervisors of rhose banks for the purpose of carrying out 
consolidated 'supervis ion. 

. 'I 
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Annex 6.2: Dynamics of Fin~ncial Sector During 1990s 

Table 6A.l: Financial Sector Assets 

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 

Assets (billion Rupees) 

Banks 

State-owned 

excluding ABL & MCB 

Private· 

including ABL & MCB 

Foreign 

NBFis. 

Public. 

Private 

CDNS 

Total 

Assets Shares (percent) 

Banks 

State-owned 

excluding ABL& MCB 

Private 

including ABL & MCB 

Foreign 

NBFls 

Public 

Private 

CDNS 

Total 

As percent of GDP 

Financi3l Sector Assets 

.J26 

392 

39'.2 

506 

451 

377 

6.J3 

538 

438 

751 882 1028 1183 1339 

919 

697 

151 

373 

269 

.JlO 

309 

601 692 789 355 

484 546 610 657 

0 

0 

33 

IJ.I 

125 

0 

7.J 

55 

25 39 - 56 87 . 11.i. 

125 

80 

232 

191 

9 

/39 

l014 

156 202. 265 313 

110 134 153 213 

168 

158 

6 

135 

809 

270 335 360 377 

Zl6 257 263 278 

43 57 69 83 95 

3/2 

2061 

IJ2 

691 

l.J.J 177 211 253 

1165 1394 1599 1813 
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Table 6A.2: Financial Sector Advances 

1990 1991 1992 1993 1994 1995 1996 ··- 1997 19"8 1999 2000 

AdYances (billion Rupees) 

Banks 

State-owned 

excluding ABL & MCB 

Priva1c 

including ABL & MCB 

Foreign 

NBFl s 

Public 

Prlvalc 

CDNS 

Total 

Shares (pcrccm) 

lJa11ks 

State-Owned 

excluding ASL & MCB 

Private 

including ASL & MCB 

Foreign 

NBFls 

Public 

Private 

CDNS 

Total 

As percent or GDP 

Financial Sector Advances 

219 

201 

201 

0 

0 

17 

98 

82 

132 

-'49 

./8.7 

44.8 

44.3 

0.0 

0.0 
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2 I. I 
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,. _ _, 
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Table 6A.3: Financial Sec tor Investment 

1990 1991 1992 1993 1994 1995 I996 1997 1998 199?' · 2000 

Investment (billion Rupees) 

Banks 

State-owned 

excluding ABL & MCB 

Private 

including ABL & MCB 

Foreign 

1YBF!s. 

Public 

Private 
-· . .. 

Ill 147 

104 129 

104 106 

0 0 

0 23 

7 18 

. -·- u __ ;u 
14 27 

0 .[ 

223 

L84 

'146 

10 

49 

29 

-21 

-1.9 

2 

240 

185 

142 

14 

56 

41 

32 

56 

1~ -

292 

230 

177 

17 

308 
249 

190 

20 

350 

256 

193 

28 

69 79 91 

45 39 66 

.JO-- ... #.._n _ 
?.9..:·-·-67:.·-"~. 76 
LO . 14 · .._. TS 

./04 
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53 

131 

78 

60 

74 
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54 
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53· 
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IS. 

360 
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212 

43 

11 6 

33 

.•. 54 

52 

2r 

367 

265 

201 

48 

112 

53 

59 

60 

25 

CDNS 

Total' 332 • 3SZ- · · 402" 464· 492 4!4 - 426 

Shru:es.(percent) 

Banks 

Slate-owned 

excluding ABL & MCB 

Private 

including ABL & MCB 

Foreign 

NBFJs 

Public 

Priva1e 

89.I 

83.3 

83.3 

0.0 

0.0 

5.8 

10.9 

10.6 

0.3 

'" ... 
92.8 

81.6 

67. I 

0.0 

91.5 

75.5 

59.6 

4.2 

88.2 

68. 1 
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Table 6A.4: Financial Sector Deposits 

1990 1991 

Deposits (billion Rupees) 

Banks 355 426 

Slate-owned 330 382 

excluding AB L &. MCB '.l30 322 

Private 0 

including ABL & MCB 0 

Foreign- - ·- 25 

NB Ff~ 32 

Public 20 

Private 2 

CONS 132 

Totat· --· · 509 

Shares (percent) 

Banks 69.7 

State-owned 64.8 

excluding ABL & MCB 64.8 

Private 0.0 

including ABL & MCB 0.0 

Foreign 4.9 

NB Pis 

Public 

Private 

.J..J 

4.0 

0..1 

0 

60 

44 

31 

27 

135 

592 

71.IJ 

64.6 

54.5 

0.0 

10.2 

7.-1 

5.1 

4.6 

0.6 

1992 1993 

535 622 

457 5 11 

373 411 

1994 

731 

586 

463 

16 26 38 

100 126 161 

62 85 't06-

.JO 57.-· 71 

34 40 . 48 

6 17 23 

13Y f4A :: :, 177' 

7t4' . 823);.11 979' 

75.0 75.S 7.J.6 
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52.3 49.9 -17.-:1 

2.2 3. 1 3.9 
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0.8 
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! . I 
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4.9 

'.!.3 

1995 
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59 
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81 

55 

27 

211 
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7.J.6 

58.7 

45.6 

5.2 

18.3 
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· A11nexes 

1996 1997 1998 1999 2000 

996 1122 1199 1239 1323 
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• GO 
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CDNS 
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Annex 6.3: Financial Savings 

Table 6A.5: Financial: Savings 

billion Ru es 

Components of Finnncial Savings FY91 

Deposits of schedule bank:; 344 

Current account Tl 

C:iil deposits 4 

Other deposits I I 

S1J,vings deposits 144 

Fixed terrn deposits 11 3 

Deposits of NBF'Is 25 

DFls . 22 

OtherNBFfs 3-
. . 

Govcrnm~a't debt i~truments (n.on•ba~I<) 218' 

National savings schemes 163 

Defence savings cenificates 42 

Special savings cen ificates (reg) :!5 

Prize bonds 28 

Other savings schemes 68 

Others inslrumems 56 

Currency in circulntion D7 

Financial savings (stock) 724 

Financial savings (flows) 114 

Figure 6A.9: Finoncinl Suvings 
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Acronyms 
ABL 

ADB 

ADBP 

ADS 

AM Cs 

BCO 

BEL 

BEY 

BID 

Allied Bank Limited 

Asian Development Bank 

Agriculture Development Bank of Pakist:m 

Aulhorized Dealers 

Authorized Money Changers 

Banking Companies Ordinance 

Bankers Equity Limited 

Break-even Yickl 

Banking Inspection Departm.:nt 

BNFBs Bc:ircr National Fund Bonds 

BPRD B:1nking Policy & Regulation Depanmcnt 

BSD Banking Supervision Dep:m ment 

·CAD Current Accou nt Deficit 

'' 

CAELS Capital Adequacy, Asset Qual ity. Earnings & 
Profi tability. Liquidity and Sensitivity t<l Market 
Risk 

CAMELS CJpital Adequacy. Asset Quality. Man:igemcnt 
Soundness, Earnings & Profitability. Liquidity aml 

CSR 

CCI 

Sensitivity 10 Market Risk 
Central Board of Revenue 

Contr::iller or Capi tal Issues 

CCl&E Chic!' Controller of Imports & Exports 

CDC Central Depository Comp;my 

CDNS Central Directorate of Nation;tl Savings 

CDR Credit Dcposn Ratio 

CIB 

CfRC 

CL.-\ 

COis 

CRR 

CRWA 

DAD 

DB Cs 

DFls 

DHs 

DSCs 
DSFL 

DvP 

EFF 

EFS 

EPB 

ES.-\F 

FBC 

FCAs 

FE- 12 

FE-25 

FE--15 

Credit I nform:nion Bureau 

Corpor:ne and Industrial Restructuring Corporauon 

Corporate Law Authori ty 

Ccnificatcs of Investment 

Cash Reserve Requirement 

C:ipital to Risk-weighted Assets 

Deposit A<.:cou nt Department 

Dollar Be:irer Ceniric::itcs 

Dcveiopmen1 Finam:c lns1iwtions 

Discount Houses 

Defense Savings Ccrtiric:ncs 

Dewan Salman Fibre Limited 

Delivery versus Payment 

E.x1cnc.lec.l Fund Fa..:illly 

E.\pD11 Finance _S..:hcmc 

E~;port Promotion Bureau 

Enhanced Structurnl r\ c.ljustm~nt F:1ci li1y 

Federal Bank for Cuopcr:iti,.::s 

Fureign Currency .•\c<.:0ums 

Foreign Exd1angc Circul:tr :-;u. 12 dJ!Cd :nc.l J1111c 
1999 
Foreign E.\change Circubr Nu. 25 d:l\cd :!0th J 1111c 
1998 
C:oreign E.xch;rngc Circular :-;,>. -15 .Jai.::J I I lh 
-\ugust 1985 
Foreign E.\ch:ingc 13cJrcr Ccmlicatc~ 

Floating Inter-hank Rate 

Federal In vestment Bonds 

. ~ ..... . . . 

FIBR 

FIBs 

FM:.\P 

FOB 

FWBL 

GATS 

GDP 

GHS 

GOP 

Financial 1'vlarkcts Association of Pakisian 

Free on Board 

First Women Bank Limited 

Gcner:il Agreement of Trading in Scrvkes 

Gross Domestic Product 

Golden Hand Shake 

Government of Pakis1a11 

GRA Growth Rate of .-\sscts 

GRC Growth Rate or Capital 

GTDRs Go,·ernmenl Treasury Deposit Receipts 

HBFC House Builc.ling Finance Corporalion 

HBL Habib B.ink Limited 

HFCs Hou>1ng Finance Companies 

HUBCO Hub Power Company 

IAS In' c~ tor A<.:<.:ount Services 

IBL lnJu~ Bank LimitcJ 

IBs ln,·cstmcnt Banks 

ICI Imperial Chemic:tl Industries 

IC? ln,estmcm Cl1rpor:1uon of Pakistan 

IDBP 

IFC 

IM F 

ISE 

KOC~ 

KSE 

UC 

LI BOR 

LM:'vl 

LSE 

MC..\ 

'.IKB 

~IOF 

lndu>mal Development Bank o r Pak1s1:111 

lntcrn:nional Finan<.:c Corpor::ition 

lnlcrnational ~lonclary Fund 

lsl;tmabad Stock Exchange 

Khas Deposit Ccnifi..:atcs 

Kar:ich1 Sto<.:k Exchange 

Lcucr of Cretl1t 

London lntcr-l>•rnk Oikrcc.l Rate 

Lu~:i ll " :vlanut'acturcd .vlach1ncr:· 

l.:1hl, rC Swd, Exchange 

:Vlono'loly C.1ntn 'l . \uthlln ly 

:Vlt1;l i111 Commcrci :1I Bank 

:Vltn1s1ry 1if Fin;mcc 

MRT!ls :Vlarkct Related Trc:1sury Aills 

MTBs Mark.::t Trc:1>ury !3ilb 

:-.!BFC , .'ion-i>an!.. r-: nam:1:tl C.nnpan1•·' 

:'-IBFls :-11,n-han k 1=1 n::n<.:1al ln>1i1 uti<>11' 

:'l!OP :-/;11ional B:mk 'lf Pa~ ;,1an 

:'l!Clh N.1111' 'l:tl1 1.:11 c. •n11na..:"tl Bank., 

NCCC .'>:atu•n;tl C1cd11 Cu11>11ll :1u 1c C·~un..:i . 

'< ii3 ,\ I' \. :;io·;o:tl lmut111c .il !3ank111g anJ Finance 
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NITT 

NlM 

NIT 

NITL 

NP Ls 

NSS 
OAEM 

OM Os 

National !nstitut:onal Facilitation Technology 

Net Interest Margin 

National Investment Trust 

National Investment Trust Limited 

Non-performing Loans 

Natio~al Savings Schemes 
Other Assets Especially Mentioned 

Open Market Operations 

. PACRA . Pakistan Credit Rating Agency 

PBA Pakistan Banks Association 

PBC 
0

PCBL 
PDs 

P!!3s 
PICIC 

Pakistan Banking C~uncil 
Prudential Commercial Bank Limited 

Primary Dealers 

P:ikistan Investment Bonds 
P::ikista~ lndustriJI Credit and Investment 
Corporation 

PILCORP Pakistan !ndustriJl Leasing Corporation 

PKIC Pakistan Kuwait Inv. Company (Pvt) Ltd. 

PLHC 

POL 
PPCB 

PSO 
PTC 

PTCL 

PTCs 

PTEQ 
RDFC 

RFCDs 

RICs 

ROA 

186 

Pak-Libya Holding Co. tPvt) Ltd. 

Pevo!cum. Oil & Lubricants 
Punjab Provincial Cooperative Bank 

Pakimn St::ue Oil 
Pakistan Telecommunication Corporation 

Pakistan Telecommunic:uion Company Ltd. 
Panicip:uion Terms Certificates 

Private Travel Exchange Quot;i 

Regional Developmem Finance Corporation 
Resident Foreign Currency Deposits 

Regular Income Cenific:ites 

Return on Assets 

• 

ROE 

RSA 

RSL 

RTGS 

·--... -:..:·--·- ·.:..... ' 

·. 

Return on Equity 

Rate Sensitive.Assets 

Rate Sensi tive Liabil.ities 

Real Time Gross Sculcment System 

SBFC Small Business Finance Corporation 
Sill' Stace Bank of Pakistan 

j\ .:i5PBSC State Bank of Pakistan: Banking Services 
Corporation 

SCD Special Cash Deposits 
SCRAs 

SECP 

SGLA 

SIPS 
SLR 
SME 

SNFBs 

SO Es 
SPIAIC 

SPLC 

SSCs 
SWIFT 

TCP 

TCs 

TFCs 
TTs 

Specinl Convertible Rupee Accounts 
Securities and {:xchnnge Commission of 
Pnkistan • 
Subsidiary General Ledger Accoum 

Systematically lmponant Payment System 
Statutory Liquidity Requirement/Ratio 
Small and Medium Enterprises 

Special National Fund Bonds 

State-owned Enterprises 

Saudi-Pak lmlusirial & Agricultural 
Investment Co. (Pvt) Ltd. 
Saudi-Pak Leasing Corporation 

Special Saving Certificates 
Society for Worldwide Inter-bank Financial 
Telecommunic:.uion 
Tr:iding Coq1orntion or Pakistan 

Travelers Cheques 
Term Finance Certificates 
Telephonic Transfers 

UBL United Bank Limited 

VCCs Venture Capital Companies 
\V APDA Water and Power Development Authorny 

WTO World Trade Organiz.auon 

0 

~'VV\ 
~ 

!#' .\ 
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