Commercial Banks

BACKGROUND
reditratingisrapidly
gainingacceptance

% as anin te gral part of

the en deavor forin creased trans -
par ency. In the last one year
alone, JCR-VIS Credit Rat ing Com
pany Ltd. has rated many of Paki-
stan's pre mierfinan cial

in stitutions, as well as ma jority of
the lead ing banks in the coun try.

How ever, we at JCR-VIS be
lieve, that the understandingofthe
credit rat ing con cept and the pro-
cess is yet at an in cipi ent stage,
and that the ques tions in an
investor's mind need to be ad-
dressed. This primer aims to
elaborateparticularcharacteristics
of the Paki stani econ omy and
their unique ef fect on the risk pro-
file of in sti tu tions, as re flected in
the as signed rat ings. Herein, we
havecom prehensively described
therating meth od ol ogy used for
com mer cial banks. This is the first
in a series of publications, each of
which would sepa rately per tain to
othersectors.

We believe that these will ren der
im proved com pre hen sion and ap
pre cia tion of credit rat ing as a credi-
ble,in de pend ent opinion, of an
or ganization's abil ity to meet its fi-
nan cialobligationsinatimely
manner.

relatively newdevelop-
C% ment to wards im-
provedfinancial
dis cipline in the Paki stani bank ing
sec tor, creditrating con trib utes to
increasedtrans parency,allowing
anindividual/institutionalinvestor
to assessrisk as so ciated with pos-
siblein vestmentave nues. Asa
third party's es ti ma tion of an en-
tity'sre pay mentability, ratings
servetobenchmarkinstitutions
with re gard to their re spec tive risk
profiles. A circularis sued by the
State Bank of Paki stan (SBP) in
June 2000 made credit rat ing
man datory forcommer cial banks.
All listed banks were to pub licly
announcetheirre spectiveratings
by June 30, 2001 and all non-
listed banks had an other one year
beforecompulsory publicdisclo-
sure.

Somefinancialinstitutionsin
Paki stan like the 'Big five' of the
bank ing sec tor have also been
rated by inter na tional rating agen-
cies. These were foreigncurrency
ratingsthat ex press the abil ity of
an en tity to meet its in ter na tional
obligationsinthe currency of an-
other coun try, say the US dol lar,
and were there fore capped by the
sovereignceiling.Internationalrat-
ing agenciesalsoassign lo cal cur-
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PRIMER —Com mer cial Banks

rency rat ings on an
internationalscale expressing

the abil ity of an en tity to meet its
internationalobligationsinitslocal
ordomesticcurrency.

Localcurrencyratingsona
nationalscale as sumethelo cal
gov ern ment to be risk free. These
repre sent an entity's abil ity to
meetitsdomesticobligationsin
the lo cal cur rency. JCR-VIS as-
signslo cal currency ratings on a
na tional scale and as sumes that
the Gov ern ment of Paki stan is do-
mestically, a '"AAA' rated entity.
Though sov er eign risks are largely
ignored, the vul nerabil ity of in stitu-
tions to the chang ing eco nomic
andregulatory environmentis
nev er the less built into the as-
signed ratingsandaninstitution's
fi nan cial strength is gauged both
in ab so lute terms, as well as in re-
la tion to all other mar ket play ers.
This is to say that the as signed na
tionallo cal currency ratings do
factorin, the effect of both gen eral
and spe cificrisks on anin stitu-
tion's risk profile, with the ex clu
sion of sov ereignrisks.

Since gen eral risks tend to be
more se vere, it takes a larger re-
source base to be able to ab sorb
serious economic stress. Larger
banks usu ally have stronger
shields in terms of mar ket ac cess,

economies of

ket share bet ter equips them to
determinetheirpricing structure.
On the other hand, smaller banks
may run into dif fi cul ties where
bankingsystemsareliberalized
and com peti tive. In such mar kets,
smaller banks derive earnings
from niche mar kets, where they
may com mand some de gree of
pricinglatitude.

In Paki stan, how ever, the con-
ceptofassetdiversificationin
terms of type of as set prod uct is
largely ab sent. Also, the cus tomer
base is not clearly seg mented for
differentiated financialproducts,
mak ing it dif fi cult for small banks
to identify their particular domain
of op erations. Therefore, as set

and e

. .q Asset and equity size, though
uity size

y ’ not a key driver of credit
though ratings does affect ratings of
not a key an institution, in as much as
driver of it affects its risk appetite and
. earningpotential

credit rat-
ings does

affectratings of aninstitution, in
as much as it af fects its risk ap pe-
tite and earning potential. As
such, rat ing ceil ings are ap plied in
most cir cum stances to smaller
sizedentities, unlessoverriding
factorsin clud ing strong group or
sov er eign sup port exist that willbe
a source of credit en hance ment.
How ever, if gen eral risks be come
too acute and credit im pair ment
be comes un avoid able for the fi-

Larger banks usually have
stronger shields in terms of
market access, economies of
scale and franchise value,
and fare better withstanding
systemicrisks

scale and fran-
chise value, and
fare bet ter with-
standing systemic
risks. Further-

nan cial sec tor as a whole, JCR-VIS
may ap ply rating ceil ings across
the board.

Inevolving banking systems,

more, as the bank ing sec tor ma-
tures and corporate governance
takes root in large banks, their na-
tional fran chise and a strong mar-

the competitiveenvironmentmay
as sume criti cal im por tance as prt
vatization,deregulationandmerg-
ers mark the tran si tion. As new

JCR-VIS Credit Rat ing Com pany Lim ited
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forms offinan cial ac tivity take
ground, merg ers and ac quisitions
are the more ex pe di tious way to
cap ture new mar kets as op posed
to internal growth. Integrationis-
sues and resultingsynergiesare
criti cally ana lyzed from the credit
strength en ing point of view, bef ore
arriving at credit as sess ment of
the merged en ti ties. The shiftin a
bank's fran chise value, in chang-
ingbankingenviron ments, is a
key, rating fac tor, as a func tion of
itslong-term earning potential,
and as en gen dered by a com pe-
tentman age mentteam.

An other fea ture of emerging
marketsisincreasingdisinterme
diation, potentially affectingthe
tra di tional busi ness of banks by
re duc ing the scope of lend ing. Int
creasing com petition, overthe me-
dium term would lead to strain ing
the prof it abil ity of banks. How
ever, over the longer term, banks
are likely to pros perin de vel oped
fi nan cial mar kets, with more op-
portunities to di ver sify their earn
ings through new fi nan cial
prod ucts. Depth and di ver sity of
the econ omy and capital markets
there fore di rectly af fects the over
all strength of banks.

Ratings are alsoin flu enced by
the abil ity of the regu la tors to as-
cer tain the sound ness of banks in
the sys tem and their ca pacity and
willingnesstointerveneto pre vent
in stitu tional failures. The trans par
ency in the system as in cul cated
by the regulatory framework and
thereliabil ity of audit prac tices,
are also given due weightage.
Simi larly, the prompt ness of
decision- making in the le gal sys-
tem has a directbearing onthe

rating as certainfactorslikere aliz-
abil ity of col lat eral in a timely
man ner are de pend ent on the effi-
ciency of the courts.

A bank's abil ity to honorits fi-
nan cial com mit mentsis also af -
fected by the degreeofexternal
support. Creditworthinessoffinan

cially weak banks
may be enhanced,
if backed by a
strong third party.
The strength of
spon sors, share-
hold ers, group,

The strength of spon sors,
share hold ers, asov er eign or
even the peers, is a posi tive
influenceontheratings,
given that a vi able
mecha nism is in place for
the time li ness of the sup port

sov er eign or even the peers, is a
positiveinfluence ontheratings.
By the same to ken, the fi nan cial
viability of associatedconcernsis
also taken into ac count and trans
lated into any stress that may im
pact the risk pro file of the en tity
be ing rated.

Sup port mecha nisms are
counted to wards credit en hance-
ment, pro vided a vi able mecha-
nism is in place for the timeliness
of the sup port. The time li ness of
dischargingfinancialobligationsis
cru cialin the rating defi ni tion,
high light ing the fact that it is not
the eventualre pay mentca pacity
that the ratings drive to establish
but the time li ness of that re pay-
ment, which is to be benchmarked .

Third party sup port is at its
most ef fec tive in the form of sov er-
eign sup port. Though the pres ence
of im plicit sup port from the sov er
eign pre vents economy- wide re per-
cus sions of a failed bank and may
re sult in a higher credit rat ing,
strong pre dict abil ity of state sup
portoften hin ders the de vel op ment
ofthelo cal bank ing sys tem.

JCR-VIS Credit Rat ing Com pany Lim ited
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Other than the sov er eign,
strong boards can be a significant
strengthto anin stitution subject
to the auton omy of the mem bers
andthediversificationintheir
back grounds. In the re cent past,
weak boards were found to be sig-
nificant contribu tors to bank fail -
ures in Paki stan.

Thelat estregulatory movein

thisre gardlimits spon sordirectors

of the same family to 25% of
board mem bers, for all banks
other than the state- run banks,
and is a wel come step for
strength en ing of the boards.

While con sid ering the spe cific
risks rele vant to a bank, a mul ti
tude of fac tors are con sid ered by
JCR-VIS, as part of the com mer

cial bank rating meth od ol ogy. The

rela tive im por tance of these ele-
ments may how
ever, vary
amongst in stitu
tions and the
analy sis of a
bank's fun da men
tals is aimed at iden ti fy ing the key
rating driv ers forthat particular
bank.

It is entirely possible for
banks with weaker financial
ratios to have high ratings
based on management
quality, support factors and
franchise

Above or be low a cer tain
thresh old level, any of these rat ing
ele ments may be come the de cid-
ingfactor. Though sustain able
earnings (profits bef ore all ex traor
dinary items, pro vi sions and
taxes) and risk pro file of the in sti-
tu tion are given due cov er age in
the analy sis, JCR-VIS is of the
opin ion that the bank's fran chise
value and the abil ity of the man
age ment to en hance and capital-
ize on its fran chise value,
determinesits finan cial strength

over the long term. There fore, it is
entirely pos sible for banks with
weaker fi nan cial ra tios to have
high rat ings based on man age-
ment qual ity, sup port fac tors and
fran chise.

JCR-VIS Credit Rat ing Com pany Lim ited
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he last three years
@/ were marked with a
string of bank fail ures
in Paki stan, be gin ning with Bank
ers Eq uity Ltd. and fol lowed by In
dus Bank, Prudential Com mercial
Bank and most re cently the mora-
to rium de clared on the de posits of
NationalDevelopmentFinance
Corporation (NDFC). Theinstitu-
tion ali za tion of third party vigi-
lance and the credi bil ity of the
rat ing pro cess have since ac-
quired a great deal of sig nifi cance.
Creditrating gets fur therim pe tus
from the single- minded fo cus on
privatizationbythe current
authori ties, that has gen er ally em+
phasized im proved practices and
dis closurere quire ments. Thereis
pres surefrommultilateral donor
agen cies to wind up non vi able fi-
nancialinstitutions, specially the
distressedDevelopmentFinancial
In stitutions. This per haps was the
end ob jective of there cent cross-
sector merger of NDFC, one of the
larg est spe cialized play ers, with
the Na tional Bank of Paki stan.
Other cross sec tor merg ers are
also in the off ing and are ex pected
to strengthen the financialsector.

Theim pending privatization of
two of the five large commercial
banks and the par tial sale and list

Pressure from the State Bank |9 of
of Pakistan to develop a shares of
culture of good governance thelarg est
has resulle:d ina phase of commer-
restructuring in all large
commercial banks cial bank,
so far en

tirely owned by the Fed eral Gov-
ern ment, on the na tional stock
ex changes are the most sig nifi-
cant recentde vel op ments,inthe
localbanking sector. Pres sure
from the State Bank of Pakistan,

to de velop a cul ture of good gov-
ern ance, has re sulted in a phase
of re struc tur ing in all large com:
mer cial banks, de creasing the
number of branches and staff to
curtail op erational costs to the
minimum.

BANKING SECTOR
OVERVIEW

As part of the SBP's en deavor
to re struc ture the banks and mini-
mize the spread to a more de posi-
tor friendly level, the ap pli ca ble
tax rate has been re duced from
58% to 50% with expectationsof
furtherre ductionin national budg-
ets to come. This will, in the
longerrun, en courageinvestment
in the banking sectorand
strengthen the bal ance sheets.
JCR-VIS be lieves that these re cent
regulatorydevelopmentshave
been posi tive and may im prove
ratings for the en tire fi nan cial sec
tor.

Large Commercial Banks -
"The Big Five'

The bank ing sec torin Paki stan
is domi nated by five banks, two of
which, namely Habib Bank Lim-
ited (HBL) and United Bank Lim-
ited (UBL) are en tirely owned by
the Gov ern ment of Paki stan. The
Na tional Bank of Paki stan and the
larg est of the lo cal banks, was
also until re cently owned entirely
by the GOP. Lately how ever, its
shares were listed on the stock ex
changeand publicownershipis
ex pected to amount to 10% of to-
tal shares by year- end. The re-
main ing, Al lied Bank of Paki stan
and Mus lim Com mer cial Bank are
also par tially owned by the Gow
ern ment. The GOP is ex pected to
di vest its re main ing 9% shares in
MCB and 49% shares of ABL in
the com ing months.

JCR-VIS Credit Rat ing Com pany Lim ited
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These five banks were among
the few play ers in the lo cal mar
ket, along with some foreign
banks, prior to the mush room
growth in the sectorduringthe
80s and 90s. Unhindered by com-
pe ti tion, and with their wide web of
branches, these banks cap tured
the de posit base and main tain a
mar ket share of over 70% to date.
Otherthan the gov ern ment's
stake, the bear ing that the per-
form ance of these banks has on
the country'sfinan cial markets
sug gests that gov ern ment's sup-
port is most likely to be forth com-

The bear ing that the

per form ance of these banks

has on the coun try's fi nan cial
mar kets sug gests that
gov ern ment's sup port is most
likely to be forth com ing,

underduress. Put dif fer ently,
these banks may be re ferred

to as be ing, 'too big to fail'

ing, underduress.
Putdifferently,
these banks may
be re ferred to as
be ing, 'too big to
fail', since they ex-
hibit all char ac ter-
istics,includinga
very large mar ket

share and im por tance to the eco-
nomic sys tem, that ren der them
capableofdefyingfailure. The
relativeim portance attachedto
these banks af fects their risk pro-
files and en hances the credit rat-
ing of the institution.

that of the sovereignitself,being
the ultimate entity re sponsible for
the safety of de pos its. As men-
tioned ear lier, on a na tional scale,
the sov ereignis al mostin variably
rated AAA for its lo cal cur rency
obligations,inits ca pacity asthe
strong est en tity in the country.
The partial orcom plete privatiza-
tion ofthese nationalizedin stitu-
tions will ren der the guar an tee
void, but till such time, sovereign's
back ing, both in the form of an ex-
plicit guar an tee and im plicit sup-
port, is the big gest con tribu tor to
the con tin ued strength of these en-
ti ties. Simi larly banks, where a
sub-sovereign has a sub stan tial
shareholding, also enjoy im plicit
sup port of the re spec tive sub-
sovereign, even though de posits
are not cov ered by an ex plicit
guarantee.

Once the guar an tee of state-
owned banks stands sus pended,
the ele ment of sup port di minishes
considerably, anditbe comesim-
portantto deter mine thefinan cial
strength of the in sti tu tion in the
ab sence of gov ern ment sup port.
To be able to iso late the rat ing
pro cess from the overrid ing ef fect

Governmentsup portismagni  of asov er- :
fied for banks that holl . ) JCR-VIS has also assigned
ied for banks that are wholly eign guar rafings on a standalone
owned by the GOP. A unique fea-  antee, basis to entities that were
ture of this sup portis a statu tory JCR-VIS rated AAA due fo the
guarantee pro vided to the de pos has also government's statutory
N . guarantee.
its of banks, where the gov ern - assigned

ment holds 74% or more of the
shares, and as iden ti fied in the
bank's nation ali za tion act of 1974,
ac cord ing to which the Fed eral
Governmenthasguaranteedthe
safety of de pos its. As such, blan-
ket pro tec tion of fered by way of
anex plicitguarantee as sures that
their credit profiles are similarto

rat ings on a standalone ba sis to
en ti ties that were rated AAA due
tothe government's statu tory
guarantee.

Like some other emerging
markets, the government'sowner-
ship and its directcontrol, brings
withitin creased vul ner abil ity to

6 JCR-VIS Credit Rat ing Com pany Lim ited
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pro vide funds for so cio economic rated for their abil ity to meet lo cal
expediencies. Conse quently,these currencyobligations. It is impor-

five banks in par ticu lar, are ex tant to note that branches of sov-

pectedtofund publicsectorenter- ereignsup portedforeignbanks

prises, some of which are fac ing are treated dif fer ently from lo cal

acute cash flow deficits and gov ern ment owned banks.

propped on ever in creas ing debt Thoughexternal

lev els. Thisrelative in ability to enhancement is Thoughexternal
make business de cisionsbased given to for eign en hance mentis given to
solely onbusinessexpediencies governmentsup- foreigngovernmentsupport

ifindicated, sovereign

affectstheinstitution's pros pects portifindicated, guaranteeonitsborrowings
to be highly rated on a standalone sovereignguaran- will be con sid ered in terms
basis. However,thegovernment  tee on its bor row- of the cur rency risk of the
has now put independentmanage- ings will be entity'snational currency
ment teams in place, in tro duc ing consideredin
cor porate governance and sepa- terms of the cur rency risk of the
rat ing eco nomic and busi ness in- entity's national currency, and
terests. JCR-VIS will as sess the abil ity of
the branch to re payfinancialobli

Foreign & Small Commercial ~ gationsinPakrupee.
Banks

The third group of mar ket

The for eign banks be gan set-
ting up op erationsin thelo cal
mar ket and reaped bene fits of an
internationally establishedbrand
name and im proved serv ice qual-
ity. With are stricted clien tele,
these banks have a re duced pro-
por tion of mar ket share in com-
parisonto the partially privatized
andnationalizedcommercial

play ers are the pri vate sec tor
banks some of which have
emerded as com mu nity banks
and mostly have a closely held
share holding pat tern. Of the 12

pri vate banks, some are owned by
groups that have had sub stan tial
experienceinthebankingsector
in the pre nationalizationera.
These banks have a mar ket share

banks. of al most 15% and are re stricted
The Ameri can and Euro pean by their smaller net work of
banks in the mar ket are highly branches.
rated b . ibi
The Ameri can and European | ternay Thefollowingkey ex hibits the

banks in the mar ket are

. definition of the cate gories used
highly rated by in ter na tional tional rat

for the bank ing sec tor in Paki stan,

r?;;;ﬁ,%%??;:;:: 33 ;)0:;“ glgencies and the number of in sti tu tions in

rating re quire ment, as laid each cate gory pertaining to our
down by the SBP ?nl? dod not . ted uni verse, used for de vel op-
atiun der ing the sta tis tics given in this pa-

the man datory rating re quire ment,

as laid down by the SBP. per:

Large Com mer cial Banks
(LCBs): Com mer cial banks with
an as set size greater than Rs

Lo cal branches of most
Middle- Eastern and South Asian
banks how ever, re quired be ing

JCR-VIS Credit Rat ing Com pany Lim ited 7
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100b. Num ber of in sti tu tions: Five

(5)

Foreign Commercial Banks
(FCBs): Branches of com mer cial
banksin cor porated out side Paki
stan. Num ber of in sti tu tions: Six

(6)

Small Com mer cial Banks
(SCBs): Com mer cial banks with
an as set size less than Rs 30b.
Num ber of in sti tu tions: Five (5)

Only audited ac counts
(FY1998-FY2000) have been used
andunrepresentativedatahas
been ex cluded from some ra tios
to avoid distortion.

"in cludes Habib Bank Lim ited (HBL). HBL is in the
pro cess of be ing rated by the JCR-VIS.

8 JCR-VIS Credit Rat ing Com pany Lim ited
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RATING
METHODOLOGY

s dis cussed in the ear-
lier sec tions of the pa-

@,‘g per, rat ings are

gov erned by a set of fac tors, both

be com pelled to take the loss on
non- performing loans all at once,
rather than be ing able to spread
the loss over the years by way of

quantifiableandintangible,and
any of these fac tors may be come
akey rating driver. Ma jorrating
componentscomprisingrisk
evalua tion, capi tal strength, and
earning po tential have been de-
tailed in the fol low ing pages in
con text of the bank ing sec torin
Paki stan and are il lus trated with
key ra tios used for analy sis. How-
ever, it is im por tant to look be-
yond the fi nan cial ra tios and ar rive
at an opin ion on the abil ity of the
man age ment to en hance anin st
tu tion's fran chise value, which is
the most significant rat ing con sid
era tion over the long- term. A com-
pre hensive analy sis of the
qualitativefactors,inconjunction
with the num bers, is car ried out to
evalu ate the risk of an un timely
pay ment of prin ci pal and / or
markup.

C apitalization

The fore most tool used to as-
sess the ade quacy of the bank's
capi tal is the mini mum capi tal re-

provisions. As such, capitalbase
serves as the buffer against sud
dendeterioration in assetquality
or acute dips in earn ings in a par-
ticu lar year.

In Paki stan's con text, the
meas ure of CAR (Capi tal Ade-
quacy Ratio in clud ing both tier 1
and tier 2 capi tal) needs to be
con sid ered with a pinch of salt.
Loans ac corded to the publi ¢ sec-
tor are as signed weights be tween
0-50% de pend ing on the de gree of
gov ern ment's con trol and whether
the loan is/is not guar an teed by
the gov ern ment of Paki stan. For
banks with large pub lic sec torex-
po sures, a func tion of pub li c ownr
er ship, risk ad justed as sets may
not be re flec tive of the risk pro file
of the bank's as sets and an MCR
of 8% may fall short of capi tal ade-
quacy stan dards. In varia bly, the
pro por tion of risk weighted as sets
(RWA) tototal as setsis con sid era-
bly lowerin public sec tor banks.

RWA % TOTAL ASSETS

quire ment (MCR) as pro pounded CATEGORY AvG. Q1 Q2 Q3
. by the Ba-
Capital b th
e |denaee B 502 254 295 550
deterioration in asset quality | ment FCBs 36.0 29.8 41.5 45.0
or acute dips in earnings in | hich ' ' ' '
a particular year measures  SCBs 46.2 419 445 547

capi tal with re spect to risk

Q1: First Quar tile, Q2: Me dian, Q3: Third Quartile
weighted as sets. Therela tively

risky as sets are as signed higher
weights, that in creases the need to
have a larger capi tal base. In
emerging econo mies where en vi-
ron mental con ditions are likely to
be vola tile, eq uity size is of criti cal
im por tance as banks may at times

These banks also bene fit from
tier 2 capi tal to meet capi tal ade-
quacy re quire ments, mostly a sur-
plus on re valua tion of fixed as sets.
Pri vate sec tor banks in Paki stan
and the for eign bank branches on
the other hand, largely do not fi

JCR-VIS Credit Rat ing Com pany Lim ited
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nance the pub li ¢ sec tor and CAR
isamorereliablein di ca tor of capi
tal strength.

As evi dent from the ta ble, the
larger banks though mostly above
the wa terline have rela tively lower
eq uity bases in re la tion to risk ad-
justed as sets, de spite a lower pro-
por tion of risky as sets and the
ef fect of tier 2 capi tal, un like the
other two cate go ries of banks. The

An other as pectto be
thor oughly evalu ated is the o
level of un im paired capi tal, best-capitalized
having factoredinthe effect Jbanks in the sec-
of un- provided losses on the tor, but of ten do

foreign banks are
invariably the

| heet.
balanceshee not have full ac

cess to it for em ploy mentasan
earning as set, duetoregulatory

re quire ments that call for de posiit-
ing the capi tal amount with the
SBP ei ther as cash in ru pees or US
dol lars or FIBs. This has con trib-
uted to a low pro por tion of risk ad-
justed as setsto total as sets.

CAR (%)

CATEGORY Avc. Qi Q2 Q3
LCBs 9.9 85 102 112
FCBs 57.7 231 354 523
SCBs 146 119 130 167

Q1.: First Quar tile, Q2: Me dian, Q3: Third Quartile

An other as pect to be thor-
oughly evalu ated is the level of un-
im paired capital, havingfactored
in the ef fect of un- provided losses
on the bal ance sheet. In Paki stan
the quan tum of un pro vided loan
losses is the most significantcon-
tribu tor to the to tal bal ance sheet
loss. If the banks are not given
any credit for the value of col lat
eral held in view of the de lays in
le gal re dress, the eq uity of all

large banks would be seriouslyim-
paired.

NET NPLs % TIER 1 CAPITAL

CATEGORY AvG. QI Q2 Q3
LCBs 1926 1479 1745 2133
FCBs 4.1 - 28 73
SCBs 70.6 284 069.7 85.1

Q1: First Quar tile, Q2: Me dian, Q3: Third Quatrtile

By the same to ken, un der-
stated val ues of fixed as sets or
any other hid den re serves have to
be as signed due weight age in the
ratings.

The continued ade quacy of
capi tal as re flected in the growth
in equity in re la tion to the growth
in as setsis of criti cal sig nifi cance
to ratings as are flec tion of risk.

The State Bank in a circularis
sued in De cem ber 2000, has in-
creased the mini mum paid up
capital re quire ment to Rs 750m
by Janu ary 1, 2002 and Rs 1b by
Janu ary 1, 2003. JCR-VIS looks at
these develop ments positively.In
case of non- compliance, banks
will be de sched uled on the said
dates. In this re gard, some small
banks are seriously short of the re-
quire ment. This may force some
banks to wind up operationsor
merge with other banks.

Credit Risk

Credit risk of a com mer cial
bank is largely con cen trated in its
loan port fo lio thatis ana lyzed to
as sess the level of in fec tion
(NPLs/Gross Loans). The analy sis
looks back at past trends in asset
quality, the deteriorationinassets
to day and the abil ity to with stand
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any im pair ment in fu ture. Pru den-
tial Regulations for commer cial
bankslay down com pre hen ssive
guide lines to clas sify non-
performing as sets and all banks
are re quired to dis close the level
of non- performing loans.

INFECTION (%)

CATEGORY _AVG. Q1 Q2 Q3
LCBs 262 176 204 308
FCBs 119 26 50 223
SCBs 158 63 127 243

Q1: First Quar tile, Q2: Me dian, Q3: Third Quatrtile

The above ta bles elu ci date the
ex tent of non- performance within
the large lo cal com mer cial banks.
In con trast, two of the large Ameri-
can banks, Bank of Amer ica and
First Un ion Corp. had anin fec tion
ratio of 1.0% and 0.7% respec-
tively, while the larg est Japa nese
bank, also the larg est bank in the
world, the Mi zuho, has an in fec tion
level of 4.8% for the same pe ri od
(Dec. 2000).

The ex tent of net non-
performing as sets determinesthe
qual ity of the bank's as set base.

NET INFECTION (%)

CATEGORY AVG. Q1 Q2 Q3
LCBs 156 94 137 181
FCBs 2.2 00 08 1.4
SCBs 119 46 99 182

Q1: First Quar tile, Q2: Me dian, Q3: Third Quartile

In this re gard, con tin gent li
abilities against non-performing
credit of the bank are also as-
sessed for a possibleimpacton
the bank's fu ture cash re quire-
ment. The ag gre gate im pact of

non- performing credit and con tin-
gentli abil ity thereof is meas ured
against pro vi sion held and the
forced sale value of avail able se cu-
rity. In an other step, the cov erage
of bad credit through pro vi sions is
as sessed ex cluding the benefit of
se curity held, due to the long
drawn out le gal pro ceed ings that
precederealizationofcollateral
value.

The quan tum of loans re-
sched uled on non- performance is
an other pos sible source of credit
risk. The pru den tial regu la tions do
not al low a re sched uled loan to be
ex cluded from clas si fied loans un-
less the loanee has serv iced fi nan-
cialobligationsaccordingtothe
resched ulingagree mentfora
mini mum period of 1 year af ter
con clu sion of the grace period. It
is con sid ered ad vis able at JCR-VIS
to assessthereschedulingagree

ment and whether
1 year is an ade
quate time period
forperformance
review.Unless
30% of the out
stand ing ex po sure has been re-
paid and 30% of re sched uling
period has con cluded, the as setis
consid eredim paired.

Un less 30% of the
outstanding exposurehas
been re paid and 30% of
reschedulingperiodhas
concluded, the as setis
consideredimpaired

Furthermore, while assessing
to tal loss on the bal ance sheet,
JCR-VIS also looks for quan tum of
un clas sified creditfacilities, ifany,
againstnon-perfomingfacilities
ex tended to the same loanee or
group.

Themandatoryre quirement
for pro vi sions against loan losses
al lows banks the bene fit of forced
sale value of held se cu rity and

JCR-VIS Credit Rat ing Com pany Lim ited
(Formerly DCR-VIS Credit Rating Com pany Lim ited)
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prudential regulations enforce an-
nual as sess ment of this value to
de ter mine the ex tent of ero sion of
security value against extended
creditand protection avail able
against credit risk. In Paki stan,
gen eral pro vi sions are not an at
low able ex pense for taxes pay-
able, and there fore banks are
reluctant to carry generalprovi-
sions. Non- availability of these
loan loss re serves against pos sible
fu ture losses also drags rat ings.

So far the em pha sis of credit
risk man age ment in Paki stan has
been oncollateral man age ment.
To tal vol ume of non- performing
loans (NPLs) in the bank ing sec tor
amount to ap proxi mately Rs 175b
(Source: An nual re ports of com-
mer cial banks) as of De cem ber
31, 2000. The nation al ized com+
mer cial banks are the worst af-
fected play ers, de spite the fact
that they have ex ten sively fi-
nancedthe publicsectorunder
loan agree ments guar anteed by
the Fed eral Gov ern ment that do
not re quire being clas sified. Here it
isim por tant to make a dis tinc tion
be tween the wholly owned gov ern-
ment banks and the partially pri-
vat ized ones that are far less
ex posedtothe publicsectorin
com pari son and there fore their de-
clared lev els of non- performance
are morere flec tive of ac tual in fec-
tion.

In a re cent move, a Cor po rate
andIndustrial Re structuring Cor-
poration (CIRC) was established
topurchasecollateralizednon-
performing as sets from the gov-
ern ment owned banks, for sub se-
quentdis posal. Similar ve hicles
had been es tab lished in USA and

Ja pan, and aimed at a quicker
reso lu tion of non- performing as-
sets through auc tion of col lat eral.
These corporations have seen
mixed suc cess, from lim ited suc-
cess in Ja panto very ef fec tive in
the US bank ing sec tor. The per-
form ance of this new sys tem re-
mains to be seen in Paki stan.

As set mix is analyzed to as cer-
tainthediversificationinop era
tions and con centration by as set
type and by sec tor, en tity or a
business group.International stan-
dards limit ag gre gate con centra
tion of credit and con tin gent
li abil ity to 25% of paid up capi tal
and allow ance for loan losses, in
any oneindivid ual client/group of
com pa nies oranindus try. In this
re gard, it is worth while to note that
Paki stan's econ omy does not have
the depth of well-developed mar-
kets and a few sec tors domi nate
the country'sindustrial produe
tion. As such credit con cen tra tion
in terms of ex po sure to some sec-
torsis an un avoid able oc currence.

However, . —
as far as An institution's vulnerability
to a sector's performance as

concen- a result of concentration is
tration en- the focus of credit analysis,
hances whatever the business

. rationale of concentration
the risk may be
profile of

an entity,itneverthelessimpacts
its credit rating.

As anillustration, the tex tile
boom of the late 80s re sulted in
large ex po sures taken in the tex-
tile sec tor, as thelarg estin dus try
in Paki stan, how ever, the slump of
mid 90s seri ously af fected the as -
set qual ity of banks, deeply con-
centratedinthisindustry. An
institution's vul ner abil ity to a see

12
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tor's per form ance as are sult of
con centration, is the fo cus of
credit analy sis, what ever the busi-
nessrationale of concentration
may be. Particularly disturbing, is
concentrationinexceptionally
volaftile as sets. Again with ref er
ence to Paki stan's econ omy, ex
cessiveconcentrationinequity
markets, that have been histort
cally vola tile and lack depth, in-
varia bly caps rat ings to a lower
in vest ment grade band.

Liqui(lity Risk

The fund ing mix of com mer-
cial banks, re quires them to main-
tain higherlev els of li quid ity
against de mand and time li abili ties
due to a higher pro por tion of de-
mand liabilities. Li quidity re quire
ments im posed on com mer cial
banks by the State Bank of Paki-
stan are particu larly strin gent. The
statu tory cash re quire ment at 5%
of de mand and time li abili ties and
astatutoryliquidity re quire ment
(in clud ing cash) at 20% is a sub-
stantialmar gin againstunantici-
pated stress.

LIQUID ASSETS % TOTAL ASSETS

CATEGORY AVG. Qi1 Q2 Q3
LCBs 374 329 368 43.7
FCBs 470 348 429 527
SCBs 39.3 333 378 471

Q1.: First Quar tile, Q2: Me dian, Q3: Third Quartile

Dependingonthe particular
bor row ing mix of the in sti tu tion, li
quidity benchmarks, includingthe
level of liq uid as sets against to tal
borrow ings, as set by JCR-VIS,
may vary. The bor row ing mix con-
sid ers the mix of core and non-
coredeposits.Variousindicators

are used to as sess this among
which is the pro por tion of re tail
andcorporatedeposits. Liquidity
indicators are sen sitized to meas
urecoverage
against to tal bor-
row ings and in the
sec ond step, as-
sess maximum
pos sible stress by
measuringcover-
age against a pro por tion of con tin-
gentli abili ties that may ma ture
withintherating horizon. Liquidity
bench marks are also de pend ent
on the de posit base of the bank.
For smaller banks, mini mum li-
quid ity for quali fy ing them to
higher rat ing bands is rela tively
higher than the larger banks, due
to a lower risk ap petite of smaller

For smaller banks, mini mum
liquid ity for qualifying them
to higher rat ing bands is
rela tively higher than the
larger banks, due to a lower
risk ap pe tite of smaller
banks

banks.

LiQUID ASSETS % TOTAL
BORROWINGS

CATEGORY AVG. Qi1 Q2 Q3
LCBs 41.1 358 404 49.0
FCBs 60.0 39.7 55.6 69.8
SCBs 440 37.1 41.7 52.6

Q1: First Quar tile, Q2: Me dian, Q3: Third Quartile

In de vel oped mar kets, the
con cept of de positin surance as-
sures the banks' small and core
depositorsoffinancial se curity

and 1{'1 Creas.es In developed markets, the
confidenceinthe concept of deposit insurance
system. assures the banks' small and

core depositors of financial
security and increases

Th n i - A
€ con ceptlis confidence in the system.

ab sent in Paki
stan'sfinancial
sec tor and though some na tion at
izedfinancialinstitutions are cov-
ered by a blan ket statu tory
guaranteeon all deposits,the
smaller banks not fal ling un der the

JCR-VIS Credit Rat ing Com pany Lim ited
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government'sdepositguarantee
will im mensely bene fit, if de posit
insuranceisintroduced.Insurance
pre mi ums may then be de ter
mined based on the re spec tive
risk pro file of the banks, and the
policy may cover all de posiits be -
low a certain cut- off amount that
would de fine a small de posit.

Market and Currency Risk

For emerg ing mar ket econo-
mies, in ter est rate risk man age-
ment be comes a key driver of
sustained profitability. Theregula-
tory en viron ment has made sub-
stan tial ef forts to in still a cul ture of
risk man age ment by mak ing man-
datory the es tab lish ment of the as-
setliability management
com mitteeinbanks. Tradition ally,
com mer cial banks in Paki stan are
not ex posed to eq uity mar ket risk
and concentratein vestmentsin
fixedincome governmentsecuri
ties, mostly lig uid in na ture and
countedto wardsli quidity re quire-
ments men tioned ear lier. A sub-
stantialin vest mentin fixed
income se curities provides some
de gree of pro tec tion against vola-
tility in in ter est rates. JCR-VIS fur-
ther checks for the maturity
pro files of markup bear ing as sets
and li abili ties to as sess the risk as-
so ci ated with re- pricing of ma tur
ing finan cialin stru ments, both on
and off bal ance sheet. We fur ther
take into account the access
banks may have to the money
mar kets and other re sources, un-
derduress.

Risk aris ing from for ward con-
tracts and pur chased for eign bills,
for eign currency place ments with
central banks (SBP/oth ers) and
nos tro bal ances are the main con-

stitu ents of cur rency risk. In Paki
stan this risk is largely con trolled
through strictly en forced regu la
tionsre garding net open positions
and nos tro bal ances. At the time
of writ ing this re port, the limit on
nos tro bal ances had been re-
moved whereas that on the net ex-
po sure has been main tained,
which still ef fec tively con trols cur
rency risk. For banks with foreign
op era tions the value of its for eign
currency denominated as setsand
li abili ties, cur rency risk is still
greater.

Profital)ility

The level of ba sic earn ings
andits sus tain abil ity is the fo cal
pointin as sessing profit abil ity as
an entity'sinte gral strength. Ba sic

earnings . .

f ‘g The sustained earning
o . an.ln- potential of aninstitutionisa
stitution key de ter mi nant of fran chise
exclude value and ef fec tive
the effect management

of pro vi sions and taxa tion (PPP).
Profitability determinesaninstitu-
tion's abil ity to build re serves and
be able to pro vide forunre alised
losses, with out af fecting the
bank's ex isting capi tal base. The
sustained earning potential of an
institutionis akey de ter minant of
fran chise value and ef fec tive man-
age ment and al lows a bank to
continually in vestin new prod ucts
and technology.

PPP % NET LOANS

CATEGORY AVG. Q1 Q2 Q3

LCBs 1.9 1.2 17 28
FCBs 132 31 44 274
SCBs 2.4 L3 27 35

Q1.: First Quar tile, Q2: Me dian, Q3: Third Quartile
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Some of the FCBs rated by
JCR-VIS derive a ma jor por tion of
their ba sic earn ings from sources
other than lend ing ac tiv ity, as also
reflectedin above statis tics.

The ade quacy of earn ings is
also as sessed by de termining the
pro por tion of net loans cov ered by
basicearnings. Theobjectiveisto
as sess the extent of performing
loans that may be comenon-

performing in fu ture years and
may be pro vided for, with out hav-
ing to dig into capi tal re serves.

Growth in pre- provision prof its
is largely a func tion of an ex pand-
ing earn ing as set base and the
yield mix of assets, whereas sus
tain abil ity of earningsis a ques tion
of effectiveinter estrate manage
ment, ef fi ciency of op era tions and
the contribution of stablein come
in total reve nues. JCR-VIS checks
for the align ment of an in sti tu-
tion's strategy withtheinterest
rate struc ture preva lent in the
econ omy and also the as sump-
tions un derly ing its fu ture course
of action. Asre gards sus tain abil-
ity, ba sicre turns are cal culated to
arrive atan estimation of re curring
re turns. Siz able growth in earn ings
level in a par ticu lar year will not
contrib ute positively to wards the
rat ings, if achieved through
sources be lieved to be volatile.

BAsic ROAE (%)

CATEGORY AVG. Q1 Q2 Q3
LCBs 238 165 274 334
FCBs 226 59 217 366
SCBs 182 89 202 283

Q1.: First Quar tile, Q2: Me dian, Q3: Third Quartile

As capitalmarkets de velop,
disinterme diation squeezesthein
ter est rate spread. Banks then
have the op tion of ei therin vesting
in high risk/re turn as sets or de
velop fee based businessto sub sti-
tute thin ning mar gins. Though
core businessin comeisim por-
tant, diversificationinthe earnings
mix en sures sta bil ity overthe
years.

NON-MARK UP INCOME % TOTAL
REVENUES

CATEGORY _AVG. QI Q2 Q3
LCBs 37.8 284 32.6 46.5
FCBs 67.7 47.0 50.2 645
SCBs 444 349 419 485

Q1: First Quar tile, Q2: Me dian, Q3: Third Quartile

Controlsoveradministrative
expenses areanalyzedinrelation
to net reve nues. NCBs with the
larg est branch net works and over
staffed estab lish ments fare worse
in this re gard with high in ef fi cien
cies. In this re gard the me dian
(Q2) for ef fi ciency in the large
Ameri can banks (as set size
greater than $20b) was 59.4% for
the yearending De cember 31,
2000.

EFFICIENCY (%)

CATEGORY AVG. Q1 Q2 Q3
LCBs 85.0 751 831 88.9
FCBs 75.5 314 48.5 60.7
SCBs 68.3 523 552 786

Q1.: First Quar tile, Q2: Me dian, Q3: Third Quatrtile

Op er ating costs are also ana
lyzedinrela tion to de posit base
and small and for eign com mer cial
banks show con sid era bly im
proved num bers over the LCBs.

JCR-VIS Credit Rat ing Com pany Lim ited
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Management

The control pro ce dures of the
bank and the future of the en tity
as en vi sioned by the top man age-
ment is the most significantand
intan gi ble of allrat ing fac tors. The
trickle down of the top man age
ment's vi sion and the clar ity of the
strategy identified, arefactored
into the rat ings. The sta bil ity of the
man age ment asin di cated through
suc ces sion plans and em ployee
turn overratios affectthe continu-
ity of the management'slong-term
plans, andin sta bility inman age-
ment will dis count the as sess ment

The bank's man age ment
style is the fore most
consid eration here, interms
of con servative ver sus risk
taking strate gies and
proactiveversusreactive
styles

of the strat egy.
Controlmeasures
un der taken by the
man age mentin
cluding contin
gency plans in

ef fect and the de

Staffinglevelsare considered
to arrive at an es ti mate of cost re
dundanciesif any. Thefollowing
are typi cally used tools:

STAFFING EFFICIENCY (AVG.)

517825, Pup Ewd ewid
LCBs 13,550 40 400
FCBs 41,120 380 490
SCBs 23,180 80 340

gree of cen trali za tion are sepa-
rately ana lyzed. Fac tors such as
effective ness of credit ap praisal
and monitoring proceduresare
also given due weightage.

The abil ity of a sta ble man age-
ment is the surestindicatorofa
bank's fran chise value over the
long- term and is re flected in the
earn ing po ten tial of the en tity. The
bank's man age ment style is the
fore most conssid eration here, in
terms of con servative ver susrisk
taking strate giesand proactive
ver susre ac tive styles. Itisim por-
tant to have an opin ion as to
whether man age ment will lead the
bank through new ave nues or
man age it as a fol lower of mar ket
trends. The re source base of the
bank also plays its due role in de
termining the strength of the man-
age ment to ma neu ver within the
mar ket.

DPT/EMP: De posit per Em ployee, PFT/EMP: Profit per Em-
ployee, CST/EMP: Cost per Employee

Informationsystemsinplace
are as sessed for their ade quacy as
aninte gralelementofinternal
con trols in terms of their abil ity to
gen er ate and trans fer data and en
sure its timely avail abil ity to man
age ment for de ci sion mak ing. By
the same to ken, the ef fi cacy of in-
ter nal audits, their fre quency and
their us age by the man age ment is
also counted to wards the strength
of systems and pro ce dures.

From arating per spective,
JCR-VIS uses publishedfinan cial
state ments as a base line tool for
analy sis. Limited dis clo sure from
com pa nies re sults from a com bi
na tion of a lack of will ing ness and
in abil ity of sys tems to yield req ui-
site in for ma tion. Lack of in forma
tion pertainingto certain areasis
viewed in the con text of un dis -
closed po ten tial risk and though
this may not directly be linked to
the rat ing as signed, it does con stk
tute anegative ratingfac tor.

The use of in for ma tion tech-
nol ogy as a bene fit to the cus-
tomer is also fac tored in and
whether the bank will in fu ture be
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able to use it as a com peti tive
edge. This is par ticu larly im por
tant in the fi nan cial sec tor, where
prod ucts and serv ices are mostly
homogeneousinnature.Banks
that have a large re source base
are bet ter equipped to be mar ket
lead ersinthein tro duc tion of new
prod ucts and services. There fore,
it is im por tant to be able to iden-
tify the play ers among the large
banks that are poised to in crease
their rela tive mar ket share based
on their tech nol ogy driven en deav-
ors.
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Rating Scale & Definitions

MediumtoLong-term

AAA

High est credit qual ity. The risk fac tors
are negli gible, be ing only slightly more
than for risk- free Gov ern ment of Paki-
stan debt.

AA+, AA, AA-

High credit quality. Protection factors
are strong. Risk is modest but may
vary slightly from time to time be cause
ofeconomic conditions.

A+ A, A-

Good credit quality. Protectionfactors
are adequate. Risk factors may vary
with the pos si ble changes in the econ-
omy.

BBB+, BBB, BBB-

Ade quate creditquality. Protectionfac
tors arerea son able and suffi cient. Risk

factors are considered variable if
changes oc cur in the econ omy.

BB+, BB, BB-

Obligation deemed likely to be met
when due. Pro tec tion fac tors are ca pa-
ble of weakening if changes occur in
the economy. Overall quality may
move up or down fre quently within this
category.

B+, B, B-

Obligations deemed less likely to be
met when due. Protection factors are
capable of fluctuating widely if
changes occur in the economy. Over
all quality may move up or down fre
quently within this category or into
higher or lower rat ing grade.

ccc

Considerable uncertainty exists to-
wards obligations when due. Protec
tion fac tors are scarce and risk may be
substantial.

cCc
A high de fault risk.

C
Avery high de fault risk.

b
Defaultedobligations

Short-term

A-1+

Highest certainty of timely payment.
Short-term liquidity, including internal
operatingfactorsand/oraccesstoal-
ter native sources of funds, is out stand-
ing and safety is just below risk free
Government of Pakistan's short-term
obligations.

A-1

High certainty of timely payment. Li-
quidity factors are excellent and sup-
ported by good fundamental
pro tection fac tors. Risk fac tors are mi-

nor.

A-2

Good certainty of timely payment. Li-
quidity factors and company funda
men tals are sound. Al though on- going
funding needs may enlarge total fi-
nanc ing re quire ments, ac cess to capi
tal markets is good. Risk factors are
small.

A-3

Satisfactoryliquidity and other protec-
tion fac tors qual ify is sues as to in vest-
ment grade. Risk fac tors are larger and
subject to more variation. Neverthe-

less, timely pay ment is ex pected.

B

Speculative investment characteris-
tics. Li quid ity may not be suffi cient to
ensuretimely pay mentofobligations.

C
Ca pacity for timely pay mentof obli ga-
tionsis doubt ful.
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