BANKING SECTOR REFORMS LESSONS FROM PAKISTAN

ISHRA T HUSAIN

This paper is aimed at drawing lessons from the recent experience of Pakistan in the implementation of Financial Sector Reforms. Indonesia has also made many impressive strides during the past several years in strengthening its financial sector. I believe learning is a two way process and learning from each other's experiences is a very useful way of assimilating and adopting good practices and knowledge. Pakistan can learn a lot from Indonesia's experiences and I look forward to listening to your interventions this morning.

Before I get into the contents of the reforms I would like to begin b y addressing

the following three questions:

What are the benefits of a robust financial sector for the real economy?

Why did we need reforms in the banking sector in the first place?

What is the exact role of the Central Bank in the reform process?

a) Financial sector and real economy

Financial Sector Development and Economic Development are inter-related. No economy can grow and improve the living standards of its population in the absence of a well functioning and efficient financial sector. Banks in Pakistan account for 95 percent of the financial sector and hence a sound and healthy banking system is directly related to economic growth and development of Pakistan.

The modern growth theory identifies two main channels through which the financial sector might affect long-run growth in a country: first, through catalyzing the capital accumulation (including both human and physical capital) and second by increasing the rate of technological progress.

Financial intermediaries perform five basic functions that affect the real economy.

(i) 
mobilizing savings from domestic households and corporates

(ii) 
pooling and managing risk

(iii) 
acquiring and disseminating information about investment opportunities

(iv) 
monitoring borrowers and exerting corporate control and

(v) facilitating the exchange of goods and services.
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These functions of an efficiently working financial sector allow the above two channels to work for promoting growth by:

a) mobilizing savings for investment

b) facilitating and encouraging capital inflows and

c) allocating the capital efficiently among competing uses

Empirical studies have demonstrated preponderance of evidence suggesting a positive relationship between financial development and economic growth.

b) Why were reforms needed?

What was wrong with the Pakistani banking system that such massive reforms had to be undertaken?

Banks in Pakistan have been catering basically to the needs of the Government, public sector organizations, serving a few large corporations and engaging in trade financing. There was no lending to small and medium enterprises, to the housing sector or to the agricultural sector, which create most of the growth and employment in Pakistan. Most important, the financial system suffered from political interference in lending decisions and also in the appointment of the Boards and Chief Executives. The middle class which is the backbone of any economy was not given due attention by the banking sector. There were several legitimate reasons for such an errant behavior.

First, the government's fiscal deficit was so high that most of the deposits the banks used to get were loaned to the government and government corporations. This was safe lending which fetched good returns and the banks made good profit out of it. Naturally, there was little incentive for them to do anything else except lend to the Government which was both risk free and highly remunerative.

Secondly, the government owned most of the banks. In the government banks the staff worked like typical government employees, coming to office at 9:00 a.m., checking files; having nothing important to do and leaving at 5.00 p.m. without doing much work. These banks suffered from a high bureaucratic approach, overstaffing, unprofitable branches and poor customer service. Administrative costs were high reducing profits of depositors.

Thirdly, recovery rate was so low that almost 25% of the loans were stuck up. A large number of loans to the private sector borrowers were not given on the merit of the proposal but on political considerations. These influential borrowers hardly repaid their loans.

Fourth, banking industry faced a high tax rate of 58 percent while the rest of the corporate sector paid only 35 percent. This high punitive rate along with the burden of stuck loans and inefficiency of the staff was passed on to the customers in form of high lending rates and low deposit rates. The banking industry was not attractive for new entrants who could foster competition and improve efficiency.

Because of these factors, i.e. high administrative costs, burden of stuCk-up loans and excessive tax rates, the average interest rate for lending was about 21% per annum. The middle class borrowers could not afford to get credit on such high interest rates and pay it back.

Banking sector reforms were thus needed badly to address these and other constraints so that the banks could play their due role in the economic development of the country. Although, there is no room for complacency and a lot still needs to be done, even the worst critics concede that if there is one sector which has undergone basic transformation that is the banking sector. The IMF and the World Bank who are not always very generous or effusive in their praise had this to say about the Banking sector in Pakistan after completing a comprehensive and thorough review in early 2004.

Quote: "far reaching reforms have resulted in a more efficient and competitive financial system. In particular, the pre-dominantly state-owned banking system has been transformed into one that is predominantly under the control of the private sector. The legislative framework and the State Bank of Pakistan's supervisory capacity have been improved substantially. As a result, the financial sector is sounder and exhibits an increased resilience to shocks". Unquote.

c) Role of the State Bank of Pakistan.

What was the role of the State Bank of Pakistan (SBP) in these reforms and how did it go about performing this role? The SBP is both the Central Bank as well as the financial sector supervisory authority. As a matter of fact, it has four major functions to perform under the law:

· Ensuring Soundness of the Financial Sector.

· Maintaining Price Stability with Growth.

· Prudent Management of the Exchange Rate.

· Strengthening of the Payment System.

It was felt and agreed between the Government and the State Bank of Pakistan that major deep rooted reforms had to be undertaken as cosmetic changes have not achieved anything tangible. As a regulator and supervisor as well as adviser to the Government, the SBP carried out diagnostic studies, prioritized the constraints facing the banking sector, designed the reform strategy and action plan, sought the assistance of the Government of Pakistan in making legal and policy changes and international financial institutions for technical and financial resources, monitored the progress and ensured implementation of policy, regulatory and institutional changes required to move the process forward.

The task of the SBP was highly facilitated by a critical policy decision taken by the Musharraf Government i.e. they will not keep the banks under Government ownership and control but privatize them. Politically tough problems such as reducing the labour force and closing down redundant and unprofitable branches were dealt with boldly. The Government injected Rs. 30.7 billion ($ 600 million) to offset the losses incurred by these nationalized commercial banks and recapitalize them. Professional bankers were appointed as Chief Executives and persons from private sector enjoying reputation of competence and integrity were taken on the Board of Directors of the state-owned banks. These new comer/ outsiders were committed to the restructuring of the banks prior to their privatization and indeed carried out serious preparatory work that proved to be extremely useful subsequently in the successful sale of the banks.

REFORMS IMPLEMENTED

What were the major reforms that had been implemented during the last seven years? I would not go into the details of each one of them, but summarize some of the salient features:

(i) Privatization of NCBs:

All the Nationalized Commercial Banks (NCBs) under the public sector, except one, have been privatized. As a consequence the private sector owns, manages and controls about 80 percent of the banking assets in the country - a reversal of the situation since early 1990s when NCBs held 80 percent of total assets. Even in the case of National Bank of Pakistan 23.5 percent shares have been floated through Stock Market mainly aimed at small retail investors.

(ii) Corporate Governance:

Strong corporate governance promotes transparency, accountability and protects the depositors' interests. The SBP has taken several measures in the last four years to put in place and enforce good governance practices to improve internal controls, ensure strong oversight and bring about a change in the organizational culture.

(iii) Capital Strengthening:

Capital requirements of the banking sector have to be adequate to ensure a strong base, and withstand unanticipated shocks. The minimum paid-up capital requirements of the banks have been gradually raised from $ 1 0 million to reach $ 100 million by 2009. This has already resulted in mergers and consolidation of many financial institutions and weeding out of several weaker banks from the financial system.

 (iv) Improving Asset Quality:

The stock of gross non-performing loans (NPLs) that amounted to 2S percent of total advances of the banking system and DFls has been reduced to 9 percent by March 2006. More than two-thirds of these loans are fully provided for and net NPLs to net advances ratio has come down to as low as 2 percent for the commercial banks. The positive development is that the quality of new loans disbursed since 1997 has improved and recovery rate is 97 percent.

(v) Liberalization of Foreign Exchange Regime:

Pakistan has further liberalized its foreign exchange regime and allowed setting up of foreign exchange companies in the private sector to meet the demands of Pakistani citizens for foreign exchange transactions. Pakistani Corporate sector companies have also been allowed to acquire equity abroad. Foreign registered investors can bring in and take back their capital, profits, dividends, remittances, royalties, ete. freely without any restrictions. There are no restrictions on the entry to any sector of the economy. Banking, insurance, real estate, retailing and all other sectors can be owned upto 100 percent by foreigners.

(vi) Consumer Financing:

By removing restrictions imposed on nationalized commercial banks for consumer financing, the State Bank of Pakistan has given a big boost to consumer financing. Middle income groups can now afford to purchase cars, TVs, air conditioners, VCRs, ete. on installment basis. This, in turn, has given a large stimulus to the domestic manufacturing of these products.

(vii) Mortgage Financing:

A number of incentives have been provided to encourage mortgage financing by the banks. The upper ceiling has been raised, tax deduction on interest payments on mortgage has been allowed, and a new recovery law aimed at expediting repossession of property by the banks has been promulgated. The banks have been allowed to raise long term funds through rated and listed debt instruments to match their long term mortgage assets with their liabilities.

(viii) Legal Reforms:

Legal difficulties and time delays in recovery of defaulted loans have been removed through a new ordinance Le. The Financial Institutions (Recovery of Finances) Ordinance, 200 1. The new recovery laws ensure the right of foreclosure and sale of mortgaged property with or without intervention of court and automatic transfer of case to execution proceeding. A Banking Laws Reforms Commission has reviewed and revised several pieces of legislations and is drafting new laws such as bankruptcy law.

(ix) Prudential Regulations:

The prudential regulations in force were mainly aimed at corporate and business financing. The SBP in consultation with the Pakistan Banking Association and other stakeholders has developed a new set of regulations which cater to the specific separate needs of corporate, consumer and SME financing. The new prudential regulations have enabled the banks to expand their scope of lending and customer outreach.

(x) Micro Financing:

SBP has brought microfinance urider the purview of its regulatory and supervisory ambit. However, the licensing and regulatory requirements for Micro Credit and Rural financial institutions have been relaxed and have been made simple to facilitate widespread access to small borrowers particularly in the rural areas. Unlike the commercial banks, the Microfinance Institutions (MFls) can be set up at district, provincial and national levels with varying capital requirements. There is less stringency and more facilitative thrust embedded in the prudential regulations designed for this type of institutions. Six microfinance institutions are already operating and then outreach has crossed half a million customers. But in this field we have to learn a lot from the Indonesian experience particularly the BRI and the regulatory set up in the Bank of Indonesia.
(xi) SME Financing:

The access of small and medium entrepreneurs to credit has been a major constraint to expansion of their business and up gradation of their technology. A Small and Medium Enterprise (SME) Bank has been established to provide leadership in developing new products such as program loans, new credit appraisal and documentation techniques, and nurturing new skills in SME lending which can then be replicated and transferred to other banks in the country. Program lending is the most appropriate method to assist the SME financing needs. The new prudential regulations for SMEs do not require collateral but asset conversion cycle and cash flow generation as the basis for loan approval. The State Bank is also helping the banks in developing their credit appraisal capacity for SME lending. Indonesian experience in this field will also be particularly helpful to us.

(xii) Taxation:

The Government has already reduced the corporate tax rate on banks from 58 percent to 35 percent during the last six years and brought at par with the general corporate tax rate. This has made banking a highly profitable business and the banks have earned about $ 1 billion of profits in 2005 - a big jump from the huge losses incurred until a few years ago.

(xiii) Agriculture Credit:

A complete revamping of Agriculture Credit Scheme has been done recently with the help of commercial banks. The scope of the Scheme which was limited to production loans for inputs has been broadened to the whole value chain of agriculture sector. The broadening of the scope as well the removal of other restrictions have enabled the commercial banks to substantially increase their lending for agriculture by a multiple of five times compared to FY 1999-00 thus mainstreaming agriculture lending as part of their corporate business. Unlike the previous years when they were prepared to pay penalties for under performance under mandatory credit scheme the banks have achieved consistently rising higher targets every year. Small private commercial banks have also accelerated their agriculture lending as they face large unmet demand at remunerative margins.

(xiv) Islamic Banking:

Indonesia and Pakistan have begun their journey in Islamic banking only recently. Pakistan has allowed Islamic banking system to operate in parallel with the conventional banking providing a choice to the consumers. A large number of Pakistanis have remained withdrawn from commercial banking because of their strong belief against riba-based banking. These individuals and firms - mainly middle and low class - will have the opportunity to invest in trade and businesses by availing of loans from Islamic banks and thus expand economic activity and employment. Several full-fledged Islamic banks have already opened the doors for business and many conventional banks have branches exclusively dedicated to Islamic banking products and services.

(xv) E-Banking:

There is a big surge among the banks to upgrade their technology platform, on-line banking services and move towards E-banking. During the last four years has been a large expansion in the A TMs and at present more than 1000 A TMs are working throughout the country. Progress in creating automated or on-line branches of banks has been quite significant so far and it is expected that by 2007 almost all the bank branches will be on-line or automated.

 (xvi) Human Resources:

The banks have recently embarked on merit-based recruitment to build up their human resource base - an area which has been neglected so far. The private banks have taken a lead in this respect by holding competitive examinations, interviews and selecting the most qualified candidates. The era of appointment on the basis of connections and recommendations from the politicians has almost come to an end as the private owners want to attract and retain the best available talent which can maximize their profits. This new generation of bankers will usher in a culture of professionalism and rigour in the banking industry and produce bankers of stature who will provide leadership in the future.

(xvii) Credit Rating:

To facilitate the depositors to make informed judgments about placing their savings with the banks, it has been made mandatory for all banks to get themselves evaluated by credit rating agencies. These ratings are then disclosed to the general public by the SBP and also disseminated to the Chambers of Commerce and Trade bodies. Such public disclosure will allow the depositors to choose between various banks.

(xviii) Supervision and Regulatory Capacity:

The banking supervision and regulatory capacity of the Central Bank has been strengthened. Merit - based recruitment, competency - enhancing training, performance - linked promotion, technology - driven process, induction of skilled human resources and greater emphasis on values such as integrity, trust, team work have brought about a structural transformation in the character of the institution. The responsibility for supervision of non-bank finance companies has been separated and transferred to Securities Exchange Commission. The SSP itself has been divided into two parts - one looking after central banking and the other after retail banking for the government.

(xix) Payment Systems:

Finally, the country's payment system infrastructure is being strengthened to provide convenience in transfer of payments to the customers. The Real-Time Gross Settlement (RTGS) system will process large value and critical transactions on real time while electronic clearing systems will be established in all cities.

These reforms will go a long way in further strengthening the Banking sector but a vigilant supervisory regime by the State Bank will help steer the future direction.

OUTCOMES:

What have been the results of the above reforms?

Pakistan's economy was stuck in a low equilibrium trap in the decade of t 990s.

Per-capita growth rates were anemic and stagnant. Incidence of poverty was on the rise, so was unemployment rate. Fiscal imbalances, high debt ratios, large external imbalances, depleting foreign reserves and a depreciating currency had made macroeconomic management extremely difficult.

The structural reforms introduced since 2000 in a wide variety of sectors improved economic governance and prudent economic management have brought about a turnaround in the economy. Last year the economy grew at 8.4 percent - the second to China and all macroeconomic indicators are showing positive movement and stable levels. Incidence of poverty has declined from 34 percent in FYO 1 to 24 percent in FYOS. Unemployment rate has recorded a fall. Financial soundness indicators are all healthy and robust.

The banking business is no longer confined to meeting government's budgetary deficit and the losses of public enterprises or catering to the requirements of big corporate houses and big names in business. The customer base for loans has expanded from 1 million to 4 million during the last six years. Agricult.ure, the largest sector of economy, which the commercial banks had neglected, has now begun to receive large allocations. The commercial banks are giving more agriculture loans than even in the history of Pakistan If this trend persists, the rural households will be able to intensify the use of modern inputs and raise their productivity and income.

Credit cards, debit cards, personal loans and consumer durable loans are catching up fast. Refrigerators, air conditioners, VCRs, Televisions are now available on credit. The consumers are forced to save when a specific amount is cut from their salary every month to pay the installment. Mortgage financing is helping the middle class families to own apartments and residential houses. For the first time in the history of Pakistan, the middle class is beginning to benefit from the banking system.

Microfinance institutions are expanding their branches and providing credit without any collateral or security to poor households. Many people have availed this opportunity, some bought a cow, some bought a milk buffalo or opened a small shop and female borrowers bought sewing machines. They have started income-generating activities and recovery is no problem from the micro-finance banks. Approximately, 500,000 poor household have benefited from these loans in the last few years.

The banking system which had recorded negative returns on assets (RoA) and negative returns on equity (RoE) six years ago is now showing impressive RoAs and RoEs comparable to best international banks. Capital base is strong, quality of assets has improved, management practices are sound, corporate governance standards are being followed and risk management is much better. Rapid credit growth in consumer segment and repricing of loans at higher interest rates are the new challenges that the banking industry is currently facing. But I am sanguine that they will be also to meet these challenges prudently and wisely.

LESSONS LEARNT

What are the lessons we have learnt in implementing the financial sector reforms in the last seven years?

1. Banking reforms cannot be successfully implemented and sustained in the absence of a favourable and stable macroeconomic environment. Pakistan's track record in macroeconomic management and governance during the 1990s was dismal. The Musharraf government, which came to power in October 1999, embarked upon a serious program of macroeconomic stabilization, structural reforms, good governance and the establishment of credibility with International Financial Institutions. Despite several major exogenous shocks, including September 11, the mobilization of troops on the Indian border, severe drought incidents of terror attacks and oil price shocks the country has been able to make a dramatic turnaround in its economic indicators. This include fiscal retrenchment and a primary surplus on budget, inflation contained to low level for the first four years the current account turning surplus, debt indicators moving in the direction of sustainability and foreign reserves rising about twelve times. In addition, this period witnessed the lowering of the interest rate structure, the appreciation of the exchange rate and a record growth in workers' remittances. All this amply demonstrates the seriousness of efforts made during the last six years. GDP growth has averaged more than 6 percent since 2002.

2. Financial sector reforms can only be implemented if there is political will, ownership and commitment of government. Once this becomes obvious a broad consensus has to be built up on the direction, contents, phasing and sequencing by intensive consultation of all the stakeholders. The banking industry, the regulatory authorities and the Ministry with Finance have to work together in building such a consensus, otherwise the reforms can prove to be short lived without sustainability in the long run. But to achieve such a consensus there has to be a champion that can push the reforms through the legal, parliamentary and institutional measures, fine tune them and correct the course during the implementation process, monitor and evaluate the impact of the reforms and ensure that the unintended consequences are properly tackled. There must be proactive communication with the public at large and media and the champion has to respond to their concerns. In absence of sllch a champion, inertia and passivity would overwhelm the reform process and derail it.

3. A private sector owned and managed financial system can provide large benefits to the economy only if some pre-requisites are in place. These pre-requisites are healthy competitive, environment, efficiently functioning markets, sound financial infrastructure but most important a strong and effective regulator. In cases where the Central Bank or the Regulatory Authority is weak and not upto the mark in skills, competencies and systems the collusive and anti-competitive behavior of the private sector can create serious systemic problems for the financial sector and for the economy. We have witnessed in Pakistan that the weak capacity of regulator has given rise to cartelization in goods market for sugar, cement ete.

4. The service standards, product offerings, system improvement, technology transfer and skill upgradation in the domestic banking systems can be facilitated by exposing the domestic banks to competition from foreign banks. As the state owned commercial banks had become highly politicized and lost their professional rigor it was by drawing upon the human resources and Pakistani managers working in international banks that we were able to restructure and strengthen our banking systems. These managers introduced culture, systems and procedures, and technology platform that has made it possible for the domestic private banks to expand, become efficient and highly profitable and revive professionalism. The apprehension that the foreign banks will displace the domestic banks in the market place and capture market share is in fact highly exaggerated. As a matter of fact ten out of twenty foreign owned banks have packed up and wound up their operations in Pakistan because they could no longer compete with the domestic banks that have a large network and have now become more efficient. The share of foreign banks in the banking assets and deposits has, as a matter of fact, shrunk compared to the 1990s. Foreign banks were earning huge rents because of the inefficiencies of the domestic banks. But as the domestic banks have become strong and a competitive environment exists that favours scale of operations, network and a variety of product and service offerings, the foreign banks have lost their market share.

5. State-owned banks can be successfully privatized only if competent professionals and men and women of highest integrity from outside the banks are brought in as Chief Executives and members of the Boards of Directors. Most insiders have vested 14

6. interests to perpetuate the status-quo and therefore offer a lot of resistance during the process vitiating, negating or retarding the progress. These insiders may sincerely believe in the efficacy of public sector banks and may therefore have serious conflict of interest with the government decision of privatization. The outsiders should be given a performance-based contract for limited time period to complete the task assigned to them.

TABLE -1

CHANGES IN KEY MACROECONOMIC INDICATORS

	
	1999-2000
	2005·2006

	GDP Growth Rate
	4.2%
	6.6%

	Inflation
	5.7%
	8.0%

	Fiscal Deficit /GDP
	6.1%
	4.2%

	Current Account/ G DP
	-3.2%
	-3.7%

	Domestic Debt/ GDP
	41.5%
	29.2%

	External Debt/ G DP
	51.7%
	28.3%

	Remittances (per month)
	$ 82 million
	$ 353 million

	Exports (Annual flows)
	$ 7.8 billion
	17 billion

	Tax Revenues
	Rs.406 billion
	Rs.700 billion

	Foreign Direct Investment
	$ 470 million
	$ 3.5 billion

	Foreign Exchange Reserves
	$ 2.0 billion
	$ 13 billion

	Unemployment rate
	7.8 %
	6.5%

	Poverty Incidence
	32%
	24%

	Real effective exchange rate
	100 (2000)
	93.7
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