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Abstract

In this research study an attempt has been made to analyze the impact of the credit control policy by the State Bank of Pakistan during the year 1997 to 2001 and year 2002 to 2009, on the performance of the banking industry and on the overall economy of the country. The key focus of the research is on the financial reforms introduced by the State Bank of Pakistan related to the credit control policy. Credit policy is part of a monetary policy and is a tool to measure of the liquidity position of the banks in the economy. By identifying the dependent variables such as non-performing loans (NPL’s) and profitability of the commercials banks, performance of the banking industry was measured. Impact of the independent variable such a credit policy by SBP on the mentioned dependent variables has been measured and analyzed; and concluded as a result of the study. For the research methodology; qualitative as well as quantitative research has been used but mostly the comparison based study is a secondary research. Interviews were taken from the people related to the field of credit working in State Bank of Pakistan and commercial banks. The insight given by them has been analyzed in relation with the actual impact of the policies on the commercial bank’s and economy. The conclusion drawn is truly generated from the study and of view that when the credit policy was in tight measures, banking performance was better of than the previous years; when the credit policy was expansionary. While, economy has been grew more in terms of development and growth in an open monetary policy era. Hence credit policy played a significant role in the performance of commercials banks and ultimately on the economy of the country as a whole.
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Chapter 1:

Introduction
1.1 Introduction of Financial Reforms

1.1.1 Financial Sector of Pakistan: In the financial sector of Pakistan main participants of the sector are the banks (CB’S), regulator (SBP) institution related to the finance and the stock market. After the establishment of Pakistan, central bank was formed by the Government of Pakistan on 1st July, 1948 with the name of State Bank of Pakistan (SBP). Central bank was owned by the Government of Pakistan and private sector, jointly.
In the early 70’s, Government of Pakistan nationalized all the banks. This step was taken to make the credit available to the sectors of the economy that are in the developing phase. Due to this step, private sector was eliminated from the banking industry. Further more efficiency of the banking industry has been affected in a negative way and due to nationalization the performance of the banks was destroyed. After considering the performance of banks for a decade, it was decided by the Government to amend the policy related to the credits; to promote the private sector contribution and to increase the effectiveness of the banks. 
1.1.2 History of Financial Reforms: As discussed earlier, private sector in the banking industry has been dominated by the nationalized banks. There was very low growth in the sector and many problems were there. For a pure banking and an efficient system, reforms for the banking industry were needed to amend. Some of the problems are of the financing and number of taxes etc.

In 1990s, the monetary policies of Pakistan were conducted throughout by using the direct control on the interest rates and available credit amount in the system. Environment of the banking industry was not competitive in this regard. Mostly all the banks working, were owned by the government of Pakistan. (Economics, September 2007).

Financial background of the Pakistan was considerably indistinct in the early 1970’s, when nationalization of the banking industry was performed in order to create a developing environment and expansion of public sector of the country. In the end of 1980’s and early 1990’s, it was made obvious that the objectives of the government which were set by before implied the nationalization process, was not met and expected results were not achieved. In spite of this, the national sector of the banking industry was quite responsible for the inefficiencies in the system at that time.

Control of publically owned FI’s, at the end of Year 1990, was at a very major share in the total assets owned. These shares are mostly in a form of:
· Deposits 

· Advances or loans

· Investments and securities 
While the rest of the share went to the foreign banks, functioning not very prominently at that time. There was no competetition in the banking sector in the 1990’s and besides the irregular ownership of the financial public holding, another problem was by the existence of National Savings Schemes. NSS gave higher returns on the investments at that time which deteriorating the private sector performance and impact on the whole banking sector was not positive.
Table 1.1: Private and Foreign Banks (1991)
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Thus the economy of the country was taking another level because of NSS. The main reasons were: 

1. Household debt (by individuals) was increasing rapidly, with increasing costs of the services.
2. The investment sector of the economy was under the wrong allocation of credit. 

Due to the mentioned reasons the financial sector was becoming more demanding and in 1990’s the system of the banking industry was started showing its performance in terms of non effectiveness. 

1.1.3 Changing role of SBP: Role of the SBP, as a central bank, had significantly been weakened and undermined due to the existence of Pakistan Banking Council (PBC)
.  This was also the reason that SBP was not allowed to originate the monetary policy for the country independently. In addition to this, non-bank financial institutions (NBFI’s) were practically not supervised because of lack of autonomy. Financial markets, after nationalization of commercial banks, were not allied with the supply of the funds, according what is the demand in the sector. Although the nationalization of the domestic banks in early 1970s resulted in a rapid expansion of branch network within the country, the system of maximum amount that can be granted (credit ceilings), interest rate controls, were negatively affected the banking sector of the economy. 
1.1.4 Financial Sector Reforms
After nationalization, the main weaknesses which emerged in the sector, is the program of reforms in the financial sector by the Government. Following are the objectives of the reforms (2005) 
· To create playing field for FI’s and pure and fair markets for competition,
· Increasing the domination of the institutions, 
· Better allocation of the credit, depending upon the need of the sector
Financial reforms are comprises of seven important areas which are: liberalization of the financial sector, institutional strengthen the financial institutions, monetary management, and laws related to the banking, exchange and capital market. Banking sector was open up in order by allowing the private banks to operate with the nationalized CB’s. Several steps were taken to improve effectiveness of central bank, which is controlling the CB’s. 
Changes in Banking Laws (2005): Banking laws also undergo considerable changes in 1990’s in order to provide an encouraging framework for the reforms. Important adjustments were made in all the banking laws and Acts. The most important of these were the adjustment in the SBP Act, 1956, that provided for its full operational autonomy to the SBP. (Paragraph taken by the “Pakistan: Financial Sector Assessment 1990-2000”)
1.1.5 Three Phases of the Financial Reforms: In Pakistan, financial reforms were commenced in the early 1990s. The main objective of all the reforms that has been introduced was to make the financial industry more competitive with the transparent processes. The introduction of credit policy has been one of the reforms introduced by SBP to control the banking performance in the year 1997 to 2009. 
1st Phase of Financial Reforms (1988 –1996): The first phase of reforms meant to create an environment of the efficient banking practices which can be more productive for the economy. 
2nd Phase of Financial Reforms (1997-2001): In late 90’s the financial sector of the country was on the verge of collapse because 1/3rd of the assets of the banks were stuck up in the form of non performing loans and defaults category (Economics, September 2007). Problems related to the liquidity were very prominent and banking losses increased much.
3rd Phase of Financial Sector Reforms (2002-2007): In this phase several major changes were made and many important positive ideas were taken to support the FI’s and system of the financial sector. Some of the important developments have been seen in the areas related to
· Regulations related to the Privatization
· Consumers Banking
· Introduction of the Prudential Regulations (PR’s)
· Non Performing Loans (NPLs) 
1.2 Background of the Research Topic

Research has been based on the last two phases of the financial reforms and the impact of the credit policy in the respective time period on the banking performance and overall on the economy. During the year of 1997 to 2001, the government of Pakistan introduces the reform to strengthen the performance of the banking industry by the policy of SBP. At the time when banking sector performance was much deteriorated and the major problem faced was of the holding of the assets in a form of non performing loans. These non performing loans act as an increasing cost of the banks with the liquidity problems. To control such situation the SBP introduced the reform of the “Credit Control” policy in the years 2002 onward. The year from 2002 to 2007 was under the stringent policy but also with the relaxation of the credit to the consumers in a different sector with the realization of the importance of that sector. In the year 2007 onwards financial sector has to bear the shock of Financial Crisis that hit the world overall and all the financial markets across the works get affected by that. Main cause of the crisis was termed as the credit granted to the consumers in the form of loan and mortgages. The crisis was termed as the Subprime Mortgage Crisis which has the complete history behind it.
The basic background for the research is based on the comparison of the both time frames that; one with the relaxed credit policy and other with the tight policy which in order changed the scenario of the economy; based on the performance. The impact of the credit policy by the SBP has changed the profitability of the commercial banks and their impact on the economy in their respective way, regarding the loan and credit section.
1.2.1 Introduction of the “Credit” in the banks: As, the main purpose of a bank is to act as a financial intermediary, that take deposits from the people who have access money and want to save and turn those deposits into a form of lending (purpose) , either directly or through granting loan to the public or through the regulated markets (capital or money markets). Thus credit intermediation is the basic function of the bank. To keep the function in a smooth manner credit quality improvement and development should be maintained and the bank lends money to personal or individual borrowers. 
1.2.2 Financing facilities offered by Pakistani Banks (Musharaf, 01/07/2009): Pakistani banks in the time period of 1997 to 2009 has offered following financing facilities to its customers: 

Fund based Facilities
1. Working Capital Finance

2. Finance related to trade
3. Finance of the agricultural sector
4. Financing of small Business & Industry 

5. Financing of Commodity Operations 

6. Housing Finance

7. Consumer Finance

8. Musharika Financing

9. Employment Finance 

Non-Fund based Facilities 

1. Letter of credit

2. Guarantees
As the overall size of the Pakistani economy was small in terms of the volume of the credit created, all the misallocation of credit in the 1990’s and early 2000 have resulted in long- term problems. The 1990’s reforms assisted the financial sector by allowing private sector banks to operate in Pakistan. These banks are more customer-focused. As a result the private sector has shown a keen interest in the market operations. During 1990’s the number of new private banks increased from 10 to 25. A further phase of banking adjustment took place during 2000’s. These reforms intended at preparing a more extensive and competitive environmentprivatization: see nationalization. 



privatization

Transfer of government services or assets to the private sector. State-owned assets may be sold to private owners, or statutory restrictions on competition between privately and publicly owned 
..... Click the link for more information…. There was also a change has been introduced in the credit policy by the SBP in order to have the positive impact on the banking industry performance.


1.3 Rational of the study

The main objective of the research study is to review the comparison of the credit policies by the SBP in two time frames 1997 to 2001 and 2002 to 2009, and its impact on the performance of banking sector of their respective time period. This study also examined the outcomes from the respective reform (credit policy stance) as a financial reform introduced by the central body to control the financial sector and suggests any further improvement in this regard in order to have a system that is helping the economy to grow in a development side.  
The benefits of research are in terms of bank’s perspective as well as from the researcher perspective. The decade proved to be the phase of several major changes and significant positive initiatives by the SBP to strengthen the financial system.  Credit control policy is one of the major reforms introduced to control the credit amount in the market. This initiative has been taken in view of the economic conditions and the impact of the credit granted to the public. 
1.4 Problem statement
Problem statement of the research is about the impact of the credit policy by SBP in the year 1997 to 2001 and 2002 to 2009, on the performance on banking industry and overall economy. There is a comparison of the two time frames as policy related to credit in two time frames was in contrast. 
Following are the research questions that were developed using the problem statement; that will help in analyzing the study.
· What was the impact of the credit policy by the State Bank of Pakistan introduced in the year 1997-2001 in comparison 
   with the year 2002-2009, on the banking sector performance?
· What are the implications of the credit policy by SBP on the economy?
· How Non Performing Loans (NPL) effect the performance of banking sector?
1.5 Theoretical Framework
The Banking sector of a country is an important aspect of the economy as it has a major impact on the economic developments of a country. The performance of the banking industry depends upon the reforms introduced by the State bank of Pakistan. Credit department was very inefficient in the years 1990’s when credit was readily and easily available for the consumers. A credit policies have been introduced in the 2000’s was having a controlled environment of credit in the country from the banks perspectives. The reason why the policy has been introduced is due to the increasing number of the non performing loans of the banks which is resulting the bank’s portfolio at the higher degree of illiquid assets. Besides this the liquidity of a bank has been at stake due to the reason that most of the assets of the banks were stuck up in the form of NPL’s.  If the Banking sector is not functioning properly it effect the economic growth in the end.
The theoretical framework of the any study is a formation and structure that support a theory of a research work. The main purpose of research is, it to see clearly the impact of the independent variables defined for the study; on the dependent variables, that has been measured in order to take the result out of the study. The whole framework stated below helps in providing the general analysis of the study.
Figure 1.1
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1.5.1 RESEARCH VARIABLES (independent and dependent): Independent variable for the research is a thing that someone actively changes; for this research after considering the topic mainly two variables were of significant importance as independent variables. Although there are many variables which are acting as an independent factor, impact the banking performance related to the credit environment but mostly the main variable is the credit policy by the SBP. It is the most important variable as, whole of the study has been based upon on it and the impact of the policy on the banking industry is the measuring result of the research study. Policy by the state bank has been formed independently after considering the facts and figures. It is an important part of the monetary policy which is changed every year and adjusted according to the need of the country. This policy has been served as a basis for the research and for the study each year policy has been analyzed and associated with the performance of the banking industry and ultimately on the economy. As, credit policy has been taken as an independent variable is the one of the factor which is not dependent of anything and can impact the factors associated with it (as the research topic states).

Another variable is the economic conditions of the countries overall. The banking industry has always been dependent on the policies of the SBP and the nature of the economic or the economics factors of the country. Commercial banks’ operating in the country are strongly related with the economy and hence has an interrelated impact on each others performance.

A dependent variable is a one which changes as a result in a change of an independent variable. It gets affected during the study and impact of the other independent variables. For the research the dependent variables are the NPLS of the commercial banks, profitability of the CB’s and liquid assets of the bank. The dependent variable mentioned responds to the independent variable. All the variables identified as the dependent variable are measurable in their context and leads to the result of the study, what is the impact of the credit policy on the banking industry performance, in the respective time frames. Non performing loans of a bank will help in measure the performance of the banks after being evaluated in terms of the credit portfolio. NPL’s and the profitability of the commercial banks have been immensely dependent on the credit policy formed by the SBP. Loans and advancements are the major portion of the Banks assets side and help the balance sheet of the banks to be on a more profitable way. 
1.5.2 DEPENDENT VARIABLES: Following dependent variables were used for analyzing the performance of the banking industry after the application of the financial reform of the credit control policy by the State Bank of Pakistan.
1. Non performing loans (NPL’s): NPL is a loan that is in default or close to being in default. The loan which can not be recovered back be the bank is called as non performing loan. If a bank has a higher number of NPL in the assets, the major holdings of the assets for a bank will in illiquid form.

2. Amount of the liquid assets hold by the bank: For a bank a same liquid assets will be cash on hand, term deposits, amounts deposited or lent to banks or other financial institutions, loans to consumers or other money available at short notice etc. To maintain a bank’s liquidity it is important for a bank to have liquid assets available at hand.
3. Profitability of the Bank: Profitability of a bank is an important variable to measure in order to take a view of the impact of Credit policy. Bank’s profitability can be measured easily and compared so that it can be concluded that what is the impact of the credit policy on the bank’s income. 
1.6 Objectives of the study

However the specific objectives are as under:
· Comparison of the credit policies in the year 1997-2001 and 2002-2009, with their impact on the performance of the banking industry.

· To know the out comes of reform (credit policy) on the banks profitability.
· To study the impact of the banking performance on the economy.
· To suggest the recommendations for future.
1.7 Hypothesis Development
The dependent and independent variables helped in developing hypotheses to check the acceptance or rejection of selected measures. The main area of the study is to examine the impact of the tight credit policy introduced by the SBP as a part of the reform to control the performance of the banking industry in 1997-2001 and 2002-2009. The comparison was made of the two phases. Thus, the proposed hypotheses is
· H0 = There is no impact of controlled credit policy on the economy.
· H1 = There is an impact of controlled credit policy on the economy.

· H0 =There is no positive impact of the controlled credit policy on the banking performance.

· H1 = There is a positive impact of the controlled credit policy on the banking performance.
1.8 Limitations of the study
Study conducted was basically to determine the impact of the credit policy introduced by SBP on the performance of banking sector, in the two time frames. Comparison was based using the different variables. While proposing the research many variables were identified. While conducting the research two dependant variables identified, interest coverage of Bank & capital structure of bank, were considered not to come under the scope of the this research. Mentioned variables are considered as beyond the content of the research. Measuring these variables and impact of credit policy on them is not come under the scope of the study. Hence these variables were considered as separate research content and left for the other researcher to be conducted in the future. 
Also a statistical tool of linear regression and bi-variant correlation model has been tried to used, for the analysis of the research and making the research more reliable. The variables correlation were tried to identify but due to the analysis of the credit policy in term of definite figure is not available, the tool can not be implemented successfully in determining the results. The results were purely based on the qualitative and quantitative study through tables and figures and with the comparison of the data.
Chapter 2

Literature Review
2.1 Credit Environment in the country as part of financial reforms and impact on the Banking Industry as well as on Economy
Ali and Ansari, (Ali, 2008) in their research paper evaluated the impact of Financial Sector Reforms on the reliability of Banks Operating in Pakistan. The papers assessed does the financial reforms in the financial sector have an impact on the performance of the banking industry. As a result, it is found that the reforms introduced in the 1990’s, has made considerable impact on the accuracy of the commercial banks working in that time period. There has been a consolidation and merger of many banks, quality of the assets hold by the CBs has been enhanced and improved. Curtailed NPLs in the banks has been the major management phenomenon. An important accomplishment in 2000’s has been showed in the form of transformation of a largely government owned banks into privately owned. This step has been also helpful in improving the efficiency of the banks operating in that time period. 
Research work by Barth (Barth, 2001) was another achievement in a hot debate related to profitability of a bank and public access to credit. Work by the researchers shed light on the hypothetical effect of banks' impact on public' access to credit and effect on the bank’s profitability. Findings from the research work provide qualified support for theories that focus on the performance of the banks. However, the results also emphasize the importance of environment when evaluating the outcome of market and economic conditions. While the paper was able to find a strong relation between bank responsiveness and higher financing problems in the less developed economies. Findings of the paper suggest important points for policy makers, especially in developing countries. 
According to (Atsushi, 2004) the objective of the reforms of the financial sectors, introduced in 1990s, was to make the financial industry more competitive and transparent by privatizing all the banks, which were granted the status of the nationalized by the former governments. Another important step by the policy makers were the relaxation in the interest rates and removal of the credit ceilings. This had played the important role in strengthening the central bank autonomy and introducing the transparent systems of the financial sector.
(Qayyum, 2008), wrote a research in the year 2008. He stress that a strong regulatory or a rigid system is necessary to cop with the financial crises. Therefore the challenge is to formulate a suitable regulatory structure that enables the banking system to be more flexible to insolvency. The liquidity in the bank should be maintained and for that all the liquidate assets must be at a high in number in order to save the bank from the liquidity position. Once the bank engaged in the liquidity problems, it is very difficult to maintain the asset at an appropriate level. There should be objectives and reforms for removing the credit problems from the bank and all the related inefficiencies.

The Narasimham Committee (Narasimham, 1998) defines that “a weak bank should be one whose losses and NPLs exceed its operating net income”. Practically, financial restructuring on the basis of the credit control is a complex process but it strengthens the balance sheet structure of banks and NBFIs. Moreover, the regulatory environment must be efficient enough to have the absorption power. These steps are necessary to ensure that banking failure does not make the stability of the financial sector more vulnerable.
In a journal of finance by (Cetorelli, 2000)), it was written that there is an importance highlighted on the impact of bank awareness on industrial growth. There is support that bank concentration has a negative effect on growth. This finding is dependable on the academic forecast that higher bank concentration results in a lower amount of credit available in the economy. In spite of their financial dependence, this effect is common to all industrial sectors. However, it was also found that evidence that bank concentration has a mixed effect across economy. In particular, sectors that are more dependent on external finance enjoy a positive effect from a concentrated banking sector. 
Another great piece of work by (Thorsten Beck, 2006) with the name of “Bank Competition and Access to Finance: International Evidence” in (Jun 2004) explores the impact of bank performance on a credit based position and on firms' access to credit. Sample size was of 74 developed and developing countries. Particularly, surveys were used to have the data on the financing obstruction identified by banks and firms and than that data was related to the competitive environment in the country's banking market. Both the market share of the largest banks and regulatory policies that influence the competitive framework in which banks operate was used. Paper assessed the impact of the market structure of the economy of different sizes. Result of the paper indicates that in more banking markets, economies of all sizes face higher financing blockages. This effect decreases as we move from small to large economies. Research suggests that there should be an important relationship between bank and the economy. There is always an interdependent relationship among all the aspects of the economy. 
Further the paper assessed the importance of the competitiveness of the banking system economies face. It was found that when there are more banks, it increases the financing problem, with a stronger effect for small and medium compared to large economies and developed. When GDP per capita was measured, it was found that this relation is only for countries having low income. It was also found that a high level of development in the institutions, capable availability of the credit for the economy and the presence of foreign-owned banks deepen the relation of the financing problem. The impact of this is aggravated, on the other hand, in countries with more restrictions on banks' activities, and high interference of the government in the banking system. While better-off countries tend to have higher levels of development, fewer restrictions on banks activities, and less nationalized banks. Research result suggests that the importance of policies imposed by the regulators can impact the effect of the financial institutions and performance of the economy as a whole.
Another work on the credit structure by (Rajan, 1998) and further he worked with Petersen in 2005 on the same field and produced a quality work. Their theoretical work suggested an undecided relationship between the degree of banking system competition and easy access to financing for the growth by an external sector. What they produce is that more competitive banking systems, on one hand may express less financing to the public sector because they have less of an incentive and reason to invest in relationships. As a result, those sectors that are deeply dependent on external financing should grow more gradually in structures that are more competitive. While on the other hand, a difficulty can take place because borrowers cannot easily amend from a lending correlation without providing an adverse indication of their own value. Their theoretical work has suggested that such problems occur less in more competitive financial systems and frameworks. Due to these reasons the public might go more often for the financing and thus affect the banking performance.
(Sundararajan, 1994) explained the importance of the financial reforms for the banking industry with respect to the economy. He explained that the change of the economies in the developing sector illustrate that the bank reforms and policies have had a great impact on macroeconomic performance and development of the financial market. In Asia, bank restructuring policies has been showed with a great significance and also with government funds carving out bad loans conversion of enterprise debt-to-equity - were implemented in varying degrees since 1991.
Brunner et al in the year (Brunner A. Krahnen, 2000) researched and concluded that to overcome the deficiencies in the system and procedures that initiate loans, banks must develop a transparent credit environment supported by well conceived management strategies and reforms for controlling the risk associated with the credit. The first step is to determine an appropriate credit reforms and policies that are consistent with the values of the management team and the banking industry compliances. For a bank to set a correct credit operation, a bank must establish its main concern with respect to the market place. 

According to the Hammes (Wolfgang Hammes, 2000), the main concern may range from long term constant performance of the loan portfolio to emphasizing on loan growth and market share with highly flexible standards. 
In another paper by (Boot, Claessens and Laeven, 2000) on the banking sector competition and growth what they proposed is in terms of converse relationship that when there is more competition among the sectors of the country that is heavily dependent on financing from the external sources should develop quicker. In addition, when there is more competition, a financial system and structures provides more choices of better services at lower costs and in that way improves industrial growth and this is true for the financially determined economies
2.2 Impact of NPL’s as a part of bank’s Portfolio
(Sheng, 1996) defined financial restructuring in his paper and states that the system of the banking sector is in problem when there is a huge amount of NPLs and also a deficit of the credit requirements. Sheng states that “banking misery is likely to become general when NPLs, reached roughly 15% of the total loans granted”. 

Another researcher (Driscoll, 2004), using an economic approach from the perspective of the bank lending channel addressed that there are two important related issues to the funds and credit whether a funding has an effect on loan amount supply and, second is whether changes in banks loans amount that have an impact on productivity. The answer to the issues is based on two assumptions, according to the research paper. The first one is the deposits have in the liability structure of banks, in that deposits cannot be perfectly substituted with other forms of funding. The second assumption regards the habit of loans for firms (and households), in the sense that companies (and consumers) cannot perfectly replace the loans with other forms of finance, such as bonds or else. This may be particularly relevant in the case of the euro area where bank financing is the predominant means of financing for non-financial corporations.
Another research by McKinnon and Shaw hypothesis (McKinnon, 1989; Shaw, 1973) is about the financial relaxation especially of the “deregulation of interest rate”. The work on financial liberalization by McKinnon and Shaw (1973) suggests that financial liberalisation in financially weak developing countries would encourage higher and more savings, especially savings in financial form, increase the amount of the credit in the economy, and hence economic growth of the country in the end.  Some observed researches on fast growing economies of East Asia supports this work.  If we see the development in terms of Pakistan, it has made several efforts to originate a similar process since 1980s and 1990s.  However, these attempts did not work due to political instability and macroeconomic mismanagement. 
Work on the Credit quality in Banking Sector is a work of (Paola Dongili, 2008). According to the paper quality pertain to the credit is a significant issue in financial sector and for the economy. It was discussed in the paper that the entire elements related to Macroeconomic stability, regulatory management and competition issues all get affected by banks credit value. In this study, it was estimated that the efficiency of banks in the period 1993–2004 taken openly into account the problem related to loans. This is directly related to the growth of the economy, and latter allows acknowledging bank’s effort to reduce problem related to loans, to increase the production of good outputs, and to reduce resource use at the same time. In the case, one can handle the instantaneous decrease in bad loans. 
Credit quality is therefore a critical issue, since it is associated with macroeconomic context, competition, and banking management aspects. This was suggested by (Belaish A, 2001) Poor credit worth, often a signal of unnecessary credit risk, may cause greater instability in total credit with possible backward association to the banking system itself (Berger and Udell 2004; Bernauer and Koubi 2004; Jiménez and Saurina 2005). Credit quality feature is also an important intermediary target for controllers and regulator and to reduce possible financial crises, and it is the focus of the Basel reforms to the banking supervision system (European Central Bank 2003, 2004). Furthermore, credit quality is a major tool in banking competition to the extent that it may direct to an efficient working system. Bad debts, on the other hand, may weaken the performance of banking institutions “. . . almost all research, finds that institutions that failed, have large NPL earlier to failure. 
According to (Peterson, 1995-2000), the important of financial development for economic growth has been expansively analyzed in recent years. The amount of credit that the banking sector makes available for creative uses is one of the most significant measures of financial development. Such an indicator of size of the banking sector has been shown to have a significant and positive effect on growth. In this paper, it was studied study that whether, for a given size, the market formation of the banking sector has experimental significance for economic growth. If it is agreed that the size of the banking sector is important to capital growth, does it matter whether the underlying industry structure is uncertain, thus approximating perfectly competitive conditions. It was found that concentration in the banking sector determines general weight losses that discourage growth. However, it was also found that evidence that bank concentration promotes the growth of those industries that are more in need of external finance by facilitating credit access to firms, especially the ones starting up. 
According to Pagano (1993), for example, shows this effect in a simple growth model. On the other hand, some recent contributions have critical that banks with monopoly power have a greater incentive to establish lending relationships with their economy, thus make possible their access to credit lines providing by the banking institutions. Mayer (1988, 1990) and Petersen and Rajan (1995) emphasized this potential inappropriateness between bank competition and the establishment of affiliation and relationship in lending procedures. 
(Lang, 1989) and (Cetorelli, 2000) recommended that banks that did not invest their initial resources in funding and provide credit to the economy for the growth to the unknown firms would have a cost advantage in offering better credit conditions than the bank attempting to recover the original cost. In the presence of this problem, competition in banking can induce credit allowances in the sense that potentially high quality (but young and unknown) entrepreneurs may not get funded for similar analyses in information production and credit market competition. 
Non-performing loans can direct to efficiency problem for banking sector performance. It is found by a many economists that banks tend to be located far away from the most-efficient limit (Berger AN, 1997), because banks don’t optimize their decisions by lending less than demanded. It was proved by many researchers that there is a negative relationship between the non-performing loans and performance efficiency. 
Chapter 3

 Methodology
3.1 Sample/Data
For the proposed study both type of methodology has been used, qualitative and quantitative study. Most of the study has been based on the secondary data, collected from the relevant sources. No basic primary research was carried out as that was not required for the study. Therefore it is called a secondary data-based research. 
3.2 Sources of Data (instrument and measures)
For the quantitative study, required information was gathered through secondary sources. All the sources are authentic and data selected has been carefully read and understood in the context of research material. Following are the major sources of secondary data collection:
1. State Bank of Pakistan (SBP): All the journals and publications taken from the State Bank of Pakistan were understood carefully before interpreting it. All the publications from the year 1997 to 2010 have been carefully selected regarding the topic of the research. 

2. Monetary Policies by State Bank of Pakistan (1995 to 2010): From the mentioned monetary policies data related to the credit ratios and interest rates has been collected and interpreted. Banking performance regarding the Monetary Policy stance has been taken into account with the help of understanding the overall standpoint of the policy in relation to the credit relaxation or credit tightening for the banks. Banking sector performance was gauged through the impact of the policies.

3. Articles Related to NPL: Data related to Non performing loans and their amount has been collected from the articles from the different authentic sources (all the sources with the proper reference have been mentioned). All the data on the non performing loans has been analyzed in a context of the research and interpreted as a meaningful manner which indicates the performance of the banking sector (in relation to the bank taken as a sample).
4. Annual Reports of the banks: Annual reports of the banks taken as a sample have been interpreted in terms of the profitability they have shown for the year and other important data has been taken from them which helped in understanding and formulating the conclusion at the end. All the reports have been viewed thoroughly in order to have a clear understanding of the profitability figures and other required data.
5. Other related research articles written by the different authors. All the literature review has been 
6. Other supplements and readings regarding the topic has been taken from the following sources
a. Ministry of Finance and Economic affairs, Islamabad

b. National Institute of Banking and Finance, Islamabad. 

c. Business Recorder

For making the research more reliable qualitative study has been conducted through the use of structured interviews from the concerned person. An interviewed with MR. Farhan has been conducted in order to have a view point of State Bank while making the policy in respect of Credit implications on the banking performance and economy. Interviews from the bank officials related to the credit department have also been taken to have a comprehensible analysis and impact of the variable identified in the research on the banking performance.
3.3 Sample
Research has been made on the comparison of the credit policies of the year 1997-2001 and 2002-2009, by the SBP and its impact on the performance of banking sector and the economy. Monetary policies by the SBP have been interpreted carefully to taken into account the stance State Bank of Pakistan has toward the credit policy. Much analysis has been made to assess the banking sector performance and impact on the economy in the two phases of the credit policy. To gauge the performance of the banking industry in that specific time frame, 1997 to 2009, 5 major banks of Pakistan has been taken. Those five banks are
· Alfalah Bank Limited

· Standard Chartered Bank, Pakistan Limited (SCBPL)
· Askari Bank Limited

· Habib Bank Limited

· Muslim Commercial Bank Limited (MCB)

Annual performances and profitability of the banks has been examined and compared for the year 1997 to 2001 and 2002 to 2009.
3.4 Procedure

As financial reforms regarding the credit policy has been stated in the monetary policy by SBP, firstly the monetary policy stance for the two time frames, 1997 to 2001 & 2002 to 2009, has been taken in to account and interpreted in the required meaning. Sufficient background literature was collected to adequately support the research. Then based on the future purpose of the secondary data was sought. 
Credit policy by SBP, has been analyzed to calculate the performance of the banking industry in the specific two time frames. Comparison was made in a way to analyzed what is the impact of the credit policies in the two time frames on the profitability of the banking industry by measure variables. Banking performance has been measured in the context of the research topic, while taken into account the NPL amount each sample bank has been earned for the specific years. Profitability of the bank has also been measured and compared for the specific years to conclude the impact of the credit policy on the performance of banking sector. 
Further more interviews from the concerned people in the credit department of different CB’s has been analyzed and compared with the result shown at the end of the analysis.
Chapter 4 
Results and Discussion
4.1 Credit Analysis: 1997 to 2001

4.1.1 Credit Plan in the year: SBP has made the Credit Plan for the fiscal year till 2000 was amended and brought in line with the driving force of the requirement, as growth for the economy was only reduce by Rs 2.7 billion (Pakistan, FY 2001) in the year of 2000. All the development took place in the year 1997-2000 was very encouraging, main reason of which is the increased borrowing of the government from the banking system which overall increased by almost 40 Billion. During next year of 2001-2002, in collective terms, money supply increased by Rs 125.4 billion during year 2000, which was Rs 19 billion (approx) less than the revised Plan for the year (Pakistan, FY 2001). 

The credit plan for the next year 2002 was formulated in the start of the year, expected an economic expansion of 9.7% in accordance with the growth shown in the previous year. Credit was extended and relax policy has been made for the credit availability. This development was to be achieved through an increase in the easy access of credit to the private sector and a taking out of government borrowings from the existing banking system. The main reasons for relaxing the credit policy in the year are
· Stable macroeconomic variables

· Decline in the fiscal deficit, 
· Relatively stable exchange rate. 
Table 4.1: Credit Plan for the Year 2003
[image: image2.png]Original  Revised Actual
Monetary assets (M2) 190.0 2815 3174
percent change 10 166 180
Net foreign assets 915 2710 3089
Net domestic assets 985 10.5 84
percent change 6.5 0.7 0.6
Govemment sector -16.2 442 784
Net bank barrowng for budgetary
support -142 <202 -56.0
Commodity operations -3.0 -160 266
Others 10 10 42
Non-government sector 1147 702 1485
Credit to PSEs 200 200 -116
Credit to private sector 947 50.2
Other items (net) 0.0 -15.5
Source: Economic Policy Department, SBP.





Credit plan was again modified, in aspect of the development before September 11. Although the overall growth was very obvious even after the revised credit plan, this was made after making some changes. Credit allocation was increased in view with the economy.
Year 2001 -2002 has witnessed some very important structural changes that significantly improved the State Bank of Pakistan’s capability to employ the easing in the monetary policy in terms of credit availability. In year 2002 the whole, interest rates fell noticeably. The monetary policy easing showed useful impact on the economy for a short term, but in the end economy showed a low GDP growth and it built inflationary pressures in the economy. In the year 2001 the monetary policy was considered to be postured as a tighter policy as compared to the previous years in 1997 to 2000. It is basically due to the relative instability of the exchange rate during the year, as well as inflexible IMF conditionality’s, including tight limits on the State Bank of Pakistan’s policy. The fact that interest rates were increased even as a continuing decline in the inflation rate that increase the interest rates, serves to emphasize the role of the exchange rate in the 2001 contraction as well as in the subsequent easing. When year 2002 was approached in an extent of stability in the foreign exchange rate, SBP rapidly cut the discount rate by a percentage point in July 2001, turning the corresponding June 2001 increase. 
4.1.2 Credit to Sector (private and government) (Pakistan, 1997-2002): In year 2000, credit expended to the private sector has shown a strong growth which is with an increase of Rs 15.4 billion during the year 2000. In this year the credit borrowing were remain very high which shows that this year the private sector increased its net borrowing by Rs 54.2 billion. The primary reasons for this return are due to the developments in the last years 1997 to 1999. Besides this, with the amendment in government in 1999 October, the strong importance on accountability was remain important and in focus on loan recovery and the documentation process, created an impression of improbability during year 2000 and 2001.
The total credit to the private sector grew by Rs 44 billion approx. in year 2002 against a growth of Rs 54 billion seen in fiscal year 2001 which represents a 19.4 percent decline in year to year.
4.2 Credit Analysis: 2002-2009

4.2.1 Credit Plan in the year 2002-2009: In year 2002, monetary policy continued to be tight as compared to the previous years. According to the report by SBP, approximately one-third of the net credit growth indicates a sharp rise in loans. The consumer finance also rose sharply from Rs 10.7 billion in fiscal year 2002 to Rs 45.1 billion, in fiscal year 2003 (Pakistan, 2002). There was exceptionally strong increase of rate in credit during Mar-June 2003 probably integrates the surge in lending. Also the market liquidity in the year 2003 increased primarily from the State Bank attempt to restrain the rise of the rupee. Thus, in the previous years the interest rates were relatively very low; in fiscal year 2004 focused the SBP policy on the external debt in order to disinfect the impact of future external surpluses in loans to commence the pressure on the economy.
The credit plan in the year 2003 was firstly targeted a Rs 190 billion economic growth, of which Rs 90 billion was predict to be through money creation due to external sector growth and the rest was through domestic credit formation. Though, a few development in first few months of year 2003 directed to the approval of a modified credit plan in the mid of the year. The actual outcome at the year end shows a significant difference in both government sector and private sector demand in relation to the credit plan assumption. In fiscal year 2004 the credit plan was Rs 130 billion (Pakistan, 2004). However, the eventual outcome saw significant variation in all of the components of the banking system. The major reasons behind these variations were:
· Debt by ADB to the Government borrowings in January
· Issuance of Pakistan’s sovereign Eurobond in Feb 2004 (which reduced the government borrowing from the banking system to some extent)

· Growth in the private sector growth in year 2004
Due to all the mentioned factors economic expansion in the coming two years was significantly surpassed the target growth (by 8.6 percentage points). Credit Plan for year 2007 has been aimed at lowering the inflation as compared to the previous year. To achieve this, the growth in money supply as a result, the SBP increased the degree of financial tightening. Fiscal year 2006 onwards the main agenda of the SBP is to achieve the price stability. SBP also raised the reserve requirements during 2006 to draw off large amount of liquidity from the banks. For the purpose of tightening, the SBP also increase the discount rate by 50 points (Pakistan, 2006). 

Main aim of the policies introduced by SBP in the coming three years was continue to observe the risks to the economy and would be adjusting its policies in order to keep long-term growth prospects of the economy. Other measures are also taken by SBP to reduce pressures on economy. In particular, the SBP then started reducing the dependence of banks on refinance services slowly. In the year 2008 there was a need for a tight monetary policy due to the fact that in year 2008 inflation took place from global price distress, which is outside the control of SBP. At the end of 2008 there was much of the rise in inflationary pressures on the economy. Due to the reason, considerable tightening measures had to be ratified in the coming year 2009. The tight monetary policy stance faced a major challenge during initial months of 2009, also because of the liquidity problem of the Pakistani rupee in the global market. 
This was a era when global financial crisis was prevailing with their full impact and this liquidity crunch compel the government to have a policy related to credit in a way that it effect the economy in a better way. Interest rates also rose very high until 10-14 percent (Pakistan, 2008) range during Jul-mid Aug 2008. Some important measure were taken by SBP such as 
· Extreme reduction in reserve requirements
· liquidity injections in the market
They were useful measures taken to effectively deal with the liquidity shortages and tight monetary policy were prevailing in the market at that point of time.
At the time from 2008 to 2009 the money supply dropped to 9.6% in 2009 (Pakistan, 2009). This trend is different from the previous two years when the slowdown in growth was accompanied by a sharp rise in reserve money. This change in trend in 2009 is due to the sharp decline in government borrowings from SBP during the year. There was also a sharp increase in NPLs of the banking system has been one of the key concerns in 2009. The gross amount of NPLs has been increased by Rs 157 (approx) (Pakistan, 2007) billion. Thus in the year 2008 economic slowdown has also affected the banking activities. In particular, the banking system faced a sharp deceleration in credit to the sectors and weakening in asset quality.
4.2.2 Credit to the Sectors (private and government) (Pakistan, 2003-2009): If we see the fiscal year 2003 in a view of the credit growth, during the first four months of year, the growth in private sector credit remained below the equivalent of year 2002. However, evidence suggests that this weakness probably resulted from the tight monetary policy by the State bank of Pakistan and more straight rules and regulation in an area of a credit department, rather than a fall in credit requirements of the economy. This view is supported by the sharp rise in loans expense before September of the last year 2002, even though the overall credit growth remained weak. However, the constitution of credit to the private sector during fiscal year 2003 was approximately in order with that in year 2002. This structure changed noticeably in 2003, with March 2003 observed as a change.
In business, increasing activities in the wholesale and retail trade are reflected in significant amount of credit expansion. In addition, the banks consumer financing gathered some momentum and the personal loans extended by banks increased by a net Rs 32.7 billion. (Pakistan, 2003) 
There was a decline in interest rates and gradual increase in deposit growth, particularly in two consecutive years 2003 & 2004 demanded for credit by the private sector. Credit to the private sector was continued to increase over the years. In year 2006 private sector credit recorded a quick slowdown, compared with fiscal year 2005. This was a result of many factors, some of them are:
· slowdown domestic production ; 
· an increase in loan write-off s by ZTBL; 
· the domestic telecom industry seeking finances from the external sector; 
· liquidity constraints faced by smaller domestic banks; 
· Rise in lending rates, especially during 2006 that have slow growth in consumer finance significantly.
Table 4.2: Credit given by scheduled Banks in 2005-2006 
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 (Source: money and banking 2006, SBP)
There was a growth in credit to private sector during 2007 which is recorded to be the lowest growth in the previous five years.
The demand for credit in 2008 was slightly lower than previous year for a fact there was an unusual slowdown in credit demand during 2008. The private sector credit demand showed a sharp rise in the mid of every year. But the credit development during 2008 was extremely low at Rs 24 billion (Pakistan, 2009) as compared to the preceding five years. Demand for consumer credit has slowed down for the second consecutive year in 2008; in total. 
In the year 2008, all the banks were not at ease to extend their credit. The declining liquidity ratio of banking industry, points towards the reducing amount of credit demand. The growth in private sector credit fell sharply in 2009. According to the reports monthly trend shows a gradual slowdown in credit growth since November 2008. 
Figure 4.1: Credit to the various sectors (Incremental inflows)
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 (Sources: Money and Banking 2007-2008)
4.3 Banking Peformances (measuring Variables)
As mentioned above in the methodology two type of stdy has been conducted. In quantitative study exploratory research has been done. Variables identified were measured by using the secondary data. For the purpose of research five commercial banks has been taken as a sample size. These banks include MCB, ACB, BAF, SCBPL & HBL. All the variables were identified using the authentic sorces and comparison has been made by putting them in a form of table.

For the first variable which is “profiltibility of the commercial banks”, comparison of the profit earned by the banks from 1997 to 2009, has been shown in the table 4.3.
Table 4.3 Comparison of the Profitibility
	
	Profit Earned*

	
	Askari Commercial Bank Limited
(ACBL)

Ruppees ‘000
	Standard Chartered Bank (Pakistan) Limited

(SCBPL)
	Muslim Commercial Bank

(MCB)

Ruppees ‘000
	Habib Bank Limited

(BAHL)

Ruppees ‘000
	Bank Alfalah Limited
(BAL)

Ruppees ‘000

	1997
	
	
	
	
	

	1998
	
	
	
	
	145,000
	145,000

	1999
	
	40,598
	
	153,254
	157,000
	116,951

	2000
	316,000
	162,265
	
	153,344
	224,281
	213,973

	2001
	551,062
	
	
	245,740
	311,823
	369,542

	
	
	
	
	
	
	 

	2002
	687,231
	
	1,739,345
	290,322
	446,186
	 

	2003
	1,103,065
	
	2,230,145
	1,012,309
	2,387,689
	790,771

	2004
	1,923,040
	763,300
	2,539,994
	541,041
	1,091,989
	1,683,302

	2005
	2,021,996
	841,300
	8,921,769
	1,464,059
	1,702,094
	1,371,873

	2006
	2,249,974
	35,000
	12,142,398
	1,760,991
	1,766,691
	2,990,244

	2007
	2,681,012
	(234,609,431)
	15,265,562
	2,202,575
	3,130,229
	3,591,011

	2008
	386,225
	(63,261,755)
	15,347,600
	2,366,623
	1,301,301
	4,608,954

	2009
	1,107,793
	(59,972,937)
	15,495,297
	2,908,526
	897,035
	4,006,873

	*All the figures has been taken from the annual reports of the respective bank from 1997 to 2009.


Analysis: In comparison showed in the table above it is clear that as the time passes bank has been more concern for the profit after taxes and gradually the profit has been increased for most of the banks except Standard Chartered Bank (Pakistan) Limited. When the credit policy was intact eased, in the initial years profitibility of the banks were not that much attractive as most of the assets of the banks has ben caught in a form of NPL’s. in Table 4.3, averages of the profit earned has been showed an increasing trend in the later years when the credit policy was tighten profitibility of the banks has been increased in average. Following analysis has been done on taking into affect the credit policy of the time frame for the respective year. 
Now for the second variable which is NPl’s of the ommercial banks comparison of the NPLS from year 1997 to year 2009, has been made in the table 4.4  
Table 4.4 Non-Performing Loans (NPL’s)

	
	Amount of NPL*

	
	Askari Commercial Bank Limited

(ACBL)

(Rupees in thousands)
	Standard Chartered Bank (Pakistan) Limited

(SCBPL)
(Rupees in million)
	Muslim Commercial Bank

(MCB)

(Rupees in million)
	Habib Bank Limited

(BAHL)

(Rupees in million)
	Bank Alfalah Limited

(BAL)

(Rupees in billion)

	1997
	
	
	
	
	

	1998
	
	
	
	
	
	

	1999
	
	692
	
	
	
	692

	2000
	
	911
	
	
	1.540
	532.5

	2001
	
	
	
	
	1.575
	

	
	
	
	
	
	
	

	2002
	
	
	
	
	1.537
	1537

	2003
	1,277,936
	
	10,999.507
	645.982
	2.845
	3014.122

	2004
	1,101,382
	
	8,837.712
	206.405
	2.935
	2361.779

	2005
	2,373,166
	
	
	383.393
	1.06
	954.131

	2006
	3,656,297
	
	8,570.813
	388.263
	2.31
	460.3158

	2007
	6,907,591
	
	10,725.308
	216.628
	4.705
	370.907

	2008
	11,689,417
	432
	18,268.877
	862.550
	8.934
	497.11

	2009
	17,725,451
	453
	23,238.723
	2,067.656
	16.186
	586.1312

	*All the figures has been taken from the annual reports of the respective bank from 1997 to 2009, notes has been refered.


Analysis: Amount of non-performing loan has been showed a increased trend for each of the bank taken as a sample for the research. Averages in the end has benn showed a trend upwards when we see the intitial years of 2000. Overall analysis can be based on the result that non perfroming loans has been showed a rising trend as we move from the each preceeding year. In the year 2007 NPL’s has shown a amount which is very less as compared to the previous year averages. There was not significant change in the amount of NPL as decreasing trend can be seen but NPLs has been reduced to an extend that it has impact the banks profitibility.
4.4. Constant increase in the non performing loans: The issue of NPLs has gained increasing attentions in the last few decades as stated above that in 1999, there was huge amount of the bank assets that stuck as a non per forming loan (Table 4.4). The immediate outcome of large NPLs in the banking system is a cause of a bank collapse. Many researches found that the asset quality in any bank is a major forecaster of liquidation (e.g. Dermirgue-Kunt 1989, Barr and Siems 1994), and that banking institutions always have high level of NPLs prior to failure. 
Figure 4.2: Breakup of Total NPLs in Year 2009
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Source: Monetary Policy by SBP 2009
4.5 Impact on the Banking Industry

Within the banking industry, most of the credit expansion in 2008 was seen mostly from large privatized banks. While the lending activities of the small private banks increase their pace after March 2008.  The contribution of this group in credit growth far the last four years was unresponsive. This was because one of the domestic private banks was merged which prevented the bank from aggressive lending during the same period. The fall in contribution of foreign banks in credit growth largely reflects loans particularly in consumer loans category. This is apparent from rising share of NPLs in the three consecutives years. The adverse effects of higher NPLs on the economy as a whole, was very much significant. The credit quality concerns are noticeable and visible in most of the banks as by 2009, most of the commercial banks recorded total amount of NPL to loans ratio above 10 percent increased to 12 compared to only 5 banks as of mid 2008 (Bank, 2008). 
Chapter 5
Analysis
5.1 Impact of Credit policy on the banking sector

As, the result and discussion above on the monetary policy impact on the banking performance and ultimately on the economy, it can be seen that the monetary policy by State Bank of pakistan in the two time frames have an different impact. Comparison of the two time frames has been made in order to have the view that what are the implications of the credit policy stance on the banking performance. As result shown that in the time when State Bank of Pakistan imposed a policy in which the credit was openly given to the sectors for the development purpose, banking performance in term of their profitibility (Table 4.1) was quite got effected due to that.  Government and private sectors were granted the credit easily in late 1990’s and early 2000’s. 
Economic development projects in the year 2000 were at peak in terms of their growth. Banks started giving loans to the individuals and companies without following the proper processes and identification of the holders. Bank’s profitibility got started detoriated in the end on 1990’s when bank’s assets in the form of loan portfolio were started getting up high. At the start of 2000, SBP has revised the policy related to the credit in the market, in viewing the bank’s performance and profitibility and the economic conditions worldwide. In the mid of 2000’s SBP has changed the policy and introduced the policy with the contrationary measures related to the credit. Banks profitibility were already declined in these years and asset portfolios of the majors banks were stuck up in a form of huge amount of NPLs (Table 4.2) .

State Bank of Pakistan has revised the credit policy and introduced such a reform which helped the bank in order to retain back the profitibility. Amount of NPLs has been reduced (not in a huge amount)as compared to the previous years. Thus, impact of the credit polifcy can be seen on the banking performance as well.   
5.2 Impact of non performing loans on the economy

It has been in view that the NPL’s are one of the main causes of the economic stagnation problems. Each non-performing loan in the financial sector or in a bank portfolio is viewed as an unprofitable company or organization (Jaffery, 1998-2008). From this point of view, the minimization of non-performing loans is a necessary condition to improve the economic conditions of the country. If the non-performing loans are kept existing and constantly rolled over, the resources are confined in unprofitable sectors; thus, deterring and hindering the economic growth and weakening the economic efficiency. Monetary policy by the State Bank of Pakistan has been played a major role in evaluating the credit terms and measures. Hence in the research there is a strong focus on the number of NPL’s and its impact and relationship with the credit policy by SBP.
The amount of NPLs that are about Rs. 113 billion (approx) as on June 1998, increased to Rs.127 (approx) billion on March 31, 2000
,according to the SBP. From the analysis done on the basis of the change occurred in the policy related to the credit in the economy in 1997 to 2001, there was a relaxed policy which in turned allowed the banks to have the loans as their assets in a huge amount. The actual size of NPL’s is far larger with passage of time as it is totally due to the time to time policy framework by the SBP. As, economic variables in the time frames mentioned has been summarized as follows in a form of figures of gross domestic product (GDP), per capita income, and inflation rate of the economy.

Table 5.1: Summary of Economic Indicators (Musharaf, 01/07/2009)
	Year
	Gross Domestic Product

(GDP)
	Inflation Index
(2000=100)
	Per Capita Income
(as % of USA)

	1960
	20,058


	
	3.37

	1965
	31,740


	
	3.40

	1970
	51,355


	
	3.26

	1975
	131,330


	
	2.36

	1978
	283,460


	21
	2.83

	1985
	569,114


	30
	2.07

	1990
	1,029,093


	41
	1.92

	1995
	2,268,461


	68
	2.16

	2000
	3,826,111


	100
	1.54

	2005
	6,581,103
	126
	1.71


Table 5.2: Comparison of years (1999 to 2009) (Musharaf, 01/07/2009)
	Indicator
	1999
	2007
	2008
	2009

	GDP
	$ 75 billion
	$ 160 billion
	$ 170 billion
	$ 185 billion

	GDP Purchasing Power Parity (PPP)
	$ 270 billion
	$ 475.5 billion
	$ 504 billion
	$ 545.6 billion

	GDP per Capita Income
	$ 450
	$ 925
	$1085
	$1250

	Revenue collection
	Rs. 305 billion
	Rs. 708 billion
	Rs. 990 billion
	Rs. 1.05 trillion

	Foreign reserves
	$ 1.96 billion
	$ 16.4 billion
	$ 8.89 billion
	$ 14 billion

	Exports
	$ 7.5 billion
	$ 18.5 billion
	$ 19.22 billion
	$ 18.45 billion

	Textile Exports
	$ 5.5 billion
	$ 11.2 billion
	-
	-

	KSE (100-Index)
	$ 5 billion at 700 points
	$ 75 billion at 14,000 points
	$ 46 billion at 9,300 points
	$ 26.5 billion at 9,000 points

	Foreign Direct Investment (FDI)
	$ 1 billion
	$ 8.4 billion
	$ 5.19 billion
	$ 4.6 billion

	External Debt & Liabilities
	$ 39 billion
	$ 40.17 billion
	$ 45.9 billion
	$ 50.1 billion

	Literacy rate
	45%
	53%
	-
	-

	Development programs
	Rs. 80 billion
	Rs. 520 billion
	Rs. 549.7 billion
	Rs. 621 billion


Economic conditions got affected by many factors other than the topic under discussion but mainly the point of discussion is that when the credit policy was relaxed the main reason was due to the introduction of the development projects for the economy. Due to the credit availability many development has been seen. When in the years 2004 onwards credit policy was tightened, development has been stopped or measured not on that scale as before. Weakening of economy has been shown that availability of the credit has an impact on the economy ultimately with the impact on the banking performance and profitability. All the systems in the economy have been interlinked and change in one policy has an impact on the economy in the end.
5.3 Problems in the Credit (loan) processes: The processes for the loan evaluation that were introduced in the previous years were not sufficient enough. This is a one of the major reasons for the loan getting default at the end of the term, resulting, and the performance of the bank as a weak one. Banking sector suffers due to this and SBP has to introduce a change in the policy with the gradual move.
There are many lending conditions such as the credit worthiness, loan schemes, repaying capacity of the borrower etc. which are standard to take the lending decisions is satisfied by banks in Pakistan and other FI’s.

5.4 Government Policies (credit policies implications): It was shown from the results that how a good credit policy with the stringent rules and tightening effect, impact the profitability of the banking industry. From the analysis done on the five major banks of Pakistan in evaluating the impact of the credit policy on their profitability by measuring their income with the nonperforming loans figures, it was proved that Government's responsibility towards loan portfolios is matter a significantly.
When banks undergo nationalization process, it directly encouraged politicians and bureaucrats to unduly influence the banks' operations. This resulted in a large number of non feasible loans culminating in huge defaults and resulting, the bank’s assets to be filled by the huge amount of non performing loans. The policies of the government have been inconsistent and instable. Such as there were schemes by the SBP in 1998 for the recovery of loans in default. All the recovery Strategies that were introduces by the SBP has result turned down in one way or another and didn’t prove to be the effective one. When the monetary policy in regard with the credit policy was termed as tightening effect after 2002, the impact on the efficiency of the banks was proved to be greater than the previous years. 
5.5 Analysis of the Credit Departments (SBP and Commercial banks)

Structured interviews with the officials in the credit department of State Bank of Pakistan and commercial banks have been conducted.

According to (Raza, 2010) monetary policy managing and stability of the financial sector of economy are the two prime roles of SBP. Process of the formulation of monetary policy in Pakistan has undergone many changes with the developing economic dynamics within the country and the improved understanding of the monetary policy across the country. Main objective of the monetary policy in has been to encourage the objective of promoting economic growth and stability. How it achieved is by targeting monetary collection in accordance with real GDP growth and inflation targets set by the Government. 

5.6 Changes in monetary policy (from 1990’s to 2009) 
SBP shifted its dependence from an administered monetary policy regime governed by 
· unplanned changes in RR, 
· credit (directed)

· interest rate policies
In the mid 1990s all these managing tools are taken to make the monetary policy moderate for the economy. Due to this many banks credit limits to the different sectors were abolished. SBP trying to have elastic monetary policy which essentially responded to the pressures of the economy in line with the growth prospects of the economy.
Despite all the challenges, inflation is primarily a problem. While interest rates were kept very low initially to elevate the growth of credit in the private sector and the development of the sector (eventually this wont happened due to other factors). Instead low interest rates cultivated the fiscal imbalances as the Government continued to borrow at cheaper rates to finance expenditures. Recognizing this problem, process of monetary policy formulation and its implementation went through the intense changes. Such as (SBP, 30th April 2007) 
· In 1997, SBP and its Central Board were allowed to formulate, conduct and implement monetary policy and Monetary 
· In 2005, the Fiscal Responsibility and Debt Limitation Act 2005 requires Government to reduce its revenue deficit to zero by 30th June 2008 and maintain it thereafter, and concurrently reduce public debt to sixty percent of GDP by 2013 and below that limit thereafter.
5.7 Stance of Current monetary policy 
According to the officials what is important is to develop understanding for the public, businesses and market needs to that monetary policy does indeed, over the long run, determine the behavior of the price level. The ultimate objective of a SBP, is in terms of overall growth of the economy. For this reason SBP has kept high interest rates.
Many factors are counted in that time frame which are get affected by monetary tightening:
· Prices of food remained quite unstable during 2007 
· More central bank borrowing.
· heavy borrowing from CB’s 
To avoid undesirable impact of monetary tightening on investment demand in the economy, SBP has ensured proper liquidity management. But In that time frame despite liquidity in the system, CBs are not able to lend because of low demand in the market for private sector credit. The process of mergers and acquisition in a number of banks also impact private sector credit as most “acquired banks” slowed down their business.
5.8 How the Economy get effected by the credit policies by SBP
Monetary policy can impact on the financing conditions in the economy, availability of credit by banks and also on the economic activity and inflation. Monetary policy can affect the prices of goods, asset prices, exchange rates as well as consumption and investment.


E.g. when the interest rate cuts, there will be lower the cost of borrowing, which eventually results in higher investment activity.  The prospect of the economic activity strengthening may also allows banks to ease lending policy, which in turn enables businesses and households individuals to boost spending.  
Chapter 6
Conclusion and Recommendations

Though the banking system in Pakistan remained largely insulated from the effect of global financial crisis after the year 2006, the increased imbalances in the macroeconomic variables slow down the growth at an economical level. It also leads the business environment for banks difficult. In the year 1997 when the policies was turned out to be relaxed in their stance, it impact the banking industry more opened in terms of the credit granted to the consumers. 

According to the results and analysis following conclusion can be drawn easily regarding the research:
A credit policy by the SBP showed a remarkable impact on the banking industry performance. The business of the banks was in losses when the credit policy showed an open view for the loan and advances. Initially it was good for the growth of the economy and there was a need for the development in every sector. SBP also introduced many important polices and departments in order to control the development. After some time in the start of the 2000’s, other policies were also in need to strengthen the economy such as, the consolidation and privatization of the banks, increased Consumers Banking, Prudential Regulations (PR), organized bank Audit, out-of-Court Settlement of NPL’s.
1. Tight monetary policy is good for the baking performance to some extent while the slowdown in credit growth is also leads to some downtrend in economic growth
The effective and in time implementation of stabilization policies regarding the credit implication by SBP intending at concentrating on the macroeconomic disparities faced by the economy of Pakistan in the previous years. Credit tightening was done in order to have the safe environment for the country and help the banking industry of Pakistan to be back on the stable track. This was in favor for the banking industry and as results shown while the tight credit policy was implemented, bank’s performance was increased and all the assets that were stuck up in a form of NPL were reduces in the amount. 

Monetary tightening has been start in placing in year 2003 onwards followed by the credit crunch (2007) but a desirable control in demand could not be achieved. The situation was distinct in 2009 too, as the credit policy by SBP received a key support and proved good for the banking performance. If overall impact on the economy has to measured it can be shown that the slowdown in credit growth matched with some deceleration in economic growth of the country. 
2. Demand for the credit was has been kept low which is in accordance with the Global factors has increased the bank performance to some level
A combination of global shocks such as credit crunch has lead the economy of Pakistan to the level where there was a desire to keep the credit availability in limits. On one hand many other factors has kept the economy under pressure, further weakened the demand for credit. Some of them are the rise in the prices that keep the credit demand low on a national scale as well as internationally.

3. Banks become more vigilant and cautious in lending practices
Bank after bearing the shocks has now become more cautious in lending practices. It was made sure by SBP that the credit guidelines must be maintained in accordance with the needs of the economy and the performance of the banks must be kept in consideration while making the policies that impact the profitability of the banks. Banks were started also cautious while lending. There were several factors which contributed to this change in lending behavior of banks.

3. Rising NPLs affected the bank profitability
The growing concerns on credit quality obliged banks to become more cautious in lending practices. The recent increased in NPL’s, has made the banking industry quite worrying. The repayment ability of bodies came under pressure due to rising financial charges and decreasing their profits. While the credit tightening in recent years mainly explain the domestic and global economic slowdown that had adversely affected the economy of the country and banking performance. There was also a positive end to the point after the implementation of the tight monetary policy, at the end of 2008 that NPLs started to retreat. 
5. There was a slowdown in economic activities as evident from the reducing credit growth to many sectors of the economy; 
5. There was a lower liquidity injection into banks from the SBP in the start of the 2000 till mid of 2006. Trend however changed in the year 2009.
6.1 Bank’s Perspective

According to the interview conducted with the (Raza, 2010) on the Impact of the credit policy by State bank of Pakistan on the profitability of the banking industry, it was concluded that in SBP will need to maintain its monetary tightening stance however, it is important to recognize that monetary policy is not only be able to hold the difficulty faced by the economy. The Government should also look for the other measures too.

Banks are the pivotal body in developing the economy of the country, while the policy regarding the credit play significant role in the banking performance. As banks are in a business of risk taking there should be more control on the policies and implications. Credit is business of banking and performance of bank’s quality and performance has been judged on this basis. Thus the credit policy that has been formed must ensure:
· Protection of the funds provided by the depositors

· To serve the credit needs of economy

· Serve economy as a well capable financial institution

· Out-of-court settlements of non performing loans should be encouraged.

· Some institutions should be made separately and formed in order to deal with such portfolios that are non-performing so that they can be dealt separately.

According to (Raza, 2010) a credit policy by the SBP should be in a way to define in which bank operates in an environment where the business is expanding in a way credit is extending. Over the years, the importance of credit management has been eminent to a significant level around the globe and the SBP has tried to meet these challenges by ensuring careful compliance of PR’s and other directives issued by SBP from time to time. Some of the initiatives are, there should be a regular updation of the credit policy and it should make ensure that the impact of the policy must be determined before in order to have the control on the economy.
The recent liquidity crisis that some banks have witnessed is also of the importance. It was observed that those banks which experienced liquidity problems were relying more on large institutional deposits suggesting that such institutions need more vital liquidity management structure. Liquidity shocks for a bank can lead to problems for the bank's assets; can at the same time put pressure on the economy as well. The banking reforms in Pakistan should be in a way that all the possible policies should be in order to convert the banking sector into a vibrant, sound, healthy and solid system which remains solvent in delivering the positive impacts on the banking sector, while increasing the volume of structure in a way that it will absorb external macroeconomic shocks. The process of reforms and restructuring in the banking sector has resulted in a more flexible and efficient financial system. These reforms have led to the creation of the corporate culture in the banking industry in Pakistan. There should be no hasty and unusual reforms the increase and decrease in the percentages must be gradual. 

The credit policy by SBP should set in a view that reforms should always be guided by the national goals and objectives and also the political pressure should not change direction of the reforms, rules and regulation & policies. Whenever required there should be strict implementation, regulation and supervision of the reforms by the SBP. Banking sector should be under the strict compliance and rules regarding the credit reforms. All the departments established for such purpose should follow the set of laws set by the governing body.

There should also be more autonomy to the SBP and strict action should be taken in a case of non compliance. Besides that, al the established banks should be fully consulted, during the process of making reform thus the impact on their performance can be seen more closely. 
All the systems in the economy have been interlinked in a view that changed in one policy has an impact on the other. Credit policy by SBP has an impact ultimately on the economy with the impact on the profitability and performance of the commercial banks.
Conclusion

As, the credit policy reforms are not only to set a ratio for a bank to lend the loans & advances for the consumers, but ultimately it impact the economy with effecting the profitability of the banking sector. It creates impacts on the economy which can be positive or negative. Positive impacts strengthen the process of reforms and in the economy at the end while the negative impacts pose new problems, challenges and hurdles for a banking sector. Thus overall aim of this whole process should be to streamline the banking industry on healthy and sound foundation as well as make the banking sector more efficient for the economy as a whole. 
As, a whole when we analyze the situation in the years taken in the research it can be concluded that the years in which the monetary policy was very open is due to the fact that developing process were in a phase of growth. Considering the fact, SBP eased the policy as to help the sector to grow in a development side. While if we take a view, all the point mentioned were not quite true as economy got developed and sector (Government and private) grew at a remarkable percentage but in the bank’s portfolio non performing loans also grew much which lead the banks performance downward as compared to the previous years. While in the years of the credit policy being contractionary, banking performance was improved. Amount of NPL’s has not got much affected but the economy has an impact in away development got stopped as compared to the previous years. Thus alternate hypothesis stated was accepted as there is an impact of controlled credit policy on the economy as well as on the banking performance.

Impact of the credit policy by SBP has an impact on the banking performance as well as ultimately on the economy. When SBP has introduced the expansionary measure in term of the credit policy, development has been made by the economy but gradually banking performance was deteriorated. While when State bank has established a policy related to the credit in the contractionary terms, banking profitability wad enhanced but the economic slow down was also observed. Many other factors were taken into account for this but overall the economic growth in that period was slow and stagnant. This impact has shown that the credit policy by SBP can immensely impact the bank’s profitability and its business and ultimately on the economy.
End Notes


 PBC is a body which acted as a holding company of nationalized commercial banks and also exercised supervisory control over them.

2 The term has been taken from the State bank library and has a following a meaning “A central bank's discount facility is often called a discount window. The term comes from the days when a clerk would go to a window at the central bank to rediscount a company’s securities”.
3 An overdraft occurs when withdrawals from a bank account exceed the available balance.
4 Capital here is referring towards the money, fund, resource, investment etc.
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Table 1.1: Private and Foreign Scheduled Banks established in 1991


Table 4.1: Credit Plan for the Year 2003

[image: image6.png]Original  Revised Actual
Monetary assets (M2) 190.0 2815 3174
percent change 108 160 180
Net foreign assets 915 2710 3089
Net domestic assets 98.5 10.5 84
percent change 65 07 06
Govemment sector -162 442 784
Net bank barrowing for budgetary
support 142 292 -56.0
Commodity operations -3.0 -160 266
Others 10 1.0 42
Non-government sector 1147 702 1485
Credit to PSEs 200 200 -116
Credit to private sector 947 50.2
Other items (net) 0.0 -15.5
Source: Economic Policy Department, SBP.





Table 4.2: Credit given by scheduled Banks in 2005-2006 
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Table 4.3 Comparison of the Profitibility

	
	Profit Earned*

	
	Askari Commercial Bank Limited

(ACBL)

Ruppees ‘000
	Standard Chartered Bank (Pakistan) Limited

(SCBPL)
	Muslim Commercial Bank

(MCB)

Ruppees ‘000
	Habib Bank Limited

(BAHL)

Ruppees ‘000
	Bank Alfalah Limited

(BAL)

Ruppees ‘000

	1997
	
	
	
	
	

	1998
	
	
	
	
	145,000
	145,000

	1999
	
	40,598
	
	153,254
	157,000
	116,951

	2000
	316,000
	162,265
	
	153,344
	224,281
	213,973

	2001
	551,062
	
	
	245,740
	311,823
	369,542

	
	
	
	
	
	
	 

	2002
	687,231
	
	1,739,345
	290,322
	446,186
	 

	2003
	1,103,065
	
	2,230,145
	1,012,309
	2,387,689
	790,771

	2004
	1,923,040
	763,300
	2,539,994
	541,041
	1,091,989
	1,683,302

	2005
	2,021,996
	841,300
	8,921,769
	1,464,059
	1,702,094
	1,371,873

	2006
	2,249,974
	35,000
	12,142,398
	1,760,991
	1,766,691
	2,990,244

	2007
	2,681,012
	(234,609,431)
	15,265,562
	2,202,575
	3,130,229
	3,591,011

	2008
	386,225
	(63,261,755)
	15,347,600
	2,366,623
	1,301,301
	4,608,954

	2009
	1,107,793
	(59,972,937)
	15,495,297
	2,908,526
	897,035
	4,006,873

	*All the figures has been taken from the annual reports of the respective bank from 1997 to 2009.


Table 4.4 Non-Performing Loans (NPL’s)

	
	Amount of NPL*

	
	Askari Commercial Bank Limited

(ACBL)

(Rupees in thousands)
	Standard Chartered Bank (Pakistan) Limited

(SCBPL)

(Rupees in million)
	Muslim Commercial Bank

(MCB)

(Rupees in million)
	Habib Bank Limited

(BAHL)

(Rupees in million)
	Bank Alfalah Limited

(BAL)

(Rupees in billion)

	1997
	
	
	
	
	

	1998
	
	
	
	
	
	

	1999
	
	692
	
	
	
	692

	2000
	
	911
	
	
	1.540
	532.5

	2001
	
	
	
	
	1.575
	

	
	
	
	
	
	
	

	2002
	
	
	
	
	1.537
	1537

	2003
	1,277,936
	
	10,999.507
	645.982
	2.845
	3014.122

	2004
	1,101,382
	
	8,837.712
	206.405
	2.935
	2361.779

	2005
	2,373,166
	
	
	383.393
	1.06
	954.131

	2006
	3,656,297
	
	8,570.813
	388.263
	2.31
	460.3158

	2007
	6,907,591
	
	10,725.308
	216.628
	4.705
	370.907

	2008
	11,689,417
	432
	18,268.877
	862.550
	8.934
	497.11

	2009
	17,725,451
	453
	23,238.723
	2,067.656
	16.186
	586.1312

	*All the figures has been taken from the annual reports of the respective bank from 1997 to 2009, notes has been refered.


Table 5.1: Summary of Economic Indicators (Musharaf, 01/07/2009)
	Year
	Gross Domestic Product

(GDP)
	Inflation Index
(2000=100)
	Per Capita Income
(as % of USA)

	1960
	20,058


	
	3.37

	1965
	31,740


	
	3.40

	1970
	51,355


	
	3.26

	1975
	131,330


	
	2.36

	1978
	283,460


	21
	2.83

	1985
	569,114


	30
	2.07

	1990
	1,029,093


	41
	1.92

	1995
	2,268,461


	68
	2.16

	2000
	3,826,111


	100
	1.54

	2005
	6,581,103
	126
	1.71



Table 5.2: Comparison of years (1999 to 2009) (Musharaf, 01/07/2009)
	Indicator
	1999
	2007
	2008
	2009

	GDP
	$ 75 billion
	$ 160 billion
	$ 170 billion
	$ 185 billion

	GDP Purchasing Power Parity (PPP)
	$ 270 billion
	$ 475.5 billion
	$ 504 billion
	$ 545.6 billion

	GDP per Capita Income
	$ 450
	$ 925
	$1085
	$1250

	Revenue collection
	Rs. 305 billion
	Rs. 708 billion
	Rs. 990 billion
	Rs. 1.05 trillion

	Foreign reserves
	$ 1.96 billion
	$ 16.4 billion
	$ 8.89 billion
	$ 14 billion

	Exports
	$ 7.5 billion
	$ 18.5 billion
	$ 19.22 billion
	$ 18.45 billion

	Textile Exports
	$ 5.5 billion
	$ 11.2 billion
	-
	-

	KSE (100-Index)
	$ 5 billion at 700 points
	$ 75 billion at 14,000 points
	$ 46 billion at 9,300 points
	$ 26.5 billion at 9,000 points

	Foreign Direct Investment (FDI)
	$ 1 billion
	$ 8.4 billion
	$ 5.19 billion
	$ 4.6 billion

	External Debt & Liabilities
	$ 39 billion
	$ 40.17 billion
	$ 45.9 billion
	$ 50.1 billion

	Literacy rate
	45%
	53%
	-
	-

	Development programs
	Rs. 80 billion
	Rs. 520 billion
	Rs. 549.7 billion
	Rs. 621 billion


Figure 1.1













Figure 4.1: Credit to the various sectors (Incremental inflows)
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Figure 4.2 : Breakup of Total NPLs in Year 2009
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Annexure I
Structured Questions

Note: Mentioned questions were asked from the officials of SBP and CB’s (included in sample) in order to have their views on the research topic. Questions were not asked as it is mentioned below; they were altered according to the response of the respondents and shaped in order to reach the conclusion.

1. Do you think that credit policy by SBP has a direct impact on the banking performance?

2. Do you think in the year 1997 to 2001; an open policy related to credit by SBP has played a role in increasing the amount of NPL’s for the bank’s portfolio?

3. Does profitability of commercial banks get affected by the credit policy imposed by SBP?

4. In 2002-2009, the tight credit policy helped the banks to increase their profitability?

5. Was it a good step by SBP (controlling the credit amount) for the economy and conditions prevailing in banks?

6. Should credit policy be formed by taking into account the banking performance or the economic conditions of the country or both?
Annexure II

Call Report

(By officials of SBP)

Date and Time

12th November 2010 (Friday)

10:45 am-11:30 am

Person Interviewed on Phone
Farhan Raza (official from the credit department, STATE BANK OF PAKISTAN (SBP), Sector G-5, Islamabad)
Interview Data
Mr. Farhan Raza was interviewed on 12th November to discuss about the impact of the credit policy on the performance of the banking industry of the country and ultimately on the economy. He is person worked in the credit section of the State Bank of Pakistan, Islamabad. He was asked about the policy impact on the bank’s performance. Mr. Farhan was in view of this that whenever a SBP formed a policy related to the credit the major consideration is always of the performance of the economy and the bank in the last year or the previous experiences. Trend which is followed and implications of the previous policies was taken into the ground to have the view that what is the impact of the new policy, if the situation continues or it has changed in the future. Credit was always an issue for our country as it has a huge implication in the recent years and shown a powerful impact in the world in the last decade. He was in view that a good credit policy is one which is according to the need of the economy and also in line with the performance of the banks. 
As, commercial banks are an important pillars for the economy and control the amount of credit on the policy formed by SBP, the consideration of the performance of the banking industry is also an important variable in forming the policy. He was told by the facts and figures of the policies set in the past by SBP in the year 1995 to 2002 and its impact and comments were also given by Mr. Farhan on that time. 
Call Reports

(By the credit department of commercial banks)
Credit department of commercial banks were interviewed and also structured question related to the research has been asked by them in order to have their view on the topic and performance of the CB’s according to the credit policy of the time in comparison. Data collected through this interview was of help in analyzing that how the banks think that the policy of SBP related to the credit availability in the market and banks affect the performance of the banks and ultimately the economy.
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� PBC is a body which acted as a holding company of nationalized commercial banks and also exercised supervisory control over them.


� www.sbp.pk.org





i
Prepared By: Anam Butt (01-221092-008)

_1353166592.bin

