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I. INTRODUCTION 

1. This Financial Sector Assessment (FSA) i s  based on the work o f  the joint IMF-World 
Bank missions 1 that visited Pakistan from February 16-27,2004 and April 7- 15,2004 in the 
context o f  the Financial Sector Assessment Program (FSAP). The principal objectives o f  the 
missions were to identify the strengths and systemic vulnerabilities o f  the financial sector, and to 
assist the Pakistani authorities in designing appropriate policy measures for improving the 
operation and oversight o f  the system and i ts  contribution to economic growth and development. 

2. The FSAP findings were discussed with senior officials of the State Bank of 
Pakistan, the Ministry of Finance, and the Securities and Exchange Commission of 
Pakistan at a wrap-up meeting chaired by the Governor of the State Bank of Pakistan. The 
authorities expressed broad agreement with the conclusions o f  the assessment, and have taken a 
number o f  measures to implement some o f  the.key recommendations. The final FSAP Report 
was delivered to the authorities in January, 2005. This report summarizes the main findings and 
policy recommendations o f  the missions. 

11. MACROECONOMIC CONTEXT AND BACKGROUND 

3, Considerable progress has been made in macroeconomic stabilization. Real GDP 
growth has progressively strengthened (5.1% in 2003/04), inflation has been subdued (3.1%), 
and the overall fiscal deficit and public debt have been brought down markedly from earlier 

The FSAP missions were led by Ms. Ann Rennie (Head, Wor ld  Bank), and Mr. Syed K. Waj id  (Deputy Head, 
IMFMFD), and included Messrs. Jorge I. Canales Kriljenko, Vassili Prokopenko,and Axe l  Schimmelpfennig 
( IMFMCD);  Ms. Elena Loukoianova, Ms. Emma Warrack, and Ms. Nirmaleen Jayawardane (all IMFMFD); Ms. 
Nagavalli Annamalai, Ms. Asli Demirguc-Kunt, and Messrs. Joselito Gallardo, Mudassir Khan, Richard Him, and 
Rodney Lester (all Wor ld  Bank); Messrs. Ke i th  Be l l  (formerly Canadian Office o f  the Superintendent o f  Financial 
Institutions), John Farrell (formerly N e w  Zealand Securities Commission), M i l la rd  Long (retired World Bank) and 
Ms. F. Haishim (Bank Negara Malaysia). Messrs. Syed Hashemi (CGAP), and Olivier Hassler (World Bank) also 
contributed to the mission’s findings. 
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levels. The current account position i s  comfortably in surplus, leading to a large accumulation o f  
external reserves. International capital markets have shown a renewed appetite for Pakistan’s 
sovereign debt. R i s k s  related to dollarization have also diminished substantially. 

4. 
performance in the financial sector, the outlook remains subject to a number of risks. 
Credit to the private sector has been expanding very rapidly (28.5 percent in 2003). W h i l e  this 
reflects the buoyant economy, if sustained, it could portend future credit quality problems. In 
addition, a widely anticipated r ise  in interest rates and tighter liquidity conditions could 
adversely impact banks’ balance sheets. Finally, a change in the domestic or international 
political environment could lead to a drying up o f  remittances, which have been unusually high 
in recent years. 

While macroeconomic stabilization has helped to limit vulnerabilities and improve 

111. OVERALL ASSESSMENT 

5. 
have resulted in a sounder and more efficient financial system. The reforms have been 
implemented in the context o f  a broader macroeconomic stabilization and structural agenda, 
providing an essential foundation to financial sector recovery. A major achievement o f  the 
reform process has been the transformation o f  a predominantly state-owned and weak banking 
sector into a healthier, market-based system, owned primarily by the private sector. This has 
been facilitated by the restructuring o f  major banks, ongoing consolidation o f  the sector, 
strengthening o f  regulatory capacity, and improvements in transparency, corporate governance, 
and credit culture. 

Pakistan has undertaken major reforms in recent years in the financial sector that 

6. 
greater resiliency to credit, market and liquidity risks, and good compliance with 
international supervisory standards. However, the improvements in key performance 
indicators are recent and have been achieved against a backdrop o f  favorable macroeconomic 
and political developments. The key challenges going forward will be to consolidate, complete 
and institutionalize the reforms, and to further deepen and diversify the sector to support 
equitable economic growth. 

The reform efforts are reflected in improving financial soundness indicators, 

7. 
aggregate terms and to a wider range of borrowers. Whi le  increased lending and 
intermediation i s  a normal complement to higher real economic growth and wider access to 
credit i s  a welcome development, financial institutions and their supervisors need nonetheless to 
ensure that this growth does not compromise credit quality and undermine banks’ balance sheets. 

Increased liquidity has led to a rapid increase in credit to the private sector, both in 

8. 
housing, small- and medium-sized enterprises (SME) and agricultural finance have all shown 
strong gains in the past two years. Credit to these market segments, once the domain o f  public 
development finance institutions (DFIs) and specialized banks, i s  now being provided by a broad 
range o f  financial institutions. Large segments o f  the economy, however, continue to operate 
with little formal credit. The authorities and industry will need to continue their efforts to 
promote new business models and technologies, and to broaden outreach in a sustainable and 
cost-efficient manner. 

Credit to previously underserved markets has expanded markedly. Consumer, 
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9. T o  consolidate recent structural reforms and protect the system from future policy 
reversals, the process of privatization and legal reforms needs to be continued. The 
government should divest its remaining stake in banks, and existing plans to privatize the Small 
and Medium Enterprise Bank (SMEB), Industrial Development Bank o f  Pakistan (IDBP), House 
Building Finance Corporation (HBFC), and National Investment Trust (NIT) should be 
expedited. The government should reconsider its continued ownership o f  the National Bank o f  
Pakistan (NBP) and the three public insurance companies. The progress achieved thus far can be 
solidified by revising key financial sector legislation, most notably the SBP Act and Banking 
Companies Act in accordance with sound practice to avoid relapsing into past practices and 
unwarranted government interference. 

10. 
sector. Insurance penetration i s  very low relative to other countries at Pakistan’s income level, 
reflecting a number o f  factors, including a history o f  nationalization and instability, and weak 
consumer protection and awareness. And, while the securities markets have benefited from 
recent reforms, a tradition o f  highly leveraged and speculative trading through the COT or 
“badla” system, coupled wi th  weak supervision o f  market intermediaries pose potential systemic 
risks.2 Finally, issues regarding the sustainability and oversight o f  pension systems need to be 
addressed . 

The reform process i s  not equally advanced across all segments of the financial 

Iv. FINANCIAL INSTITUTIONS AND MARKETS 

1 1, 
income developing countries. While the system remains dominated by commercial banks, i t  
also includes an active stock market and a variety o f  institutional investors and other nonbank 
financial institutions: DFIs, investment banks, l i f e  insurers, leasing companies, mutual funds, 
housing finance companies, and Islamic finance companies (Table 1). As o f  end- 
September 2003, total assets o f  commercial banks amounted to PKRs 2,380 bi l l ion (about 
US$42 billion), equivalent to around 55 percent o f  GDP, while M 2  stood at 42 percent o f  GDP. 

Pakistan’s financial system i s  sophisticated and diversified relative to other low 

12. 
These have included a return to market-based monetary and exchange rate policies, a diminished 
role o f  the state in the financial sector through privatization o f  nationalized commercial banks, 
improvements in corporate governance, disclosure, and transparency, and the adoption o f  a 
modern regulatory approach in the oversight o f  the financial sector. 

Significant financial sector reforms have been implemented during the last decade. 

A. The Regulatory and Supervisory Framework 

13. 
authority responsible for the supervision, regulation, and licensing o f  commercial banks, 
microfinance banks, and DFIs, while most other financial institutions are regulated by the 
Securities and Exchange Commission o f  Pakistan (SECP). The two regulators have instituted 

The Banking Companies Ordinance establishes the State Bank o f  Pakistan (SBP) as the 
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procedures for cooperation and exchange o f  i n f~ rma t ion ,~  but these may need to be reinforced in 
light o f  ongoing mergers between banks and NBFCs, and the need to ensure effective 
consolidated supervision o f  the new entities and to avoid opportunities for regulatory arbitrage. 
The legal framework for microfinance banks (MFB) i s  comprehensive and provided by the 
Microfinance Ordinance o f  2001. 

14. The SBP has made major strides in enhancing its supervisory capacity in recent 
years, bringing it broadly in line with international standards. There i s  a high degree o f  
compliance with Base1 Core Principles for Effective Banking Supervision. The SBP has an array 
o f  powers to control the risks assumed by banks, has issued appropriate prudential regulations, 
has adopted sound methods for on- and off-site supervision, and has the power to require a wide 
range o f  remedial measures. In addition, i t  has adequate resources, and the quality o f  i t s  staff has 
been significantly upgraded in recent years. However, the upgrading o f  the supervisory structure 
i s  relatively recent and remains to be tested over a longer period. There also are areas o f  less than 
full compliance with supervisory standards that relate to legal provisions regarding the 
independence o f  the regulator, arrangements for consolidated supervision, and provisions for 
country risk. The pending review o f  the Banking Companies Ordinance should be used to 
address these legal deficiencies. 

15. 
reinforce its supervisory capacity. Reforms have enhanced risk management, govemance, 
disclosure, transparency, and investor protections; and the SECP i s  continuing a robust program 
o f  review o f  relevant laws and practices. These measures have contributed to improved investor 
confidence and created a more conducive environment for the development o f  the securities 
market. The SECP has a broad mandate, which has recently been expanded wi th  the assumption 
o f  regulatory responsibility for all NBFCs. Wh i le  the Commission i s  empowered to conduct on- 
site inspections o f  regulated entities, i t has generally not done so unless i t  has reason to believe 
there has been malpractice. The mission i s  o f  the view that the Commission needs to commence 
a regular program o f  on-site supervision o f  regulated f i rms.4 I t  suggests that the SECP undertake 
a formal review to determine where i t  needs additional resources and capacity to adequately 
perform i t s  functions and exercise i t s  powers. The authorities also need to address the lack o f  
regulation or oversight o f  private pensions and clarify the respective roles o f  the Ministry o f  
Commerce and the SECP in regulating the insurance industry. 

Since its inception in 1999, the SECP has adopted far-reaching reforms, but needs to 

B. Vulnerabilities, Soundness and Development of the Financial System 

Banking Sector 

16. 
sounder, more efficient, and more competitive banking sector. Private banks, which 
controlled just 8 percent o f  the market in 1990, now have a market share o f  approximately 80 

The divestiture of state ownership of nationalized commercial banks has led to a 

An MOU between the SBP and the SECP i s  in place. The two regulators meet quarterly o n  a formal basis, and 
interact and share information as required. 

Subsequent to the mission, the SECP has commenced on-site inspections o f  members o f  the stock exchanges. 
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percent. Privatization has been accompanied by the liberalization o f  the financial system and 
greater domestic and foreign competition. Financial soundness indicators o f  commercial banks 
have all improved markedly in recent years, and earlier govemment interference in bank 
operations has been sharply curtailed. While capital to risk-weighted assets has improved 
(standing at 13.1 percent as o f  September 2003), i t  varies considerably across banks. 
Profitability and liquidity indicators have also shown a marked improvement, despite a 
narrowing in the net interest margin, due to higher business volumes, a substantial retrenchment 
o f  personnel, closure o f  numerous unprofitable branches, and higher non-interest income. 
Liquidity in the banking sector has also increased significantly, fueled by a substantial increase 
in workers’ remittances in recent years. 

17. 
and concentrated in the largest banks.5 In the past, high NPLs constrained banks’ earning 
potential and threatened bank solvency. The recent decline in the ratio has been helped by 
various recovery drives, promulgation o f  a foreclosure law, restructuring o f  loans, issuance o f  
write-off settlement guidelines and the takeover o f  some large N P L s  by the Corporate and 
Industrial Restructuring Corporation (CIRC). The flow o f  new N P L s  has declined significantly. 
A substantial share o f  N P L s  were booked prior to 1 9976, and reflect the legacy o f  past political 
interference in the nationalized public banks. Finally, provisioning against N P L s  i s  improving. 

While portfolio quality has improved, non-performing loans (NPLs) remain high 

18. 
credit to the private sector warrants close monitoring. Whi le  the outstanding stock o f  credit 
to the corporate sector has been generally stable, bank lending to small- and medium-sized 
enterprises and the consumer sector has been increasing rapidly. The share o f  personal loans, 
which was negligible in the mid-l990s, has r isen to 12 percent o f  total bank credit (as o f  
September 2003). Wh i le  this represents a welcome broadening and diversification o f  banks’ 
portfolios, i t  requires close monitoring to ensure i t  does not lead to a deterioration in credit 
quality. Concerns are underscored by the challenges that the former nationalized banks s t i l l  face, 
including developing a credit evaluation culture for lending to new sectors, timely recovery o f  
defaulted loans, and maintenance o f  some loss-making branches in the “unbanked” areas. 

Notwithstanding the banks’ improved performance, the recent very rapid growth in 

19. Results of stress tests suggest that the banking system could withstand shocks 
consistent in severity with historical experience, but i s  vulnerable to relatively severe 
combined shocks. Whi le  most banks have enough capital to withstand sizeable increases in 
N p L s ,  weaker banks experience capital adequacy problems in the face o f  a relatively modest 
deterioration in portfolio quality. This suggests that banks on the lower end o f  the capital 
adequacy and asset quality spectrum warrant close attention by supervisors. 

~ 

The aggregate ratio o f  NPLs to total loans masks differences across individual banks, with the ratio ranging from 
0.4 percent to 35.1 percent. Asset quality o f  the five largest banks i s  weak, with the ratio o f  NPLs to total loans 
ranging from 15 percent to 35 percent. 

A large stock o f  o ld  N P L s  reflects banks’ reluctance to wr i te  o f f  these loans even after 100 percent provisioning 
because they fear that this may compromise their legal position in the loan recovery process. 
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Financial and Capital Markets 

The improved macroeconomic situation, low interest rate environment, and excess 
liquidity have fueled a rapid rise in Pakistan’s stock markets. The Securities and Exchange 
Commission o f  Pakistan (SECP) and S e l f  Regulatory Organizations (SROs) have taken a number 
o f  steps to increase the transparency, efficiency and integrity o f  the markets and to build investor 
confidence. Ongoing policy reforms, including further privatizations and the creation o f  personal 
pension plans, should serve to broaden and deepen the market. However, speculative trading 
through the COT system and weak oversight o f  market intermediaries have lef t  the market 
vulnerable to systemic risks. The authorities have announced a time-bound phase-out o f  the COT 
system, and have initiated on-site supervision o f  members o f  the stock exchanges. Both are 
welcome developments, which should mitigate these r isks going forward. 

Insurance 

20. The insurance sector i s  underdeveloped, but recent healthy growth rates have 
demonstrated that there i s  scope for substantial development within an appropriate 
regulatory framework. Among other things, this i s  likely to entail ongoing liberalization o f  the 
sector, combined with further moves towards a more marketholvency regulatory and supervisory 
regime. Immediate challenges include the continuing rationalization o f  an overpopulated non l i f e  
sector7 and adjusting to new international accounting and solvency norms. The future o f  the three 
public sector insurers also needs to be considered. Each needs to be subjected to normal market 
forces and to have highly professional management in place if i t  i s  to have a legitimate long-term 
role. 

21. The Insurance Ordinance 2000 has introduced a number of laudable reforms, but 
has omitted a number of elements that are key to a modern risk-based supervisory regime. 
Problems, which notably include limited prompt corrective action power, are exacerbated by a 
lack o f  on-site supervision capacity and in-house specialist skil ls. In addition, the division o f  
responsibilities between the Ministry o f  Commerce (MOC) and SECP needs to be be clarified. 
There appears to be a general consensus that all regulatory and supervisory responsibility for 
insurance should l i e  wi th SECP (and possibly M O F  for associated legal reform), and 
responsibilities relating to ownership and govemance o f  the public sector insurers should rest 
with MOC. 

Pensions 

22. 
provide old-age income support and contribute to long-term social and economic 
development, There is  sufficient scope for capital accumulation within the current and 
anticipated framework for the pension system to have positive effects in stimulating new savings 
and supporting capital market development. To achieve this, however, the Pakistani authorities 
wil l need to address significant issues regarding the financial sustainability and regulation and 
oversight of the present schemes. Both the c iv i l  service scheme and Employees Old  Age Benefits 

’ Empirical research shows a negative correlation between overall insurance capacity in a country and the degree o f  
fragmentation o f  i t s  insurance sector 

Pakistan has the basic elements of a diversified muiti-pillar pension scheme that can 
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Institution (EOBI) are fiscally unsustainable and need to be brought into balance, and a 
comprehensive legal and regulatory framework needs to be established for private occupational 
and personal pensions in order to protect pension savings. I t  will also be important to establish 
strong governance and independent oversight o f  the investment process. 

A comprehensive approach to the regulation of  occupational and personal pension schemes 
should be established. Although the SECP i s  assigned general authority for personal and private 
occupational pensions, there i s  currently no direct oversight or supervision, and the scope o f  such 
pensions i s  not known as there i s  no reporting requirement. This represents a potential 
vulnerability to the savings and old age security o f  fund members, and offers scope for tax abuse 
due to the tax preference afforded these plans. An appropriate regulatory framework would 
provide, inter-alia, custodial requirements, funding and investment standards, reporting and 
valuation standards, and prohibitions on se l f  dealing and transactions wi th related parties, and 
should be buttressed with a regular program o f  oversight to ensure compliance with the 
standards. 

IV. Improving Access to Financial Services 

23. 
underserved markets was to channel subsidized resources through public Development 
Finance Institutions or  through directed credit. These policies were largely unsuccessful in 
achieving their objectives. The removal o f  restrictions and the development o f  an enabling 
regulatory environment, coupled with increased liquidity and competition in the market, are 
producing more encouraging results. Lending to previously underserved markets has r isen 
substantially since 2001, and commercial banks have now overtaken the public specialized banks 
in providing agricultural, SME and housing finance. There is, however, a need to Wher expand 
outreach. In 2003, it i s  estimated that bank credit reached 15 percent o f  the country’s 6.5 mi l l ion 
farms, and SMEs obtained ust over 7 percent o f  their financial requirements from banks and 
other financial institutions. In order to scale-up lending in a cost-effective manner, the banking 
community and NBFCs will need to adopt new products and technology, including modern 
programmed lending tools and credit scoring models, particularly in the SME sector. Credit 
bureaus and registries can play a key role in this expansion. 

Until the late 1990’s’ the Government of Pakistan’s approach to providing credit to 

i 

A. Development finance and specialized institutions (DFIs) 

24. Since the late 199Os, the government has accelerated reforms of the DFIs to 
complement the reforms taking place in the commercial banking system. Prior to 2000 
Pakistan had an extensive network o f  government-owned and managed specialized banks and 
development finance institutions. All were infected by corruption, mismanagement and 
inefficiency. A number o f  DFIs have been closed or merged, and others are being restructured. 
The remaining government-owned development finance institutions have a mandate to provide 
fimding to areas o f  the economy considered to be underserved by the private banks, but they are 

Investment Climate Survey, Wor ld  Bank, March 2003. Surveys o f  SMEs indicated they received 7 percent o f  their 
working capital and 7.3 percent o f  investment finance requirements f rom banks and other financial institutions 
(versus 13.3 percent and 23.6 percent respectively for larger firms). By far the greatest source o f  finance for both 
sma l l  and large firms was retained earnings. 
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to operate on a commercial basis wi th no new finding from government, and are scheduled to be 
privatized in full or in part after restructuring. The remaining DFIs are weak institutions, and 
face considerable challenges in restructuring and introducing financial discipline. While, these 
institutions are small and do not pose a threat to the overall stability o f  the financial system, the 
fiscal costs o f  restructuring the DFIs have been substantial, and it i s  recommended that the 
government implement i t s  plans for these institutions rapidly to avoid further losses. 

B. Microfinance 

25. 
government’s poverty alleviation strategy. The last few years have seen positive developments 
in the microfinance sector in the form o f  increased commitment to financial sustainability, 
greater transparency, the emergence o f  a few strong MFIs, a well endowed apex organization 
with high quality staff (Pakistan Poverty Alleviation Fund, or PPAF), and a supportive 
regulatory framework. However, the outreach o f  NGO MFIs and microfinance banks currently 
represents only a few hundred thousand clients. Increasing access on a sound, sustainable basis 
going forward will require a concerted effort at building retail capacity, performance-based 
funding that provides the right incentives for sustainability, support for capacity building o f  the 
top players to commercialize and achieve significant scale, and a drive for greater transparency 
in reporting. Donors will need to work with the government and each other in a more 
coordinated fashion. There i s  currently an ambivalence between a financial systems approach 
and a poverty alleviation approach that sometimes leads to contradictory initiatives. 

The provision of financial services to the poor i s  an important component of the 

26. 
2001) i s  generally sound. M F I s  are free from the problems o f  interest rate caps that plague the 
industry in so many countries, and prudential rules are generally in l ine with good practice. 
However the minimum capital requirements for microfinance banks (MFBs) are very high by 
intemational  standard^,^ and current limits on total MFI exposure to a single client and ban on 
lending to individuals whose income exceeds the minimum tax threshold may be overly 
restrictive and prove difficult to monitor and enforce. 

The legal and regulatory framework for microfinance (the Microfinance Ordinance 

C. Housing finance 

27. The government has taken a number of measures to create a more conducive 
environment for housing finance. These include the new, simplified foreclosure procedures 
established by the 2001 Loan Recovery Ordinance, the lifting or relaxing o f  a number o f  
regulations that severely restricted bank lending to the sector, and increased tax incentives. These 
measures, combined with high liquidity and lower interest rates, have triggered a surge in 
mortgage lending since early 2003. Nevertheless, the volume o f  total lending in this area remains 
low, and further rapid growth in housing finance will be required to address the acute housing 
shortage in the years ahead. This in tum will require addressing fundamental weaknesses in 
provincial property and security rights administration systems and introducing new long-term 
finding instruments. 

Minimum capital requirements are PKRs 500 million, or US$8.8 mi l l ion for a national license, PKRs 250 mi l l ion  
for a provincial license, and PKRs100 mi l l ion  for a district license. 
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D. Financial Sector Infrastructure 
Legal Issues 

28. 
enforcement have undermined creditor rights and contributed to the very high level of 
non-performing loans in the banking system. The introduction o f  the Debt Recovery 
Ordinance in 2002 has improved the debt recovery environment, but further reforms are 
required. The creation o f  Banking Courts was a very positive development, but they are limited 
in number and jurisdiction. Other problems include the lack o f  capacity o f  the courts to execute 
judgment and the lack o f  commercial knowledge in judges. Improving the standard o f  legal 
education and training for judges and judicial and administrative staff would improve the judicial 
environment. 

As in many developing countries, problems with debt recovery and contract 

29. 
legislative framework for the financial sector, a number of laws lag behind current 
practice. There i s  therefore a need to repeal, amend and update o ld  laws to avoid policy 
reversals and legal challenges. The State Bank o f  Pakistan Act o f  1956 (amended 2003) i s  
antiquated, with provisions that, inter-alia, authorize the government to supersede the central 
board and allow the federal government to liquidate the bank. In practice, SPB functions as a 
modern independent central bank, and there i s  a clear need to revamp the law to better reflect 
current practice. The legal provisions governing insolvency and debt restructuring, and the 
Banking Companies Ordinance 1962 (amended 2001) (BCA) also require modernization to 
ensure that the legal framework i s  in l ine with best international practice. 

Though efforts have been undertaken by the government to update and improve the 

Payment Systems 

30. Major efforts to modernize the payments infrastructure are ongoing, which should 
help to curtail systemic risks. An automated check clearing system (NIFT), established in 
collaboration with the private sector, has been operational since 1997 and the SBP i s  now in the 
process o f  establishing a Real Time Gross Settlement System (RTGS) to replace the current 
manual book-entry system. The planned introduction o f  the Real-Time Gross Settlement System 
should reduce systemic r isks and improve the reliability and efficiency o f  the payments system. 
There remain, however, some deficiencies in the legal framework for payment system oversight 
which need to be addressed ensure the safety and soundness o f  the payment system. 

Corporate Governance and Accounting and Auditing 

3 1. 
In addition to the detailed corporate governance provisions in the Company Ordinance, the 
Securities Commission o f  Pakistan issued in March 2002 for all listed companies a detailed Code 
o f  Corporate Governance that i s  broadly in l ine wi th OECD Principles, and in March 2003 issued 
a code for insurance companies. Prudential Regulations for Commercial Banking issued by the 
State Bank prescribe detailed standards o f  corporate govemance for board o f  directors, 
management and shareholders o f  banks and DFIs. These reforms are all relatively recent, but 
with effective implementation and enforcement, Pakistan would have one o f  the best corporate 
govemance environments in the region. 

Regulations in the area of corporate governance are extensive and comprehensive. 
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32. 
acceptable quality, at least for larger corporations and financial institutions. Pakistan has 
adopted 39 o f  the 41 International Accounting Standards. All registered companies are required 
to have their accounts audited and submit the statutory returns promptly. The Institute o f  
Chartered Accountants o f  Pakistan i s  a SRO that plays an active role in ensuring quality and 
disciplining members. The SECP has also been proactive in strengthening the financial reporting 
framework and the reliability o f  audits, and sanctions have been imposed on prominent auditing 
f i r m s  for breaches o f  mandated standards. 

Accounting and auditing standards are generally of a high and internationally 

Anti-Money Laundering and Countering the Financing of Terrorism (AML/CFT). 

33. A detailed AMLKFT assessment was conducted by the Asia Pacific Group (APG) on 
Money Laundering in December, 2004. The report has not yet been completed or submitted to 
the APG Plenary for adoption. 

V. Liquidity Management and Markets 

34. 
instruments for managing domestic liquidity are market-based, flexible and relatively well 
developed. The SBP seeks to “secure monetary stability and the soundness o f  the financial 
system.yy1o A publicly disclosed monetary program i s  designed to achieve low inflation, currently 
defined as 4 to 5 percent average annual CPI  inflation. The SBP i s  considering the implications 
for i t s  monetary operations o f  the growing, but still small, Islamic banking sector. 

The framework for systemic liquidity management i s  transparent, and the 

35. 
years. Inflation has remained low although the partially sterilized intervention has accelerated 
the money growth rate. The inflows have led to substantial accumulation o f  foreign exchange 
reserves at the SBP. The authorities might consider developing a strategic plan for an orderly 
liberalization o f  remaining capital controls. 

The SBP has effectively managed the sizeable inflows of foreign exchange in recent 

36. 
and dealing with distressed banks. While past episodes o f  bank distress suggest that the 
constructive ambiguity in lender o f  last resort policies has been effective, the SBP might 
consider setting out formal internal procedures for providing emergency liquidity support to 
banks, specifying the terms and conditions for such loans and limiting the acceptable collateral to 
marketable government securities. The SBP has prepared a Problem Bank Manual that sets out 
progressive actions that should be taken in the case o f  a problem bank, ranging from the signing 
o f  an MOU wi th the bank on remedial actions to liquidation. Three banks have been successfully 
resolved in recent years. 

The authorities have been effective in undertaking lender of last resort functions 

VI. RECOMMENDATIONS 

lo See SBP Act, section 9A. 



- 11 - 

37. 
suggestions were included in the full FSAP report. I t  i s  noteworthy that the authorities' ongoing 
reform initiatives include a number o f  these proposals: an asterisk (*) denotes measures that are 
currently underway by the authorities. 

Priority Recommendations 

The following are the principal FSAP policy recommendations. More detailed 

The SECP should expedite the adoption o f  prudent margin financing rules to replace the 
carry over transactions (COT),* and obtain an independent assessment on the adequacy 
o f  protection funds. 

A formal review to determine whether SECP has adequate resources and capacity to 
fulfill i t s  mandate should be undertaken. Staffing should be adequate to conduct regular 
on-site inspections o f  regulated entities. 

The authorities should address the issues identified in the Base1 Core Principles (BCP) 
assessment, including revision o f  the SBP Act to strengthen the autonomy o f  the SBP and 
provide legal authority to conduct consolidated supervision. * 
The government and the SBP should develop a strategy to privatize the NBP and 
continue divestiture from the capital o f  other banks. The IDBP should be resolved 
(privatized, merged or closed) in the least cost manner as a priority to stem mounting 
operational losses." 

A comprehensive legal and regulatory framework for private occupational and personal 
pensions needs to be established, and compliance overseen by the SECP. Reliable data 
need to be collected and accurate projections made for c iv i l  service and EOBI  schemes to 
formulate appropriate reforms to ensure fiscal sustainability and long-term balance." 

Other Key Recommendations 

e The roles and future strategies for the state-owned insurers should be reviewed. The State 
L i f e  Insurance Corporation (SLIC) should be put on a pari passu basis with the rest  o f  the 
l i f e  insurance sector, and i ts  top management drawn from professional insurance ranks. 
The current legal confusion over the respective roles o f  the Ministry o f  Commerce 
(MOC) and SECP in the insurance sector should be resolved, and the SECP needs to be 
provided with adequate on-site inspection capacity and powers to require prompt 
corrective action. 

0 A more comprehensive debt policy and related risk management system need to be 
developed, wi th a view to minimizing interest costs while avoiding maturity-bunching 
and potential roll-over problems, and the Debt Policy Coordination Office (DPCO) 
should be made fully functional.* National Savings Schemes (NSS) rates should be 
aligned more closely with market rates and market-based alternatives to the present 
schemes should be considered.* There i s  also a need to computerize and modernize 
operations o f  the NSS.* 
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e A single law to provide a coherent and comprehensive legal framework for Anti-Money 
Laundering and Countering the Financing o f  Terrorism (AMLKFT) in l i ne  with FATF 
recommendations should be promulgated. * 

e A clear legal mandate for SBP to oversee the payments system and provide rules on 
netting and zero hour rule’ * should also be established. Consideration also should be 
given to tightening provisioning requirements, and adopting market risk-related capital 
charges. * 

e The legal provisions governing insider trading and substantial security disclosure law 
should be reviewed.* 

e To facilitate housing finance, there i s  a need to launch t i t le regularization programs, 
reform registration services, and lower property and mortgage registration duties. * 
Appropriate long-term capital markets instruments to fund housing loans need to be 
developed. 

e The legal framework for microfinance should be reviewed in consultation with industry 
representatives, with a view to removing legal hurdles to the growth o f  the sector.* The 
review should include an assessment o f  the appropriateness o f  the current minimum 
capital requirements for microfinance banks and ceilings on income and loans. 

e There i s  a need to establish a clear legal framework for private credit bureaus to enable 
them to provide more comprehensive credit information in support o f  consumer and SME 
lending. 

” The “zero hour rule” makes a l l  transactions by the bankrupt participant null from the start (“zero hour”) o f  the day 
o f  the bankruptcy (or similar event). In a real-time gross settlement system, the effect could be to reverse payments 
that have apparently already been settled and were thought to be final. In a system with deferred net settlement, such 
a ru le  could cause the netting o f  al l  transactions to be unwound. This would entail a recalculation o f  al l  net positions 
and could cause significant changes to participants’ balances, with possible systemic consequences. The law on the 
payments system therefore should expressly provide that the “zero hour rule” wil l not apply to ensure finality o f  
payment, 


