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Executive Summary 

7Te purpose of the Shelter Resource tohlization Program is to assist Pakistan to establish a 
private, market-basedhousingfinance system. To date, seven applicants hw'e been issued letters 
of intent by fti Afinistn' ofFinance authorizing them to establish Ilousing FinanceCompatnies 
(IIFCs). Of these, only' two have completed the licensing process and commen ced operations. 
One of the priniaryproblems llFCsface is resource mobilization. At a recent SRMAP sponsored 
national seminar on tie subject, several recomnendations were forntulated that will require 
action on f/it, partoftie Government ofPakistn to integrate the new lil1IFs into the financial 
sector and allow then to compete forfunds on a level plaing field with other inTancial 
institutions. 

It addition to lotusing Finance Companies and savings and loan associations, coniniercial banks 
are a source ofniortgage loans in most countries, and sometimes forin the largest component of 
hiousing'sector lending. However, in Pakistan, despite f/it! advantages ofaccess to the majority of 
liquidity available in thefinancial svste,. branches that reach into most coinitiies, a rapidv 
expanding deposit base, and special rates for registration and stamp dtv fax wt mortgaged 
property transactions, commercial banks have made ver' little contribution to housingfillance. 
The purpose of this report is to identifi, the factors which have inhibited commercialbatik 
participation in housingfinance,to demonstrate why commnercial banks shou/tl invest in housing, 
and to identifi, the actions or incentives required by tie Government to encourage banks to 
become more involved in the housing sector. 

The first section of tie report discusses f/it' role ofpublic policy in promoting and stimulating tie 
housingfinance sector. Drawingextensively on World Batik research, this section also describes 
the "Do's ''and "Don 'is 'of effective housing policy. 7he next section discusses fite micro and 
macro-economic benefits ofcomnercial bank involvement in housing finance, and the factors 
curretitly limiting batik participation in the housing sector. Subsequent sections of the report 
describe Pakistan's banking institutions and paferns oflending and investnient, tie impact of 
recent reforms on Pakistan's banking operations andfinancialperformatice, file impact that the 
growing budget deficit and domestic debt are having on the economny, and issues and 
recommendations specific to integrating housingfinance into the commercia,! banking sector. 

The last section ofthe report summarizes tie conchsions and recommendationsfroim an SlRAIP 
sponsored national seminar held in Karachi on August 12, 1993, on fite potentialfor increasing 
the role ofcommercial banks in hoiisingfinance. Approximately 100 representatives of 
commercialbanks, government, housing finance companies, and developers attended tie seminar, 
wh.Ch was chaired bY Mr.AshrafiJanjua, Deputy Governor ofthe State Batik ofPakistan. A drafi 
ofthis report was distributed to participants in preparation for ti seminar. 

Over the past several years, Pakistan has mnade significantstrides towards liberalizing and 
deregulating filefinance sector, but baInks still experience difficulty, in expanding their range of 
activities, especially in housing. 7iese constraints, which were afocus ofdiscussion at fie 
seminar, include lack of liquidity duhe to government borrowing, maintenance ofa lot' and rigid 
ceiling on batik credit for housing, and lack of a supportive policy aidprocedtral emvirotinent 
for the housing sector. Duringthe course oftie seminar, several recommendatics were 
formulated and are summarized as follows: 

Reduce the budget deficit: Seminar participantsunanintousl, agreedthat ttteasures to bring 
down the government 1 budget deficit, now approximately 8% ofGD!', are urgently needed BY 
soaking up the litfuidi!y in thefinancial sy'stem, Government is raising the level of interest rates in 
the economy, capturing 'he niajoritv ofscheduled batik deposits at artificial interest rates, 
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crowding out the private sector, and thwarting the development of the financialsector. 

Abolition ofhousing sector credit ceiling: Commercial hanks are constrainedfrom housing 
lending by a 1% ceiling on such loans, which inhibits them from developing aportfolio of loans 
and the actuarial base through which thenfl,'cnivers theirportfolios. Commercial banks 
shoucl be allowed to develop mortgage lending on a market level as partof their overall business 

plan. 

Further expansion and de-regulation ofthefinancial sector: Existing commercial banks are 

highly regulated, and should be allowed to play a more independent role in expanding their 

resource base. Furthermore, new commercial banks should be given permission to establish 
operations in the private sector as demand warrants. 

Development ofbridgefinancing: Bridge financing is a traditionalinvestment for commercial 

banks in man', countries. it addition, bridge financing can attract reany new customners. 
Developers direct clients seeking mortgage loans for itivihual units to bridge lenders. ie 

lender makes mone hoth on the shorter term bridge financingand on the longer term mortgage, 

loan. 

USA ID Assiitance: Seminar participants proposed soliciting additiotal help for tile housing 
finance inhlstr, through USA.ID and the SRAI/W. However, efforts in this regard are alread) 

underway to provide a US S15 nillion llousing,Guaranty (11G) loan to establish a refinance 
window at the State Batik ofPakistan. I .5Il1) has also offered related technicalassistance to 

structure tile operations of the winlow and develop adequate loat underwritingstandards and 
documentation. 

Ape bank: Over time, with growth oftie housing sector, a nationalmortgage bank could expand 
anid continue resource mobilization throug/i meeting short am long term requirements offunds 

from hoth public aid private sectors at home and abroad. It couhl issue various capital market 

instrimentslike house bonds, commercial paper, and mortgage backed securities, and design 
home linked savings deposit schemes, including passbook savings and foreign exchange (eposits. 

Fiscal Incentives: Several seminar participants reconimende,! tav concessions for investmient it] 

housing, which is a common practice in several countries in the region. In Sri Lanka, for 
example, 75% of the income of a company,engaged in lending for low cost housing is exempt from 

corporate income tax. In India, IIF(s can transfer up to 40% of their gross earnings to general 
reserves prior to computation of their tax liability. 

Expand housing sector investment: Investment banks, leasing companies, modarabas, life 

insurance companies, and pension and provident finds are restricted from housing sector 
investmeits. Seminar participants recommended that such housing investment restrictions he 

removed, thus enabling the housing sector to compete with other sectors for credit 

Cross-subsidizing mark-up fees: Several setinmarparticip(itse.vpressed concern that lowner 

income segments of the population can not afford home loans, and recommended that clifferent 

rates of mark-up he estabhshedfor various categories of hoiuses withm theframework of the 

overall structure of loon operations. In this mamner, lower mark-up rates for lower mcome 

groups would he offt't by higher mark-up rates for mi/dlt' ami upper imc'mmie groups. 

libre-purchasefacilityforlow ticome emploYees: it order to boost the housing midustry and 
provide a mechaiisnti fir lower income fivilies to be homeowners, several seminarparticipants 
felt that large companies, with financingfrom /Il'l(s,shoulc be encouraged to construct housing 
for employees, especiall, low income employees, on a hire-purchase basis. 
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Foreword 

Over the past five years, l'akistanhas been moving towarda more liheral, less-regu/ated 
finance svsten, one that relies far more on marketforces to allocate credit and estabhlish 
rates of mark-up. 7his movement has created a number ofopportunities for new tiYpes of 
financialfirmns to establish themselves. As directed credit is reduced and subsidies 
become more constricted, there is an increasing need to develo finanIciani termediaries 
to channel market-rate.funds into a number ofsectors that urgently need to he integrated 
into the financial sYstent. 

No sector offers greater potential in terms ofeconomic scope than does housing finance. 
Housing has Ion,, been neglected, and reliance solel' on subsidized housing loans 
through House Building linance Corporation has never begun to meet demand for 
loans. Enormous potentialexists for banks and specialized housit;g finance coinpantt's 
to enter the mn arket for funding ofnew construction, hoime improvement, and mass 
housing development. 

Over the past five 'ears, the U.S. Agency for International )evelopment, through its 
Shelter Resource MohilizationProgram (SRAMP). has assisted the Government to begin 
establishing a market-based ho usingfinance system dominated hy privatehousing 
lenders. Experience in the region and world-wide shows that housing finance is 
typicallv pioneered by specialized lenders, but that once success is demonstrated, 
commercial banks enter the field, often quickly rising to dominantpositions In the 
mortgage market. 

Banks in Pakistan have a number ofpotentialadvantages over specialized lenders. 
including extensive branch networks and access to lower-cost deposits and other sources 
ofcapital. Constructionfinancing is one opportunitvjr banks, but they can also benefit 
fron lending for housing, which offers an excellent opportunity to develop stable, 
longer-term a.s.ets to diversify their loan portfolios, which tyvpical/v consist largely of 
short-term loans that often are volatile. 

We are pleased to offer this study of the potential role for banks in Pakistan's housing 
industry and hope that it will assist in the development ofsound policies and mechanisms 
that enable commercial banks to explore housing lending. 

Jon Wegge
 

Chief Technical A dvisor
 

Shelter Resource Mobilization Program
 

January, 1994
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Government and the Housing
 
Sector
 

iBenefits of a 
Pakistan is in the process of establishinga private, strong 
market-based housing finance system. The economic market-oriented

hiousingfinance
A sstem...and financialpotential for success is enormous. 

stronghousing finance sectorwill enhance housing 
and infrastructureinvestments,stimulate the • a broader and 
constructionindustry,and contributesignificantlyto deeper

financial 
national economic growth. The role ofgovernment sector 
shouldbe as manager ofthe housingsector's 
economic performance. Its top housingpriorityshould e mnore and 

betterbe to integrate the new HFCs into the finance sector housing 
and create conditionsthat stimulatemarket-based 
housing sectorlending by commercial banks. a a stronger 

construction 

For the past twenty years, Pakistan's finance subsidized, flowing through Ilouse Ruilding industry 
system has been characterized by pulic sector Finance Corpora titl (IIB[C ) dlltto a lesser 
banks and development finance institutions, degree through the nationalli/ed commercial * improved
central control, and directed crldit lIVatc banks This system has been and rellallrns avigsrate 
sector institutions have played a linited ne III unable to generate adequate resources C()Itile 
the economy, housing sector lonial sector sources iive and greater

becn able to supply less than 15o/ifol"the inivestment in 
The State Bank of Pakistan and the Minirstr of potentia; dmCIalld for long teril credit and 
Finance have been responsible f'or the housing I lotlsi ig investment Contributes ll]\ fixedcapital 
distribution of credit among provincial 2 7% to (NP, %%ell below tlre av-crage 1i r Iow 
governments, public enteiprises, and tlie ire urne coUniltres, allo this perccntage is * creditflowing 
private sector I listorically, credit to the declining I lousing production as apr(poillo)i
housing sector has been severel rationed, aind of gross capital fortiatrori is oil] %, less than at market 
its ecoriloriric perfo1rance has h'cn dismal htall" the figrue iII c lriarable devehlping rates and 
()Vcr" tlre past see-ral % rCls, ashowcve, C ounries 
guvCrrirircirt has looseled its rCis ontltihe 
I'llnalCe sector, tie plospccts I'm Irvigolatilig Wolld-wde, CN\iClleIrCc Shlows that tILtleIid 
tile hou.illg Iidtr hiv Irrlipiovel novtably goC1rr1etilsrsmnd houtlsing pig llll- halve 

riehl' benefitedllioIc that a hanill o(d epClc 
)uring the ela of govCeniilclit Control, virlually imtire context of lielirig leal dcrilad. arid thal 

all frirnal scClor credit for hoising was such plograis diinilSh1 bolh the ecowirorilre 
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Many 
program to 

"sohe the 
housing 

problem " 
have 

proed 
ineffective or 

worse when 
goi'ernment v 

have triedto 
provide credit 

orproduce 

housing 
directly. 

vitality of the housing scclor and the physical 
quality of pcople's housing The practice of' 
subsidizing interest rates for housing loans is 
sustainable only if a country has sufficient 
government resources to ieel all of its housing 
needs, or alternatively, private finns give loans 
at less than market interest rates (ILee, 1992) 
Neither rf these conditions exists in Pakistan, 
or for that matter, an v\\here: government 
cannot meet afraction of housing needs, and 
private fiinns cannot operaeIfor long at 
below-niarkel rates 

(over-ninent actions, although well-intended,
often have adverse results in the financial 
sector. One onlv has to look at the 

perfonnuice record of I louse Building Finance 
Corporation and government housing banks in 
several other countries innthe region. These 

banks, established with the intent to serve the 
poor and underprivih ged, have often resulted 
iin relaxed financial discipline. The operating 

policies of these institutions are often 
charactenzed by subsidized interest rates, lax 
under-wnting criteria, and poor attention to loan 
servicing (L.ee, 1992) In short, most public 

sector programs to "solve the housing 
problem " have proved ineffective or worse 
when governments have tried to provide credit 
or produce housing directly. 

Since 1990, the (ovcrnment of Pakistan has 
been implementing reforms designed to 
liberalize the economy. Plans include 
broadening and deepening financial markets 
and expanding private investment and savings 
In the developing housing sector, reforms are 
intended to create ain enabling environment in 
which amarket-based, private sector finance 
.system will mobilize resources for mortgage 
and construction credit. 

Housing finance is central to the development 
of the economy and the overall financial 
system. When financial institutions diversify 
their asset portfolios into housing, this adds to 
financial deepening and promotes a more 
efficient allocation of savings in the economy 
In the U.S., for instan, -%I.ie third of personal 
savings are held with savings and loan 
associations which specialize in making 
housing loans 

]-xpeience has shio%%i that wkhen the housing 
sector functions %%ell, households Invest a 
significant portion of income In housing, 
usually up to 30% or even inuore Generally, 
housing fonns ain asset that represents fronl 
20% to 50% of reproducible wealth, and is a 
major motivation for savings that may 
otherwise be held unproducti vely Ingold and 
jeweliy rather than bank diposits 

The purpose of the SheIter Resource 
Mobilization Program (SRMP) is to assist 
Pakistan in the establishment ot a private 
market-based housing finaiuce systel. Seven 
applicants have received letters of intent from 
tie MiniStry of inarice at1h urn/ ing them to 
establish pnvate I lousing Finance Companies
(I IFCs). To date, only two companies,
Citibank and International I lousing Finance 
Ltd., have completed the licensing process and 
commenced operations 

One of the prima problems new I Il-Cs face is 
resource mobilization. At a recent SRMP 
sponsored national seminar on capital markets 
and resource mobilization for housing finance, 
several major recommendations were 
formulated to assist new I lFCs gain access to 
capital resources These are briefly 
sunimanzed as follows: 

Refinance Window: A refirnance window at 
the State Bank of Pakistan is a first step toward 
eventual development of a secondary market in 
housing finance and could lead to the 
development of mortgage-backed securities. 
USAII), through the SRMP, has offered to 
provide a US $15 million I lousing Guaranty 
(I G1)loan and technical assistance to start the 
window. Over time, with growth of the 
housing finance industr- , it may be prudent to 
establish a specialized finaricial institution or 
apex bank to take over the role of housing loan 
refinance and facilitate financial flows in the 
housing finance industry 

Toward a "level playing field": Participants 
strongly urged the lowering of stamp duty on 
mortgage registration for I IFCs to I %, which is 
the prevailing rate for commercial banks. In 
addition, licensed I-IFCs should be allowed to 
offer passbook savings accounts and a broader 
range of terni deposit schemes than presently 
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authorized, permission to mobilize foreign 
currency deposits on the same terms and 
conditions as commercial and investment 
banks, and allowed access to inter-bank 
boTowing 

Development of Secon'lary Markets: 
Government should take the initiative to start a 
moilgage-backed secunties program and frame 
the necessary rules and iegulations for 
secuntizatlon of such a program, 

Pension, Provideni, and Insurance Funds: 
Pension and provident funds should be allowed 
to flow into low risk capital market ,entures 
for the housing sector As an example, 
provident fund: could be invested in a 
government guaranteed refinance window. In 
addition, investment of insurance funds in tie 
securiti/ation of mortgages, development of 
insurance company housing finance 
subsidiaries, and deposit insurance and 
mortgage related life insurance packages 
would facilitate development of secondary 
mortgage markets 

Deposit Insurance: Itwould be prudent to set 
tipdeposit insurance schemes to instill 
confidence in the safet( fIdeposits with IIFCs 
and with the increasing number of newly 
emerging financial institutions. 

Fiscal Incentives: One way to reduce the high 
cost (currently about 2()"/,,)of taking out a 
home mortgage loan \would be to allow home 
buvrs to deduct interest payments from 
taxable income In order to enhance tile capital 
base off IFCs, several paitlicipants proposed a 
tax holiday for I II' Cs for a specified period of 
time Others suggested that IIFCs be allowed 
to transfer tipto 40% of gross earnings to 
general reserves prior to computation of their 
tax liability. 

Commercial Banks: A ceiling on housing 
loans by connciciaI banks constrains the 
growth of' housing f'nance, inhibits the 
diversification of conimnercial bank portfolios 
into an essentially 1h,'arisk area of investment, 
and should be abolished 

Under existing circullstances it will be 
difficult for the housing industry to expand and 

meet the growing demand for housing. It is 
important to note that the government has 
made a commitment to the establishment of a 
private-based housing finance industry. 
IIw ever, the role of government in tileprivate 
housing sector does not stop with the licensing 
of new IIFCs. In a sense, this is where 
goverrnent's most impolant role begins. As 
manager of the economy, government needs to 
create a nurturing legal, institutional, and 
economic framework to ensure a healthy 
housing sector. 

Clearly, to enable housing finance to develop 
and contribute to economic and financial sector 
growth, a number of policy aspects of tile 
housing sector must be supportive, so that the 
quantity, quality, and range of housing 
produced matches demand. In addition to 
regulatory supervision, it is government's 
responsibility to ensure the neutrality of 
interest rates and the fiscal environment, in 
effect, to ensure a 'level playing field" for 
entrants to the housing sector. Furthermore, as 
caretaker for the social well-being of the 
country, government must be prepared to 
address supply-side constraints and ensure that 
mortgage and construction credit is available, 
and that adequate inf-rastructure is available to 
meet the growing nced for decent and 
affordable housing. 

l)emand fuels housing growth, but is greatly 
constrained in Pakistan by inadequacies in land 
use plamning, tenure, building regulation, 
construction, infrastructure, and housing 
policy. In order for resources to be applied 
efficiently to the "housing delivery system," 
the performance of the entire housing sector 
must be greatly emnhanced. Withott enhanced 
performance of the housing sector, the 
economic, social and financial benefits to be 
gained from developing mortgage finance will 
be realized slowly, if at all. 

The table that follows, adapted from the World 
Bank policy paper tilltld "'nabling I lousing 
Markets to Work," presensiS a series of pilicy 
strategies that should be adoptedMiad practiced 
by the (;oveninent of Piikistal tio alilw the 
housing sector to perforn adeIatel y and mieet 

the housing needs of the country 

As titnge of 
the economy, 
governet
 

ieeds to create 
a nurturing 
legal
 

institutional, 
and econolic 

framework to 
ensure a 
healthy
 

housinig sector. 
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Enabling Pakistan's
 
The DO's and DON'Ts 

Policy Area: Mortgage Finance 

DO: 

* 	 Allow the private sector to lend. 

" 	 Encourage competition in mortgage 
lending. 

" 	 Ensure lending is at positive/narket rates. 

* 	 Enforce foreclosure laws and deht 
recovtrv mechanisis. 

" 	 Ensure prudential regulation. 

" 	 Introduce appropriate and standardized 
loan instnuments. 

DON'T: 

* 	 Allow interest-rate subsidies. 

e 	 Neglect or disadvantage resource 
mobilization. 

a 	 A llow high default rates. 

* 	 Discriminate against rental housing 
invesIm ent. 

PolicyArea: PropertyRights 

DO: 	 DON'T. 

* Regularize land tenure. e Make land titling expensive. 

" Expand land registration. e Discourage land transactions. 

* Privatize public housing stock. a Engage in mass eviction. 

" Establish effective property taxation. e Nationalize land. 

PolicyArea: Subsidies 

DO: 

" Make subsidies transparent. 

" Target subsidies to the poor. 

" Subsidize people, not houses. 

" 	 Regularly review subsidies. 

DON'T: 

e Build subsidized houses. 

a Allow hidden subsidies. 

e Let subsidies distort prices. 

a Use rent control as a subsidy. 
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Housing Market to Work 
ofHousing Policy 

Policy Area: Infrastructure 

DO: DON'T: 

" Coordinate land development. e Neglect infrastructure investment.
 
" Emphasize cost recovery. 
 e Use environmental concerns as a reason 
" Base provision on dem md. to clear shims. 

" Improve s/un: infrastructure. 

Policy Area: Land and Building Regulation 

DO: DON'T. 

* Reduce regulatory complexity. 9 Impose unaffordablestandards.
 

" Assess the cost ofregulation. a Maintain unenforceable niles.
 
" Remove price distortions. e Design projects without links to
 
" Remove artificial shortages, regulatory and institutional reform. 

Policy Area: Building Industry 

DO: DON'T. 

* Eliminate Monopoly practices. 0 Allow longpermit delays. 

" Encourage small-firm entry. e hIhibit conpetition.
 
" Reduce import controls. e 
 Create or maintainpublic monopolies. 

* Support building research. e Delay provision ofinfrastncture. 

Policy Area: Housing Policy and Institutions 

DO: DON'T: 

" Balance public am/private roles. * Engage in directpublic housingdelivery.
 

" Create aforumn for managing the housing 
 a Neglect a rolefor local government 
sector as a whole. a Retainfinancialv unsustainahle 

" Develop enablingstrategies. institutions. 

" Monitor sector performance. 
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Introductionand Issues
 

Most banks in Pakistan have no experience in the area 
ofhousingfinance as a productline and a profit 
center. There is a perception at large that it entails 
higherrisk and lower profitabilitythan commercial 
lines of business. 

Commercial banks are not only asource of 
mortgage loans in most countries, but are 
sometimes the largest component of the 
housing sector. In real terms, commercial 
banks in Pakistan have made very little 
contribution to housing finance, particularly 
when compared with banks inother developing 
countries like India, Thailand, and Malaysia. 

Commonly, banks in Pakistan provide housing 
loans only for employecs and valued clients, 
This leaves agreat majority of the country's 
population with no formal soUrce of mortgage 
credit. Investment in the housing sector can be 
a very profitable undeilaking for commercial 
banks. [ lousing finance is a stable profit 
center, and when managed properly, offers the 
opportunity to divcsify po111olios into an 
essentially low risk area of investment. 

Collateral for uortgage is property, and 
property offers high security. Manufacturing
loans, which are currently the preferred choice 
of commercial banks, actually provide leIders 
less security than molgage loans. An inherent 
risk incommercial lending is the failure of the 
business, \%,hereby the sale of primary assets of' 
equipment and machinery typically do not go a 
long way in covering debts On the other hand, 
a loan secured by land and housing 
improvements have Iraditionally apprciated in 
vtlue over tune, and aresult provide nmuchlas 
greater equity and collateral security to the 
lender. In addition, pcople who have mortga_,e 
loans oii the home in which they live will go to 
great lengths to repay rather than lose their 

basic shelter. All of these factors make 
mortgage lending a stable and profitable 
business throughout the world. 

Private sector commercial banks currently 
enjoy the advantages of low cost fuids, a lion's 
share of the liquidity available in the financial 
system, and high levels of return with very 
little effort. Commercial banking is highly 
developed in Pakistan, unlike the new housing 
finance companies, branch banks are 
established in most communities. 

Commercial banks also enjoy incentives which 
are not available to the new housing finance 
companies. A primary example is the low 
regitration fee (10) and iow stamp duty tax 
(1%) charged commercial banks. In the Punjab 
Province, I lI"C's must pay as much as 2.5% 
registration fee and 10'%,stamp duty tax. 
Commercial banks also have a rapidly 
expanding deposit base. With their low cost of 
funds (between 3% and 6%), commercial 
banks have three times the profit margin than 
will be the case for new I IFC's. 

I lowever, there are also constraints that 
prevent commercial banks from pursuing 
housing finance as asource of business. A 
State Bank credit ceiling in the housing sector 
is a priiai constraint, and reserve 
reqirem ents, which werc recently icduccd 
from 45% to 35%, arc still relatively hi,J. 
Ihis significantly reduces market liquidity. 
ihere is also a limited sccondary market for 

short term I qtidi ty currently restricted to 

Housing is a 
stableprofit 

center, and 
wvhen 
managed 

properly,
offers the
 

opportunity to 
diversify 
portfolios ito
 

int essentially
low-risk area 

ofinvestent
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Commercial 
banks are 

not only a 

mortgage 
loans in 

many 
countries, 

but are 

sometimes 
the largest 

component 

housing 

sector. 

Federal Investment Bonds (l1Il s) and Treasury 
FBilIs (TBs). 

Why has housingfiuiance 

been able to thrive in 
Itdia- with essentially the 
same leg-al environmient, 
court .system, atid debt 

recovery laws as Pakistan? 

The answer is simplp that 
the housingfinance industr, 

the legalsystem. It relies on 
good nianagementand 

soundcredit appraisal 
procedures 

-there is no substitutefora 

well-run company. 

Due to government deficit spending (over 100billion rupees in 1992-93), liquidity available 

for private sector lending is in short supply.
Ilowever, at the same time, government deficit 
spending has made bankers much too 
comfortable investing in low isk government 
securities and using their remaining liquidity 
for prime customers, 

Foreclosure is a long and time consuming 
process, and debt recovery on defaulted loans 
is difficult to accomplish. The court system in 
Pakistan has adequate laws for foreclosure but 
they are poorly implcinen ted 'by the responsible
authorities. Following an SRMIP seminar held 
in May 1993, recommendations were drafted 
for improvements to the current legal 
environment for debt recovery. These 
improvements are necessary to the long-term 
growth of the housing sector. At the same 
time, however, it must be noted that housing 
finance is a success in India, a countr with 

essentially the same legal ci\ otiiient, court 

system, and debt rccoveix, laws as Ilakistan. 

To a large exleiit, the housing finance industrv 
in India does not depend on the legal system 
Itrelies on good management, sound credit 
apprai sal proceduics, and comlnputened 
recovery s\'stems Lven under an ideal legal 
framework, tie quality of ianagcillent
determines tile success of 1ailure of a business
There is no substitute Im a \well run, efficient 

company. 

InIndia, tile creation of I lousing I)evelopment 

Finance Corporation (I II)FC) was an 
entrepreneurial rcsponse to the failure of 
existing public aiid non-spccialist institutionsto Meet sectoral needs 1'0r housing lending 

ll)lC has developed an enviable capability for 
good administration lThe' have mastered 
credit risk analysis, avoid risk. boro\wers, and 
quickly follow tip ol late payients 
In14 years o operations, II)IC has initiated 

foreclosure proceedings only 15 times L.ast 

year, I II)FC made thousands of new loans, 
maintained a recovcrv, rate ill excess of 98/,,
and declared a dividend of 24% iThe 
Government of Jndia has recentlyN authorized 
I lI)FC to set up its own commercial banking 
operation, which will greatly broaden itsactivities and scope. 

W/ien financial institutions 
di naersif ist 

r /
portfolios into housing,this 
adds tofinanciaideepening 

andpromotesa more
 
efficient allocationof
 

savig in f/e economy. 
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In Pakistan, Ilouse Building Finance take advantage of the huge demand for housing 
Corporation (I113FC) has given the general credit as their deposit base and liquidity 
inpression that housing finance is aI, increase. Aggressive, torward thinking 
unprofatable business 13ut poor man agemre nt, commercial banks should not continue to be 
bad loans, irregi lan ties, and lack of recovery content with placing the in ajority of their ftunds 
systerns have made I BIC a failed institution; in govennient securities, but should start now 
its fail utre cannot he bIamed on the I Otsi rg to build a ho using fin ance capability. 
industr' or used to discount the valuc of' 
mollgage fiiance as a profit making activi ItytIIie mortgage IenILin g can provide a 

substantial profit center and stimulate overall 
Conlercial banks have t evi experiencing a economic growth li the country. Allowing and Batiks that 
rapidly expanding deposit base; last year the encouraging private sector banks to look to the 
banking system experienced the highest profits complement and comipete on a level playing future and 
in Pakistain's h:story. If the deposit base field with I lICs li housing finance will expand 
cont lies to expand, tile commercial banking tile number of households with access to startto build a 
system iii need new lines of busiriess Banks housing loans, iipiove individual welfare, and solid mortgage 
tha t look to the future and start to build a solid enhance overall economic development and 
mortgage lending capability wi! be ready to prosperity 	 lending 

capability will 
be ready to 
take advantage 
of the huge 

Commercial batiks in Pakistan should take note .... demand for 
housing credit 

" In the United States, one third ofpersonalsavings are held with as their deposit 
institutions that specialize in making housing loans, base an1d 

liquidity
inicretise." 	 In Malaysia,the housing sector is a majorfactor in the booming 


economy-iith 16% of commercialbank assets and 20% offinance
 

company assets in vested in housing loans.
 

Citibank,the most profitablebatik in Pakistan,reportsthat its branches
 
in most Asian countries have 20-25% of theirassets invested in housing
 
loans. Citibank iv the only commercialbatik in Pakistanactively
 
-ngaged in housingfinance.
 

" 	1IDFc,aprivatesector company, is the largesthome loan institutionin
 
India. IIDFC declareda dividend of24% lastyear. In recognition of
 
this success, the Governmnent ofIndia has graited1IDFC a licenseto
 
commeice operations as a commercial batik.
 

..... housilg finance is good business. 
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The Banking Sector 

Commercial Banks in Pakistan are very conservative 
organizations. Prior to nationalizationin 1972, most of Recently, the 
them generally followedprudentlending policies. 	 government 

Following nationalization,the loss of both autonomy has been 
and an overall risk-incentive-rewardframework pursuingan 

economicintensifiedthe overallinwaid lookingbehavior of 
Policy ofbanks. Profitmaximization was replaced by risk 

aversion. 

Following parlition in 1947, basic financial 
institutions were established to aid economic 
development in Pakistan. Twelve commercial 
banks were established in the private sector, 
while one commercial bank and several 
Development Finance Institutions (1)Fls) 
began operating in the public sector. In the 
1970's, largely in response to grievances 
regarding the concentration of industrial and 
financial power with a small corporate elite, 
financial institutions were nationalized. The 
13 banks werL merged into five nationalized 
banks and during this process, a proliferation 
of public sector development finance 
institutions emerged. 

Though nationalization may have broken the 
hold of pivate entrepreneurs and families on 
the financial system, it brought many of the 
problems common to public sector institutions, 
including inefficient government subsidized 
programs, forced lending by commercial banks 
to subsidize government debt, political loans, 
and adininistered interest rates. lue to the 
absence of' incentives for better perfwmancc, 
extcnsive govclinclent intcrvention icsulted in a 
general lack of innovation inthe financial 
iiket l Toward the midIto late eighties, It was 

evident that the financial svstem was in need of 
substantial refonn. 

Since 1990, the Government of Pakistan has 
been pursuing an economic policy of 
liberalizatioa, deregulation, and pivatization. 
This program is critically dependent on 
reducing the hold of the public sector and 
encouraging greater competition through the 
active involvement of the private sector. Some 
of the important changes reshaping the 
financial landscape include: 

* 	 improvement of th,. competitive 
environment in which banks operate 

e 

through privatization and greater 
reliance on market forces; 
liberalizatien of exchange controls; 

a deregulation of the structure of interest 

rates and a gradual dismantling of the 
system of directed credit' 

49opening up the capital markets to foreign
investment and equity ownership; 

a auctioning of government securities; 

inrproved bank supervision; 

Banking Institutions 

As the financial sector in Pakistan has evolved, 
the government has created a framework for 
specialized institutions, each designed to meet 

deregulation, 
and 
privatizati.
This program 

is 	critically 
aependent on 
reducing the 

hold ofthe 
publicsector 

and 
encouraging
greater 

competition 
through the 
active 
involvement of 
dhe private 

sector. 
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the needs of a specific financial service The 
increasingly complex nature of finance has 
increased die variety of"institutions These 
include commercial banks, investnent fintance 
companies, development financc institutions, 
leasing companies, modarabas, stock brokers, 
and housing finance comipanie 

The FinancialSector: 

* 	4 NationalizedC'onnercial 
Banks 

* 	2 Provincial Government Banks 

* 	2 PrivatizedCommercialBatiks 

* 	9 New PrivateCommercial 
Banks 

* 21 F6e;',n Banks 
The State e 15 Leai4ng Companies 

Batik has 9 39 Modarabas 

extensive o 9 Private Investmenat Banks 
powers of • 11 Development Finance 

credit Institutions 

cotitrol.
 
Seven HousingFLance 

Companieshave been issued 


letters of intent; two ofYhese have 

been licensedand commenced 
operations. 

State Bank of Pakistan 

The State Bank of' Pakistan (SI31)) is the 
Central Bank of Pakistan. It was established 
on July 1, 1948 and isthe regulator of the 
banking and monetary, system of the coupliy. 
The State Bank's primary functions art, control 
of the money supply and foreign excl,.ange 
reserves, as well as protecting the intorest of 
depositors in financial institutions. lhe State 
Bank issues currency, acts as banker for the 
federal government, advises the government on 
economic, financial, and banking issues, is the 
banker for tilevarious banking institutions, 
controls credit policy, and regulates foreign 
exchange transactions, 

The SRI has extensive powers of credit 
control, and mav vary the reserve and liquidity 
req ui incuts of scheduled banks and fi'x 
margins for secured advanices by comnercial 
banks. I listoricallv, the SHlP has used selective 
credit controls uore frequently than anY other 
instrument. Changes in bank rate and reserve 
operations, generally considered to be the most 
effective instument of monetaix policy, have 
rarely been used-the bank rate has remained 
at approx im atevlyI0% for a n uber of vears. 

Scheduled Banks 

Commercial banks in Iakistan are classified 
into schedulei anl non-scheduled. Scheduled 
banks are th. e that have capital of at least lR s. 
500,(X)0 and are listed oit the schedule of theState Bank of Pakistan. Scheduled banks are 
the main source of short-term credit to trade, 
commerce, and industry, as well as tilemain 
instrument for domestic savings mobilization
for economic development )ver the last few 
years, there has been a rapid increase in 
scheduled bank deposits, credit facilities, and 
investments. 

Commercial banks play aniespecially 
important role in mobilizing deposits from the 
public. In addition, the\ are involved in 
helping companies meet their working capital
requirements, providing a conduit for overseas 
Pakistanis to remit foreign currency home, and 
for financing It.reign trade 

Nationalized Commercial Banks 

The three major nationali/ed commercial 
banks in Pakistan-I labib 3ank I.inited, 
United Bank Limited, and National Bank of 
Pakistan-have a veiny large branch network 
that facilitates deposit mobilization While 
these institutions play an imliportant role in 
financing shot-term credit requirements, their 
success in raising deposits ensures that they 
have a significant surplus of funds that can be 
on lent or investcd in government securities. 
Two NCBs have been privatizcd since 1990. 

The NCI3s and the two previously nationalized 
banks have traditionally controlled in excess of' 
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80% of banking sector activities. However, 
their market share has been declining over the 
last five years. This decline is expected to 
accelerate with the induction of new private 

New Private Sector Banks 

As one of the measures to induce competition 
in the financial sector, the government recently 
allowed sexeral financially sound groups to set 
up new commercial banks. Nine of these 
institutions have been established 

Foreign Banks 

The foreign banks in Pakistan are branch 
operations; they are not separate legal entities. 
They are primarily niche players and have been 
successful because of their management skills 
and access to international financial markets. 
Almost 80% of foreign currency deposits are 
with foreign banks, 

Banking Sector Regulation 

l3anking regulation by the State Bank is 
performed tinder the Banking Companies 
Ordinance of' 1962 (13CO) Under the 13CO), 
the State Bank determines policy regarding 
credit ceiling requirements, credit targets for 
various pturoses, sectors and regions, margins 
to be maintained in respect of advances, rates 
of interest, charges or mark-u p applied oil 
advances, and minimum and naximium 
profit-sharing ratios. 

Capital Adequacy and Prudential Regulations 
are prescribed by the State Bank, and regulate 
the following (Kabraji, 1992) 

" 	 limits oil exposure to a single person, 
limits on exposure against contingent 
liabilities; and limit on exposure against 
unsecured advances, 

" 	 linkage between a borlTo wer's equty and 
total borrowing fron banks, 

"naintenance oh debt-equity ratio, 

e 	 financing facilities against shares as 
collateral; 

9 	business dealings with directors, major 
shareholders, and bank employees; 

b 	 classification and provision for loss and 

assets; 

• 	 restrictions on appointment of 
shareholders to management;
 

9 bank charges;
 
* 	 procedures for opening accounts; 

a 	 prevention of criminal use of banks, for
 
money-laundering and other unlawfui
 
trades;
 

9 	prohibition of service charges on profit
 
and loss sharing (PLS) accounts;
 

e payment otdiidcnds; 
e prohibition of cash payments outside an 

authorized place of business; Commercial 
9 procedures restricting window dressing banks play ant 

of accounts; 
* no assumption of obligations for other especially 

financial 	institutions. important role 
in mobilizing 

Islamization of Banking 	 deposits. 

In the early 1980's, the government adopted a 
policy of Islamization of the economy and the 
domestic banking sector. Since January 1, 
1985, domestic lending operations on the basis 
of interest have been prohibited. Instead, 
finance is made available on the basis of sale 
and repurchase, at a inark-up, of goods or other 
prope-ty. 

In earl), 1993, the Federal Shariat Court 
declared that bank interest of any form, 
including mark-up, was un-Islamic and would 
cease to be legal with the new fiscal year. The 
government has appealed to the Supreme Court 
and obtained a stay order pending adjudication. 
(Government has requested that a commission 
assigned to examine the issue be allowed to 
complete its task, and maintains that bank 
interest is different from usury, which is 

forbidden in Islam. The S preme Court has 
yet to hear tie goveinment's case. 
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Banks finance the umport of goods both for 
Lending Patterns 	 commercial and industrial inmpotleis by 

advancing Le.tters of Credit. Similarly, they 
finance purchases of raw materials, 

Short Term Lending 	 manufactured goods, and other inputs for 
value-added exports. 

Traditionally, commercial banks have focused 
their attention for short term lending in the Most commercial and industrial companies 
field of financing working capital requirements utilize vorking capital from banks to finance 
and commerce and trade activities that their businesses. Foreign firms are subject to 
generate ancillary business. The spread that restrictions on the amount they can borrow for 
they normally achieve is between seven to working capital. 
eight percentage poii.ts-borrowing at 
approximately 10% and lending at 17% to 19% 
with minimum risk and quick maturity. Long Term Lending 
Approximately 90% of commercial banks 
activities are concentrated in the 'loth the banks and DFIs provide medium and 

Approximately manufactuning, agriculture, and commerce long-term credit for industrial projects.
90 percent of sectors. 	 Infrastructure development in the private sector po ercnt 	 includes power generation and port

commercial 

bank activities ..
 
are New Commercial Banks in the Private Sector (Rs. millions)
 

concentrated 
in the Name Authorized 	 Paid-up Deposits Advances Profit Investment Total 

manufacturing, Capital Capital Assets 

agriculture,anu Mehran 600 300 1,583.9 2,413.1 20.3 87.1 5,937.2and 

commerce Prime 600 300 1,164.3 988.6 40.6 602.7 2,513.9 

sectors. 
Union 600 300 2,174.8 1,072.3 81.1 1,078.8 8,832.7 

Bolan 600 300 396.1 58.9 15.6 325.8 1,070.5 

Askari 500 300 2,935.5 850.6 15 2,268 4,645.7 

Soneri 600 300 1,687.5 932.4 77.2 1,067.2 3,631.4 

AI-Habib 600 155 1,678.5 	 597.6 51.2 1,068.9 2,727 

Indus 500 300 474.2 324.1 7.5 406.1 1,448.6 

Metropolitan 600 300 1,026.7 481.6 11.7 704.1 2,120.3 

Source: The News Special Business Report 3, June 27, 1993. Figures as of December 31, 1992. 
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development projects where DFIs, multilateral against security on the project assets. This 
lending agencies, foreign government, and type of credit is extended to leasing companies, 
export finance agencies are more prominent capital market development, and more recently 
lenders. These projects are capital-intensive the housing sector to a very limited degree. 
with high foreign currency costs. Currently, interest is allowed on foreign 

currency operations. 
Consumer credit is a relatively new area of' 
finance, md reflects the demand for products Short-term borrowing in foreign currcncy is 
and durables by the middle class in urban mainly done by multinational finns to finance 
areas. Currently, however, most consumer working capital requirements. Fonvard 
credit is limited to financing new and used exchange cover is available, and the borrower 
vehicles, is entitled to obtain a matching local currency 

line to the extent of the foreign currency loan. 
The bulk of long-term foreign currency 
borrowing is used to finance industrial or Purchase and discounting of bills is another 
infrastructural projects. These may take form of financing provided to reliable 
several forms: commercial bank loans customers. Bills of exchange and checks are 
guaranteed by export credit agencies of the purchased and discounted as a means of 
country where the machinery supplier is providing the customer with credit. 
located, credit by suppliers against the security 
of a local bank guarantee, and letters of credit Tern Finance Ccrtificates (TFCs) and Consumer 
or loans provided by foreign governnwnt Participation Term Certificates (PTCs) are credit is a 
owncd and multilateral financial institutions certificates of fixed nominal value representing 

-..----. '.-~-.------- relatively 
new area of 

millions) nw ia
Outstanding Commercial Bank Advances (Rs. 

Pakistan. 
Year 1988 1989 1990 1991 

Foreign 101.6 160.6 774 179.4 

Government 11,455.3 12,635.6 23,990 18,674.3 

Public Sector 18,200 15,371.7 15,980.5 16,246.6
 
Business
 

Private Business 118,126.1 133,536.3 155,794.2 172,522 1 

Trust Funds, 160.5 197.1 441.1 231.7
 
non-profit org.
 

Personal 14,860.6 16,430.9 20,545 14,6363 

Other Activities 146.9 138.9 161.6 168.3 

Total 163,051 I 178,471 I 216,9899 222,6587 

Far Eastern Economic Review September 1992 (Source State Bank of Pakistan), 
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Citibanki the
only 

commercial 
bank in 

Pakistan that 
has entered the 

housing 
financefield. 

the amount of investment in a company made period, staff wcre trained, markets analyzed, 
by an investor. They are based ol the principle and products fine tued. Today, Citibank is 
of profit and loss sharing instead of interest and naking 200 loans each month, an( expects to 
are aimed at providing medium and long-term be making 500 loans per month bv the end of 
funds for industrial and other financing. The 1994. Citibank is also taking a steady 
advantage of this security is that the certificates approach to home mortgage lending. It hopes 
are a transferable investment and are to be making 75 loans per month by the end of 
particularly suited for consortium financing. 1993, and 150 per month by 1994. The 

Countiy )irector of Citibank Pakistan 
The State Bank provides refinance facilities to indicates that most Citibank operations in Asia 
commercial banks at low rates. In turn, invest up to 20-25% of their total assets in 
commercial banks provide finance at home mortgages Citibank believes housing 
concessional rates for promoting exports other finance is a verY stable and profitable business 
than primary commodities. Likewise, in order sector 
to boost tile production of locally manufactured 
machinery (LIMM), attraclive financing is in the public sector, First Women's Bank is 
available to purchasers of local machinery, developing a Rural Ilousing Credit lProgramr

with the assistance of World Bank. lhe 
Inrespect to housing finance, Citibank is the progran is similar in theory to the Grameen 

only commercial bank in Pakistan that has Bank income generatimg program in 
entered the housing finance field. With only Bangladesh In the Rural Ilousing Credit 
four branches, Citibank has managed to Program, after a borrowing group saves 25% of 
provide excellent service and a substantial tile total proposed loan amount, a housing loan 
return to its investors, is given to one individual in the group. Once a 

member of the group reccives a loan, others are 

Two years ago, Citibank lauched its Citi-car ineligible for loans until the first bonower 
program to finance new auto purchases. There establishes a regular pattern of repayment. 
were only about 200 loans booked in the Under the program, loans range from Rs. 5,000 
programs first year of operation During this to Rs. 25,0(X) 

Scheduled Bank Advances: Private Sector Business (Rs. Millions) 

Sector 19881 %of total 1989 %of totat 1990 %of total ........ . ....~~._. _. ...... ... . . . . _ .... ............... ........... .......................... .....
~ ~~~~~ . .... 

Agriculture 31,393 26 37,225 28 39,916 26 

Manufacturing 50,572 43 54,115 41 63,978 41 

Construction 2,569 2 3,167 2 4,314 3 
__ ______ __- __ -- -. -. - __ __ .- .. .. . ...... . ..... - --.......... . 

Commerce 

Total 

23,903 

118,126 [ 
20 28,431 

133,536 

21 35,376 

- j 155,794 

23 

21st Century C & MS (Source: State Bank of Pakistan Annual Report 1990-91). 
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Reforms and the Commercial
 
Banks 


The timing of the government's liberalizationprogram 

coincidedwith growth in the overallsize of the market. 

Most of the new banks, which have been steadily 

growing with the market, concentrate on specific 

market niches for their business and are competingto 

offer quality services. 

Growth in Bank Deposits Consequently, it is difficult to segregate or 
assess the impact of these factors on bank 

Between 1986 and 1991, deposits with deposits. For instance, a fair propoFion of' 
scheduled banks increased at around 12 8%) pei these deposits may well represent money that 
annum Since June 1991, deposits n the has been "'parked temporanly" i search of 
banking system have increasCd by 32 5% (a more attractive investment oppoillitis-for 
growth of 23% on an annnahed basis) The instance, i traditional investments like real 
total bank deposits as of .hnie 3(, 1992 \were estate Factors like the low rate of return on 
Rs 416 7 billion, nade up of Rs 31( 3 billion bank deposits compared with the rctur-ns oil 
imthe form ol' tie deposits wile Rs 106.4 istrinients like Treasu)' Bills (Ts)and 
blilOti)lliIISCII;td dlliand deposits The latest Fcdcral Investment Bonds (1IBs), as well as 

available provisi onial quarteil\ data showed tIle current rate of inflation (even at the official 
that the growth rate of schedl I ledbanks' rate il" (%) seerii to S lpporI this view 
depiCisits accelerated during July -l)eceraber, 
1992 Foreign banks hold 13% of all dcposits Neveirtheless, savers are at least 250 to 300 

basis points better off,partly because of' 
Local cllcncy dep sits are iiiairtailled oila i i tCIIsifil C01c111i1it0 btwecn banks Ir 
prfit and loss shanring (IS.5) basis, with rates deposits, but also beca ise of the establishment 
announced every six months 1v the scheduled of a host of different ty pes of financial 

sttt ons, the inhtoduction of foregn
banks. The latest available data reflect the 

weighted average rates of rentulil Tl.s Ccirncy deposit scheries, and to a limited 

dcpoSits was around 8 73', at the Cld Of 1992, extent, the Introduction of high yielding "lBs 
comparcd with 8 5%!i,,n Ii91 arid 76% I 990 and FIRS 

The gl iwli of' the f'iiancial sector has becn 
Irif'iiCeicCd bv stCla! COnMCulnt Cvents, Privatization 
Including a collapse of tcoopriatives and the 
pripeily iiaket flls has led to a divCsion of Allied Bank ofPlakistaii, sold to its enployees 
fllLds from ht r lts iIn 1991, has benl fccoidinig rccord prol'its since1" liiivSIilculrs or inisrmlllf 
intO the firnial banking syslcri. pri\ati/atiii According to an alicle ii Ire 

August I.19913 editoih of The News. pre-tax 
piloits increased f'roi Rs. IOtIimillion in 1991 
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Credit 
ceilings 

have 
adversely 
affected 

commercial 
banks' 

incentive to 
utilize scarce 

private 
sector 

liquidity for 

in veslment 
in housing 

finalice. 

Scheduled Banks Customer Deposits (Rs. Millions).............
.................... ........pI i
l~.iei.l l I ......................0.119.......- .......iii
iiii I... .............. 

Category 1986 1987 1988 1989 1990P 1991P 1992P 

Fixed 57,842.3 6 7,951.3 75,093.9 77,899.1 100.990,2 127,244.9 137,068.6
 

Current 33,081.0 41,079 1 40,583.5 55,8689 61,959 7 78,067.5 88,984.2
 

Savings 77,670.8 88,6248 94,027.9 107,384.1 124,957.9 157,443.5 173,195.3
 

Call 3,462.5 2,591.2 2,749.1 2,799.4 3,4704 4,372.6 4,790.1
 

Other 5,902.6 5,888.1 6,247.1 8,471.9 8,567 8 10,795.2 12,663.9
 
-.-.. 

Total 177,959.2 206,134.5 218,701.5 252,423.4 299,946.0 377,923.7 416,702.1 
. 

ANZ Grindlays Bank (Source: State Bank of Pakistan). P. Provisional figures. 

to Rs. 355 million in 1992 l)uring the same 
period, deposits increased by 35%, andadvances and investment grew by 39% 

go 

()verall, in 16 months of privatization, Allied 
has seen a growth of 633% in pretax profit,
650/ in deposits, 54/ in investments and 
advances, 765% in industrial financing, 132% 
in imports and exports, and 147% in homeremittances. 

The chairman of Allied Bank helteves that 
pri vatization on the basis of'iemlbyce profit
sharing has strengthened the en thus iasim of the 
bank's xorkforce of X,()O and that 
commitment, devotion, and hardwork have 
enabled the bank to achieve unprecedented 
results in growth. 

Ceilings 

Until mid-1992, i an effort to ensure that the 
aggregate credit expansion by commercial 
banks did not exceed overall limits, the State 
Bank of Pakistan allocated individual ceilings 
to all commercial banks. lit ese ceilings were 
calculated on the basis of the bank's share of 
total deposits in the previous year, the size of 
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the bank's capital fund, foreign currency 
deposits, and the previous year's utilization. 

promlote the flow of credit to priority 
sectors of agriculture, small scale industry, and 
small business, mandatory largets 'ere laid 
down. Ceilings were fixed 1'r Illsiipment 
export credit, fixed industrial investment, and 
housing loans. If mandatory targets were not
achieved or ceilings were breached, the State 
Hank imposed penalties 

One of"the hasic prohllms with credit controls
isthat allocation o "conmmcrcial bank credit to 
the private sector is treated as a residual aftcr 
meeting the credit requircnlctts of the 
government and public sector enterprises. 
Credit ceilings adversely affect commercial 
banks' incentive to mobilize deposits, and 
inhibits competition among banks. 

A nurrmbcr of policy changes were made during 
1992-93 to streamline monetay poll *icy 
instruments and to move towards ruarket-based 
nonetary management. In ainajor slep inI this 
direction, the use of credit ceilings as an 
instrument of credit control was abolished in 
August 1992 and replaced by a system which 
requires the commercial banks to extend credit 



to the private sector within credit/deposit ratio 
limits worked out on a quarterly basis. 

The key policy tool under indirect monetary 
control will be the management of money 
reserves through open market Operations, 
changes in cash reserve requiremenis, the 
discount rate, liquidity ratios, and various 
selective credit control mcasurics 

The Iliquidit ratio was raised rlron 35'!/,to 
40('i in id- 1992, and to 45/,in December 
1992 In October, 1993, the State Bank of 
Pakistan lowered tileIlNuidity ratio to 35'X,, 
thereby making an additional Rs .57 billion in 
credit available to the privatc scctor 
Credit/deposit ratios are governed in the 
following manner 

" LIluidity ratio/reserve requirements: 
Cash 5%, Other Reserves (Gold, 
Approved Securities, FIBs); 30% 

credit is linked to deposits in a transparent 
manner. 

In tileunregulated private sector, commercial 
banks continue to concentrate on short-term 
financing in a field of trade and commerce in 
which they have knowledge and expertise In 
addition to being of short term niture, the risk 
element is riniuInn and such financing 
generates ancillary business. 3anks also meet 
short term working capital requirements for 
their best customers 

For rinning finance purposes, banks currently 
make funds available to customers at interest 
rates ranging from 12-20%. For tenn loans,
banks have recently lent funds at interest rates 

ranging from 13-20%. Short term investment 
of funds include equities, whiie longer term uIse 
of funds include fixed asset purchases. 

13anks routinely trade ceilings among 
themselves to meet State Bank requirements 

" Mandatory targets and ceilings P'ublic The market for ceiling funds is strictly a 

High reserve 

requirements 
leave little 
liquidityfor 

discretionary 
lending it the 

housing 
sector. 

sector credit, 30% 

" 	 I)iscretionar IPrivate sector credit; 
35% 

il'ting the credit ceilings under the new 
f'onLla does not change the present position of* 
banks in any significant manner. Mandatory 
targets to priority sectors continue, however, 

One of the basic problems 

wit/h credit controls iv that 

allocationi of coi mmercial 


bank credit to the private 


after meeting the credit 
requiremnenits ofgoverntmeW 


atid public sector 

enterprises. 


function of supply and demand, and itfollows 
a seasonal trend. For example, in the cotton 
season, ftoom applroximately November to 
February, the demand for ceiling nomially 
outstrips supply and becomes quite expensive; 
it has been as high as 35% on occasion 

Inter-bank Call Money Market 

InI order toimeet shul term requirements, 
scheduled banks boTOW from each other at 
call. As th name implies, call loans have no 
set maturity, and can be called back at any 
time. These loans may be overnight, one 
week, or for up to amonth depending on 

demand and supply in the money market. 

The call rate fluctuates with the demand and 
supply of' call funds in the market. The object 
is to obtain high lending rates and low 
borrowing rates. Rates call be as low as 
uone-half percent or as high as tile State Bank 
repurchase (repto) rate. -'r~nIl 19X1 rip to tire 
pre-rcorn period of' 1991, rates ranged fIrom 
55%Io X', 

,incce the reforms of 1991, call tles have 
varied hetween 1% to 14%. Sirilarly, tire 
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State Bank diseoun t/repo rate increased from perform ed between various trcasurv 
6.06 % to 14% dunig :his period, it has now departments of banks as \%ell as alihoicd 
been raised to 15% frign exchange bi okerage huses In view of 

ihe fluctuations and volatilitv in the 
To manage shol teul hquidity requirem ents, International iarkets, thei tate Hank allows a 
banks can resort to repurchase agreemcints with ccrtainmmargin to cater to tile volatility iII tile 
other financial Iinst itlt llsns which means exchIange rate 
selling the securitV and silulanoutsly uinig 
it back at a marked-up price on a specified lie uniquetenss of this market is that the rates 
date. Tnc State Bank also provides repo ate quoted to thelist oner in the nmrning and 
facility at 15% Altenat ivcl , ill tile absence remain fixed tIiough ut tie day, irrespective 
of the repo facility, a bank can liquidale of the movements in international markets 
securities to risC funds 

I r'ir to May 199 1, foreign cmieiicV deposits 
could only be maintained b' inon-resident 

Foreign Exchange Pakistanis The ccuomic rclorms )f 199 1 
iitXw perit resident I)akislanis tI hold foreign

The The Il) dollar/rupee rate is managed by tile Cntrency deposits Foreigi currency deposits 

economic State Bank and is fixed at the staii of any given increased by tiS $ 14 billion between May
day Transactions ill tie local market are 1991 and November 1992 

reforms now 
permit 

Pakistanis to 
holdforeign 

currency 

deposits. 

Privatization Works: 

NationalizedCommercial Banks currently dominate the 
branchng an(d deposit network in Pakistan. 

A ccelerating the privatization of NCBs will allow them to be 
more efficient and competitive-and will increase the depth and 
breadth of the financialsystem. 

Allied Bank iv a prime example of the immediate benefits that 
can be gained throughprivatization of a nationalized bank. 
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Government Debt, Securities,
 
and the Commercial Banks
 

The long term climate for growth and the abilityof the 
government to supportdevelopment in a stable 
environmentare threatened by large and unsustainable 
fiscaldeficits. High levels ofgovernment borrowing,
 
primarilyfrom domestic sources, has resultedin a
 
rapid accumulation of debt servicingobligations. This 
puts pressure on future borrowingand crowds out 

private investment. 


critical issue fiacing hc cconoyin in the maturity. Thcy arc trcacd as money market 
ecent past has bcen the trend of rising fiscal instruments and can he discounted with the 
Ieficits The consol Idated fi.scal deficil during State Bank. Tlicir liquidity derives from their 
lie pe1riod l(98/8 1 to 1991/(.)2 averaged around shoil ten iaturitv period 

2% of gros.; donmcstic product ((iI) 
nn ually, groW lig at a rate of aIlost 22% per FIBs are fixcd incollecstciies,paid half 
nnuni 	 yerly, can-ying a rate dependent uponi the 

111aturi ty period, !3% for thirec years, 14'% f'or 
ii July 1993, the revised estimate of the deficit four years, and I 5% for five ,'ears They arc 
vas Rs 96 69 billion, or 7,P%of (lI)P In the not redeeiable befoi Cmaturity 
;tate Bank of Pakistan's 1992-93 annual 
epli)t, the revised Cstimatc currcntly stands at Folr individuals, "lsarC subject to a 3(1%o 
,s 107 7 billion, or 7 9% of GI), for which withholding tax, while FlIis arc subject to a 
ct internal bank bhonowing was Rs. 626 10% withholding tax Corporatloils and local 
illiou 	 banks are subject to a 30% withholding tax 

while foreign banks pay 65%, Six month Tlls 
'lie broad collllsitioll (if tis deblit has and three year F1Is are viewcd as liquid 
icreased the shar oIfI instruments by finiancial ist iutitis aid areth ieI)C~ilhan cl dcbt 
(linponellt to 4 1.4v , while that of the floating used ininter-bank trading 
cbt has dropped to 35 8% (it owing intcrest 
a'incntsls iw represent ap roxiinalCly 40()% Of As part of the govrin rehomn measures,nil's 

uirrent expenditures the State Bank cstablished the Subsidiaix 

GCneral ledger Account (S(iL.A), a 
Irce March 1991 tile g ov'Cillilclii lIas beeii b(ook-based s,stll iio settiliing secondaiv 
ilctioling two debt instrumincnts, Treastix bills market deals The sIabislicnlt of a 
l'13s) and Federal Investcnenl llnds (:I3s) book-bascd s,'scii at tie State Baink has 
reasury bills, a floatiuig debt instrummient, are ilripolved the seculriY and CfficiicV of,the 
TlO COtlpoIl illstilllilitlls
of' SIX illl~lllh:,
 

Thefiscal 
deficit is 
currently 
estinated at 
107. 7 lillion 
rupees. 
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system, as physical movement ard handling of Federal Investment Bonds 
securities is no longer required. 

Rs. 44 9 illion \%as raised 1w the governmennl 
through FlHs during 1991-92, while 53.6 

The Auction Market for Government billion was raised during 1992-93 Banks' 
Debt investment in Ill's was Rs 4(1 9 billion during 

1992-93, an increase of 24 3% over the 
The government raised Rs. 76 billion through preceding year 

'13s in 1991-92, and Rs. 106.2 billion in 
1992-93. The cut-off yield which on average, Maturity-wise analysis shows that banks 
stood at 11.6% per annum during 1991-92, currently prefer 3 and 5 year F13s to 10 Yea, 
increased to 12.5% during 1992-93. FIBs. This shift in preference from long-term 

to short and medium term government paper is 
In absolute ternis, banks investment in rl3s largely attributable to a squeeze on the banks 
was Rs. 99.2 billion during 1992-93, an liquidity position during 1992-93 that 
increase of 33.2% over the preceding year. emanated in pail from the (then) Prime 
I lowever, due to increased investment in Tl3s Minister's Self-employment Scheme, and In 

Government by tile non-banking sector, banks' share in total pail from two consecutive increases indebt investment declined from 98.02% in 1991-92 statutory liquidity requirements.
to 93.4% in 1992-93. 

servicing
 
/loW
 

consumes 

over 40% of Government ofPakistan: Sources and amounts offinancing budget deficit 

the annual (consolidated) as % ofoveralldeficit (Rs. Millions) 

federal. 
budget. Year Deficit % of GDP Bank % of total Non-bank % of total External Net (%) 

8 7  19 L6- 46,710 82 10,915 23.4 27,371 58.6 9,424 18.0 

1987-88 57,563 8.5 13,941 24.2 30,931 53.7 12,691 22.0 

1988-89 56,879 7.4 819 1.4 37,865 66.6 18,195 32.0 

1989-90 56,060 6.5 3,534 6.3 29,581 52.8 22,945 40.9 

1990-91 89,193 8.7 43,368 48.6 23,724 26.6 22,101 24.8 

1991-92 93,639 7.7 72,462 77.4 -627 -0.7 21,804 23.3 

1992-93 ° 96,690 71 45,196 46.7 18,489 19.1 33,017 34.1 

The News, 31 July, 1993 (Source: Finance Division and State Bank of Pakistan) ' Estimated 
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Implicationsfor the Housing
 
Industry
 

The burgeoningbudget deficitof the governmenthas 
been placing a huge demand for funds on the financial 
system, setting a bench mark for the price ofcredit. In 
a market starved for funds, banks are not under any 
pressure to venture into activitiesother than those 

they have historicallyperformed. 

creldit ,lganll 
which "better qualiy" collateral is being deficit spending is funded by commercial 
offered than wotild bc prvi ded by an banks Fiiithcinnorc, the relative absence of' 
individual seeking a housing loan In additio i, instruments in the inarket other than lBs and 
Government, in view otits massive deficit, is FIBs effectively means that except for 

There is a huge dCnand l'Ofr St 	 Ctin-ently, approxiniately 80% of government 

offering risk-'ree rcturns of htween 13-15%. 	 designated ceiling unds, the government is
 
hlding tile f'unds of banks captivc.


Given high risk lice Yields on long tenn 

government b inds, 1 -2/)% interest rates ()Ui At a receit international sem in ar on 

most corporate credit, and the rclativelv snall conmercial banking, the 
 )eputy (ovemor of 
administrative costs of"these large value the Site Bank ot Pakistan, M Ashraf Janjua,
 
transactions, bankS %%
:11ptohahly bloadeln thcir stre sed that banks should not he forced to
 
base of operations into relatively riskier areas carry the entire burden otl'
mcting the credit 
Only if the profit mnargins ire higher, which needs of"the ccolomy 
would miani interest ite ofat least 2tL',, 
excluding the P%excise dtuY pay able on "'h/t'h ennteit has to learn to live 
capital loans within their niewns (oll not to pre-elmpl 

aIlarge partof the hank 's credit while 
The State IBank does reIurCasC agreelments at1 te/i corporate sector /I1s to contln its 
15%, with the objecteiy of forcing banks to reliance on hank credit. -( usiness 
concentiale l cash iiat aiagemcii t I I iowe ver, Recorder, .]tim2.1, 1993) 
tIe f ct that the State Bank is alwaxvs willing to 
(o repo at a t'ixed rate, a Iate wNIch does not 
ad ust to changing maket conditions, IS Low priority 
adversely imracimig upoln the dLvelopiient ol a
 
secondain iai ket Ill gencral, the g uveitenit has accorded ver',
 

little ilioi it.to Ie1 uisinm citoig s 
)evelopment (fIa sccondar imikct ItMp late ('Conmnlelal h nks are allocated celings for 

sector (lht and a wide raiillge (f' llancil housing I'ialice constiliction at 1-3% i tilei 
instrumnents is necessary so that the mirarket total Clding o EtiuS 1t private secth 
provides the liquidily, rathc than tire State business Approxinatcl.9' otllC ceiling is 
Hank's repurchase windov lent to bank Cirploces as a job peIk, and 

WROWIl' 23/Wizt' 

Banks invest 
a g dealof their 

dIlAcretionary 

finds in 
go vernment 
debt

essentially
squeezing the 

private sector 
out of the 
credit make.
 



therefore can not rcally 	be c nsidcred as part of 
the fornal Lz.,lg finance sstin 

Credit Ceilings and Reserve 
Requirements 

In October of' 1993, the State Bank of Pakistan 
As lowered tie liquiditv ratio of banks l',in 45%.

to 3 5'X. With directed credit to prii ity' sectorsecoloniLes at 30%, the nCw credit ceiling struct'ire nio\\. 

iove from leaves 35% of hank funds for private lending 
This is a positive developmento ltiosenlow to I lowever, compctition is still lot eXactinllg 

moderate enouigi to compel corninecial banks to lok 
rgtes of for other aeas in which to invest, and so a

great deal of their discrctionarv munds are 
econonlic invested in risk-free government debt 

development, instrninents, csscntlally queezing the plivate 

residential sector out of the credit narkec 

mortgage 
lending 	 Perceived higher risk and lower 

profitability
oves froi 

vyirtually There is a myth ofHIgh nsk and] low 

zero to profitability associatd with housitg f inan ce 
In reality, however, m)ilgag, loans are 


about 25% actually a lo\ cr risk investmcnt thian 


of the assets 	 conmiercia! loans when one considers that
 
of tpertly , v hch generally appreciates in value 


(Yti e is of feled as the collateral for a hone loan 

financial 	 Conversely, equ ipnint, which depreciates i 
Vallie, iS Offered as CoI lateral for industrial andsector. cOlillie,-cial loans 

Likewise, a homeowncr's mortgage loan is 
(f ten theil il lv siguificatit outstanding dfebt 
whereas coniiercial businesses often owe 
sigrnificant ainillilits of debt to a nimber of 

creditors 

Mortgage leiding, bridge financing, and 

constnctio loans wouild allow banks tIo 
diversify thicir portfolios, which would reduce 
the risk of coicentrated invcstnents. And at 
vart(iois levels, the banking "vsteri in hPakistan 
currently shows a high degree of c,''ntration 

First, there is a limited number of fitnancial 
inteirmediaries coupled with the douinance Ill a 
few. 'Irce natintalized commercial bhanuks rimd 
the two plrvi(uuly natiounalized banks have 

tiraditionaHlN controllcd 	in excess otf 8(% of 
ballkiiig sector acti\ 	tics 

Second, and imore sgnilficani, ISthe 
concentration o' advances in,the banking 
sector. For example, In 1980, according to a 
World Bank report on Pakistan's financial 
sectoi, (!3% of' loans accounted for more than 
50% , loans outstaiding Approxillately 5% 
o," loans accntleltd 	 0tt 90t"% of the tottal loan
atllltS 

Siiice one lin gclicrall has iiltiple accounts,.
and flinns belonging 	to a grIp Xwuuld 

e \, Iave a large 
tie actual concentration of loans is likely to be 
significantly higher As a esult, the banking 
systern is probably heavily cxrposed to a small 
number of hbrrowers 

collectiv ii ,,lihcr of' accollts, 

[lie tird level of 	 cllll oll relates to 

sectoral distribution ofportl'tolios Currcntlv 
over 9(0% of coneircial bank activities are ill 
inalufiacturing, agrictlturc, and commerce. In 
1990, construction accounted for onl 3% of 
scheduled bank advances to piivate scctor 

business, and maximun lending to tie housing 
sector by cornnercial banks int'viewed for 
this stud, was 1-3%. 

It is generally bclicvCd that as htISillg fiii a:uice 
is a long term investment, short-telni resources 

for financing opcrations is a risky venture 
Al though COnIc-ns regaiding cost of' capital,
the Inix of deposits. C(tIIIty, and long tern 

finalcing are well IflacCL, tley' exaggerate tile 

dilemna of resoticc ,nii(hli/ati(ii 'The oleIlol 
all financial intenrMIcdiaries is to rai~s hitid f'r 
onvarJ lending, taking Into collisideratIlil 

:1L."idity Iiw well tile, coverrequirelients 
thiese risks, baiting, of c1urse, unfoireseen 
evetnts, will determiic the elficicncy with 
which they nanageth,.lr I eratiolls. 

I lousing finance is an Iitegral colmponcnt of" 
the financial sector ii both developcd and 
developing coutntries 1I 1989, the level of 
morlgage debt as a percentage of' GI) was 
5S 3%, in the K, .5 . in the ISK and 25 t% 

i ,haiiii 

As economics moiilfroili low to moderate 
rates oIIccolionlic dcvclpment, residential 
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mootgage lending moves from virtually zero to 
-about 25% of the asset; of the financial sector 

In Malaysia, it is CstilltLCd that housing Ilons 
Seplescnt abhlit 1o",, it, the out tstanding 

poitl'Olios t comnecial banks In India, 
IlimanV cOIIlrCiCal banks iatv- set up I IFCs as 
thel subsidliaucS 

Foreclosure 

A largc pIoblemi developing housing finance 
ill Pakistan is the dif'liculty of Cnotr(cing 
trcclosutc law- in the event i a dCt'ault. 
I)elavs Mre chat actcHri'I hv procedural defects, 
(,.'cve kcd and uderst e'f"d.oitls, reluctance 
bk the courts to compel compliance w,'ith 
stalt"ultor 1 imits, aln'ielt alnd alClaic officetime 
Inllllageltlielt mcthods ,iil s%stems used bv 

ctrlt registles, and llberal granting of' appeals 
As airesult, the judicial s,, stem fails to resolve 
dlsptCs Inal Cl'fiCcit, effective, and timely 
ii ltter 

It is ilscctlccllllig to note that from I9X7-1991, 
banks il Pakistan reeed 27,59tt cases of 

The bankting System in Pakistan is highly concentrated... 

There are a limited mnber ofJinancial intermediaries 
coupled with the dosiftance of a few. Three nationalized 
banks anid the two recently privatized banks have traditionally 
controlled in excess of 80% of banking sector activities. 

1986, 0.3% of the number ofloans accountedfor 50% of 
loans oatstanding,adt about 8 % of loans acco ntedfor 90% 
of the total lMan amonts. 

* 	Over 90% of hanking sector activities are in manuficturing, 
agriculture, an1d commerce. 

credit d1'fau,1lt at a total amount excceding Rs. 
2 73 billion to the Banking Tribunals 

Problems reltecd to foreclosurc anld debt 
IcCo very can be resolved b sticngitliening 
institutional capacities and by Cnforcing 
relevant legi ltationl, Creating all envilll nt 
wvhich emits aclear signal that the goveinlent 
and the cotll-s elletanbusilless and that 
dcfaultcrs wviii not be alc to CscapC the 
penaltics laid out il the law 

I lowever, even under al ideal legal and 
institutioiial 'rmlc,,ork for debt recovcry, the 
qualitY ot creit management in financial 
institutions is a fu1l'tndalmetlal variable that 
sepalrates solvent an11d an ciaIinisol.'vent 1i 
institutions-there is no substitute for good 
Ilall age enthln 

In India, Malysia, and Sri Lanka, leading 
financial Institutions allitallii ecover rates Of 
9(t% and often much higher. These institutionls 
have mastered credit risk analysis, avoid risky 
borro\Crs, and rapidly follow ip on late 
payments before they become aprhllcm. 

A 	 large 

problenm in 
deleloping 

ousi 

finanicein 
Pakistan is t/ie 

dific,,lty of 
eiforcing 
fo l 

law in the 

event ofa 
dejauIt. 
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Issues forAction
 

In Pakistan, it is criticalfor the government to create 
an enabling environment forlong term development of 
housing finance. Similarly, commercial banks, which 
are an integralcomponent of the economy, can and 
shouldplay a pivotalrole in the growth of this new 

sector. The rest of this section is devoted to specific 

recommendations which, taken together, can assistin 
the development and expansion of housing finance in 

Pakistan. 

inyth that foreign banks could ultimatelyExpansion of the financial system 
dominate domestic banking. loreign banks not 

There isrooin for further expansion of the only pirovide quality sci,,ice to the ircustomers 
financial s,,stcm in Plakistan If more and a valuable contilbution to the local 
cornieral 1lks weic all ,wedto establish cconorny-thcy offer valublc inanagement 
operations, and less iestinct ions werc placed on training skills t"otheir emlployces as well. 
foreign bank branching, ti rei sult Would be a 
much greater i ohlIatonlot dcposrts adrodetlig
increased competitioii ai ilrg balik. Privatization of Nationalized Banks 

Under the pident al rCgulations, the recent The nationaliicd commercial banks (NC'3s) 
strcngthening of the regulatory and surperisory arc dominant iiistitutioins iii the banking 
frainework can cnstirc that pilvate hank sy'stcm. More often than not, because otfltheir 
ownership patterns antd poi-tlolio behavior is in tisat islact v in acc nitability, anl.1- aut 
line with sout banking practices and svstli of rcIaiLs., Ile NClIs hac been less 
SOCiO-ecOnOmic objCctives cstabhlshCd bv tIe cficill and colpchlivc tlhain thir local 
goovcrnmet I lliegr levels ol coimpctition will pVl-latc setolr aid frcigt banik c tcCl-arrs 
encourage banks to cliterllC\ Since the NCB l1s thIe brching andfields such as donMIrC1at 
housing fillance deposit tlwor k, it senuIs clear thal incIIasnin 

the depth anid ircatltl ot the finlalcial s ;vstelir 
In Pakistan theret hke ceir d11hscriIlrlto calot be aciirl)liSlrCtl uirless ftie NIbs 
retalinuts oni'rcign bank iacli\iics, becoeli io) elliclentalrd c ipitiveplli 
parlicularly onblriich expansion Considelitg 
tIre gu(vernullir'ts ovcall biject ieC of Allied lH;mk ccnrllrfics how. inefticitinc\ and 
iicotlagiligfoleign InveStillent., lillilling tre lack ol colllplttlVCllCS; eall be ined1 ,irollIl 
(o1anlothe1 killd of,freign inv ;llt wkhlna iltioial /ed b;iiik is pi\ atr/edtrtrcllllilds 
contradictoy sigills Restrailling lactols like lakisan (lo velrnicirt sliorl heed tIre 
counltrcxNpIoC 1111111Said cou Cling ClluS nic.s;ige o"AlliCd Hank's success aird 
on foreign banks dispcl tIhe p o '.ss o,0trecilty cfl'fcctivlcl accelcratte Inc plrr'at/allon 

e'revious kage DAU3A
 

Throughout
tlhe 1990's,
infrsriiclre 

spending will 
be a major 
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etitatiing nationalized banks I lowever, to 
hank assets, the 

pliall/atltll process needs to be trallsparelt, 
banks should be sold to the general public 
thrtogh the stock mnarket 

IllaxminIwe the ctlll Flroyll 

Disintermediation for banks as 
capital markets grow 

A Crucial question for banks in Pakistan, in 
Asia and throughout the world is the extent to 
\whIch the\, are likely to be disinteriediated 
front their traditional lending functions bw th 
gio\ tIt of capital in arkets, where direct 
in\estilit continues to glow This has 

happened tIrioughOl(t[lie (leveloped\(cll in 
Local the I980's and will likely co(itinle in the 

governments 1990's 


,1ho ild If i i fact the capital iniarkets in Iakistan
have 


tie authority coitinue to expand and strengthlen, %hich thev 
caln and iiiust do, direct investilett wx'ill alsoi 

to anddres icrease aitd could potentially erode the 

infrastructure growing commercial bank deposit base. It 
leeds. could also provide princ ctistoiners with 

reason to take their deposits elsewhere as 
alternative investments in secontdary market 
financial instmincnts become more widespread 
and readilv available. 

Coitiercial Banks cait offset 
disinterntediation and continue to raise 
deposits through horne buyer deposit scheies, 
which would 'it turn generate liew deposits and 
a large new business clientele froit the 
growing number of'Pakistanis who do not own 
their own home siiply because there is no 
credit available to them. 

Infrastructure financing 

There will be other demands onibank resonices 
in the 1990's. The Far l-astern Econoic 
Review (September 24, 1992) suggests that 
infrastruct tire spending will bie lenajior focus 
of' 1990's commercial bank lending in Asia. 
Pakistan will not be able to continue its 
industrial growth without payilg iniaitor 
attention to the sad shape of existing 

infrastructure in its urban areas Public sector 
banks and Government do not have tite 

resourccs to begin to handle tills growiig urban 
problcm 

New capital forlnation all] privale bank capital 
will have to play an incrcasingl. iitpollant Iole 
in lPak istan 'sinfrastructiutre financt" Al reads' 
)evelopment Fiaince Institutions (I)lils) in 
Pakistan have been exCpiencing a loss of 
funding by multinatioials, aind have been 
forced to concentrate on attracting iiiore of 
their capital through dolestic deposits 

Coittercial banks call play a significali role 
in broadening and deepening tile financiala 
sector so that tile capital base is incrcased and 
at least Sone of tie growing trban needs call 
be metl Infrastucture fitanciig cait be 
cOllaterited by tile wealth of the hld it serves 

Governit tirgent ieeds to stop deficit 
dcvenlopulent spending and create aili 
eyvironnlcilt that enables the private sector to 
do the job)it has been Litable to dtlIhis \would 
free up capital CLIrren tlygoing to gi\'e lnltCit 

and would make development more efficient. 
and very likely better planed and 
implecnited 

Loc:l govenmiients should have the atithoritv 
to address infrastricture needs Shrtt and long 
terin financing in the For1it"ofa tiuiticipal bond 
market could help solvye this prtlei To 

accomplish this there is aneed for aill 
independent rating institutito, n1ii l'i0 antd 
reliable financial data frot tile issul1ing 
titlulticipalities, ind clear aitd Colitise 
regulatory restrictions which enable hlcal 
authorities to ianage debt with nint ial 
central goverrinenl oversight 

United States, the municipal bond 
market has existed for over twL itiitdrcd years 
In 1992. tIS local governitienls issued $23 5 
billion wlt If iunicipal biids iv 

In tile 

aivarie t 
of itens, thidnding water and sewei facilities 
and highway and toll roads ComLlniercial and 
investmnCit hIsanks cait serve as intciteMdiatics 
and develop the capacity to rate Iliclicipalities 
anild providhe imanageitent services for 

mnicipal bond issties. 
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Innovation 

Citibank is one oft hein ost innovative 
commercial banks in Pakistan They are 
developing new pirordu ct linelS to attract new 
customers and expand the capital base. Their 
latest product is tileShare Multiplier Margin 
Financing Account Ihis account wiII provide 
customlers with capital againSt shares pledged 
as collateral, thus increasing the capilal base 
The new product offers a complete financial 

package to the stock markct in'estor C.ash can 
be borroved against shares, and custodial 
actions, as well as tradig and inVesting In 
further shares, are hiandledI'y the bank Titis is 
the type of inlrovatrtn that, like housing

finance, can keep cotrirre,'al banks 

competitive in tire itarket place 


Bridge financing 

Most cot nSrlc III is done oilaniunt the ciiIIttin 
individual and rilfOinital basis, Where standards 
of qaliI t'are Io oirtiiexistent and 
development ias a telideCVy to OCCtr without 
tite prO\'isitr ol'essential services ()ne of, tie 
prinmai reasorts fir this is the lack otfbridge 

financing available to build large ittulti-unllt 

dcvelo pi ents with better infrastructtre and
 
economriries of scale iin ternis of"malerial and 

labor costs. 


BHidge frnarncrirg is Itraditiotal IrIvestrlent for 
conrnrercial banks Itis generally a two to 
three year period of, fillialcirrg, \wlch 
co mirplimnets he Short tell iending role of 
tirost coriierclial banks Ii additiont, bridge 
firnancing cart attract rnim ne\% custollCrs 
l)evelopers direct clients seeking inirolgage 

loans oriintdividual ruts t bridge lendeIrs 
The lender makes itroiey\ biith on the shorter 
lern bridge firancing and of) tire Inger terirt 
mortgage ImI 

A SIrve'C of buildR ri develpers lcatesI CIIII 
that-icy
, Ie willnto pit\el-cro ihctIrat thiv' are willinrg tii payi iv'ert2 tnlk-Ipi;i 

1,0bridge filancing I lr cver, bridge 
f'inancirng call be rtsk",v ard it w\ill relire a 
c(IniscoirIs elfit on tire pall I* crillltnllclae 
hniks to gain tie staff cxplrtse necessaly ti 

MIily\,ze arid clutiriIi lthe de~clopllCrll plocess 
There are alsu safcguards available flor 

commercial banks that enter this ild. In 
in any countries inthe region, banks rim tinely
 
form sy ndicat es to spread the risk of
 
Construction bridge-ifiiartcing. Itlceiltives:
 

III Malaysia. a plOtect deveiopnrletell account is
 
legally required for cOStiictioni of more A
than ilow a 
five units 13ridge loans to01 percL'ilttlgethe projects are 

kept inI development accounts Ind tare
 
disbursed by tire lending agency based otl of the
 
docirneritatiotll of Cxpen1ditureIS by'the 
 11mon1ey 
dleveloper Monev collected b\ tile deveoper
f'rom01client booking llts also goes into tils a.d'aiwed 
account and can only bc disbursed based on fbr home 
progress iade rit the construction of the units. lolamv to be 

tax exeflipt. 
Required investment in housing
 
finance //ow
 

Tie goveniment should senouslY consider tire borrowers to 
po tential benefils to the overall ecollOniy of' dediict 
greater iivolvemtert bV cotmlrercial banks iII 10rtgage
 
tie housing finance sy'stein In Malaysit,
 
corninerci a barks are reqtred to Iinvest 5',(i i tLeresLt
 
their total assets in tie hrousing sectorI. This ptlL'ltl,
 
has created a boOliig hIousig finllce
 
IndtistrY with thoulsards oIire% jibs antd at froin their
 
growing store of w ealth 
Intire houses itilt incoime 

taxes. 
National Savings Centers 

Remotve the
The givelilllielit siorld sltop coripetirg for 
fiLds wilh lfitancial irtslllrions InPakistat A 2o excise 
recent govelitlncirt sav igs scireirre pays 13 6% elely oil 
interest antud is tlx and iakal exe mipt This hou iishig 
drives the cost of finds I',0banks andtl 
pall.-urlarily for I Ii.tCs. eveni higher conistrictiont 

ia/uedover 

Interbank funds and passbook

savings accounts rtpeesv.
 

(.'rirrommercial ballks havc ritr been alnxious tio 
citer [lre hou';img irraurce Fiheld Tre :lectnew A oII:( s curretlyv opetning thel dools f'or three-yeatr
hI)Siiiess The ciniiiiieicial anks should ta x holida r 
Suppilil tie cl'llts(d'I ll." s t) gain access t, 
ltel ban k Illlld,noilpar III corl IIII c alcl to ntbm Ilks t' 
and be allhu cd ool'fer passbook savings HF '. 
accurnts to Ihllcicrisiis (;ivt.rlrrinclit 
should also suppit these u Illodit icatlols 
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since the first wil provide a -bank oI last 
resoll I'ol IlCs, and the second will help 
expantd tile ings deposit base in the counti\sam 

Incentives 

There are several \vavs for commelrcial hanks 

Local to become Involved I housing finiance This 
can be direct involvelent, \Iherebv the banks 

govertinetits set up new departments and start to book home 

need to be 	 Inmolgage loans Alternatively, banks can 
idirectl\ Ilalcipalte In housing finance b\ 
peoviding capital fIotile 3ank to Oii-lcndState 

address their to I lousing lniance (otmparnies With SIMI 

a refinance window 	fur housing willilfrtastrulctlIre assistance, 
be opened at State Hank. Commercial banks 

nieeds wilO could purchase packages of refinanced 

maniage debtI motgages to meet a specified potion of their 

with minimal reserve requirerinits Another option for 
banks to 

ceitral lend to the iclfiiarce windw frunds at a rate 
indiiect involyeerint would be for tile 

governmeit consistent with the rate they teceive fur 
Treasurv Hills or Federal lIt vestment 3oinds 

oversight. Either way, whcther tied to reserve 

requniene nt s or i tside of them , therc shonuld 
A municipal be io Celling limiting tilearitoirnt of investment 

housing sector.ill tile 

bonid market 
Governmnt may provide fiscal inceritives toWould 

commercial banks that take the initiative to 

address short enter the hone moilgage business directly It 

term attd follows that these incentives should also be 

new I IFCs. One suggestion haslong term given to tile 
been that a percentage of the ioney advanced 

itfrastructure for homelmorigages be tax exemnpt. This of 

coIntirierci alinantcinag course would be abenefit for tile 
banks. 

requirements. 
Another inicetlive would be to give borTowers 
a tax break by allowing them to deduct 
mortgage interest payrents fioi their income 
tax. In the I hiited States, this is a primal, tax 
incentive for individuals as they can deduct tile 
interest paid oii a house in which they live 
from their taxable income. 

A third incentive would be to remove the 2% 
excise CUITCntlV levied on housing constructit 
valued over 50,0(X) rupees, 

A fimilh Incentive \,old he ained at I IFC's as 
part ol the newly declared "coIStIction 
iidustr, A thre vear lax holiday \wuld 
allow tile companies to lower their cost otnew 
funds by 20% and give them a chance to gain 
some liancial depth bcl're being subject to 
tax buiden The ta\ exemption conul be 
structured to retiuic tileI IFC to retaih an\ 

c0irporate c aniig tonltile tax hol idav to 
increase its capital base 

In India, a publlic coripam I'Mined and 
rcgistcred with the main olject of caruxing on 
tilebnsiness of providing long-teon1 finance Io 
coistructititl or purchases of" houses for 

resident ial purposes cart create a special 
reserve with art aioniti rotnexceeding 40% itf 
their total incone Such a ieserve is 

admissible as a deduction it computing irtcoirte 

chargeable to income tax under the Profits and 
Gains of Business or I'rofession sectiin of the 
Income Tax Act 

liSri I.anka, 75% of tlie incime of a coipany 
engaged in lending for housing construction is 

exempt frn c11utirate ncin11e tax, provided 
the income is derived fron loans promoting the 
cIstruction of houiSlng utits with less than 

20(X) square feet ot covered area. Ilithis wav, 

the government prm'ides a tax incentivye and at 
tile same timre directs the incentive towards the 
middle and lower parts of tie housing market 

by limiting the si/c of the housing units. 

Wealth tax exciiiptiois shluld also be 
considered. It Sn Ianka, there are two 

housing related xemptions from wealth taxes. 
Orie house used as iresidence by the owner is 
exempt, ard an\ IouIse having afloor area not 

exceeding 500 s:.quare fcct is exermipt for six 
years. IiIndia, dcpusits up to Rs.500.000 
placed with atiI IIFC are exempt from wealth 
tax. 

It seems clear that if goverinent is serious 
about supporting the housing i'riance sector 
they will have to consider sotie kind of 
incentive if they wish to have the commercial 
banks enter this field IricritiVes would be a 
positive signal to banks that the govertnient is 
serious about housing finance and warits it to 
grow and prosper in I akistart. 
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Seminar Conclusionsand
 
Recommendations
 

On August 12, 1993, the Shelter Resource Mobilization 
Program of USAID, in conjunctionwith 21st Century 
Consultancyand Management Services, sponsoreda 
nationalseminar on the role of commercialbanks in 

Pakistan's housing industry.This was the third in a 

series of seminars being sponsoredby the SRMP to 


explore housingfinance issues with leading policy-


makers. 

This one-day seminar was designed to educate households. Over the past several years, 
Pakistan's bankers about investment deposits have been rising at a rate of 23% per 
opportunities in housing finance, and identify year as funds have moved into the banking 
ways and means to stimulate housing sector system from speculative investments in urban 
lending by banks. Approximately 100 senior real estate. Lending, however, remains highly 
executives of commercial banks, housing concentrated in the manufact,,ring, agricultural, 
finance firms, and developers participated in and commercial sectors, mostly in short-term 
the seminar, which was chaired by Mr. Ashraf assets. 
Janjua, Deputy Governor of the State 3ank of 
Pakistan. Citibank I lousing Finance Company, a 

subsidiary of Citibank, was the first specialized 
In his speech, Deputy Governor Janjua licensed housing lender to begin operating in 
described the negative impact on the economy Pakistan. In his Keynote Address, Mr. Shaukat 
of the government's high level of domestic Tarin, Country Ilead of Citibank, focused on 
borrowing to cover its budget deficit, and the opportunities offered by housing finance. 
called for a gradual but marked decline in 
borowing. Government boi rowing has been Mortgage lending is one of the few options
absorbing about 80% of all credit, creating available to Pakistani banks to diversify their 
intense competition aunong private finns for portfolios with longer-tcrm assets, and 
resources and pushing interest rates to high developing a mortgage j)ortfol io would enable 
levels. Few private firms are now able to raise binks to spread risk over a broader base and 
resources to expand business. .ducC vulnerability to business down-turns. 

I urthlennore, as Pakistan's capital markets 
As new players in the finance sector, the expand, investors will develop the ability to 
specialized housing finance companies have a invest directly, rather than through banks, and 
far harder time mobilizing capital resources the deposit base of banks may begin to crode. 
than do the established banks. Banks in 
IPakistan have more than 6,0)0 branch es, ()ver lie past several years, Pakistan has made 
enabling them to reach a vcy broad range of significant strides toward liberalizing and 

A low and 
rigidceiling 
on creditfor
housing
hosibit 

banksfrom 
developinga 
portfolio of 
loans and the 
actuarial 

base to 
diversify 

their 
portfolios. 
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deregulating fie finance sector, but banks still 
experience difficulty in expanding their range 
of activities, especially in housing. These 
constraints, which were a focus of discussion at 
the seminar, include lack of liquidity due to 
government borrowing, maintenance of a low 
and rigid ceiling on bank credit for housing, 
and lack of a supportive policy and procedural 
environment for the housing sector, 

Seminar participants unanimcusly agreed that 
enabling, allowing, and encouraging 
commercial banks to complement and compete 
on a level playing field with HFCs in housing 
finance would expand the number of 
households with access to housing loans, 
improve individual welfare, and enhance j 

Bridge overall economic development and prosperity.
financing.is In this regard, the following recommendations 

were formulated during the course of the , 

a traditional seminar: 

investment 
Reduce the budget deficit: Seminar

for participants unanimously agreed that measures 
commercial to bring down the government's budget deficit, 

banks in now approximately 8% of GDP, are urgently
needed. By soaking up the liquidity in the 

many financial system, Government is raising the 
countries, level of interest rates in the economy, capturing 

the majority of scheduled bank deposits at 
artificial interest rates, crowding out the private 
sector, and thwarting the development of the 
financial sector. 

Abolition of housing sector credit ceiling: 
Increased involvement in housing finance can 
be a very profitable undertaking for 
commercial banks. Ilousing finance is a stable 
profit center, and when managed properly, 
offers the opportunity to diversify portfolios 
into an essentially low risk area of investment, 
However, commercial banks are constrained 
from housing lending by a 1%ceiling on such 
loans, which inhibits them from developing a 
portfolio of loans and the actuarial base 
through which they can diversify their 
portfolios. Commercial banks should be 
allowed to develop mortgage lending on a 
market level as part of their overall business 
plan. Therefore, all housing sector lending by 
commercial banks, including residential 
mortgage loans, home improvement loans, and 
housing sector construction bridge financing, 
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should be considered as "outside" the credit 
ceiling system. 

Further expansion and de-regulation of the 
financial sector: Existing commercial banks 
are highly regulated, and should be allowed to 
play a more independent role in expanding 
their resource base. Furthenmore, new 
commercial banks should be given permission 
to establish operations in the private sector as 
demand warrants. Combined, these actions 
would lead to increased deposit mobilization 
and competition among banks. Increased 
competition will encourage banks to enter new 
fields, including housing finance, which will in 
turn directly contribute to a broader and deeper 
financial sector. 

Development of bridge financing: Bridge
financing is a traditionai investment for 

commercial banks in many countries. It is 
generally a two to three year period of 
financing, which compliments the short term 
lending role of most commercial banks. In 
addition, bridge financing can attract many 
new customers. Developers direct clients 
seeking mortgage loans for individual units to 
bridge lenders. The lender makes money both 
on the shorter term bridge financing and on the 
longer term mortgage loan. 

Banks that choose to enter the profitable 
business of bridge financing will have to 
develop the capability and staff expertise to 
monitor the development process. 
Well-developed and standardized procedures 
for bridge financing can enable banks to 
maintain a great deal of monetary control and 
oversight during the development process. In 
Malaysia, for example, bridge loans are kept in 
project development accounts, and are 
disbursed by the lending company based on 
documentation of expenditures by the 
developer. Moi.ey collected by the developer 
from client booking of units also goes into this 
account. In many countries in the region, 
banks routinely form syndicates to spread the 
risk of construction bridge financing. 

USAID Assistance: Seminar participants 
proposed soliciting additional help for the 
housing finance industry through USAID and 
the Shelter Resource Mobilization Program. 



Efforts in this regard are already underway, 
and through the SRMP, USAID has offered to 
provide a US $15 million Housing Guaranty 
(IG) loan to start a refinance window at the 
State Bank of Pakistan. The window will 
operate at market rates to refinance eligible 
mortgages and loans made by licensed housing 
finance companies and private commercial 
banks. USAID has also offered related 
technical assistance to structure the operations 
of the window and develop adequate loan 
underwriting standards and documentation. 

Apex bank: With growth of the housing 
finance industry over time, it may bc prudent 
to create a specialized financial institution to 
oversee housing loan refinance, to act as a 
lender of first resort, and to facilitate financial 
flows in the housing finance industry. A 
national mortgage bank could expand and 
continue resource mobilization through 
meeting short and long term requirements of 
funds from both public and private sectors at 
home and abroad. It could issue various 
capital market instruments like house bonds, 
commercial paper, mortgage backed securities, 
and design home linked savings deposit 
schemes, including passbook savings and 
foreign exchange deposits. 

Fiscal Incentives: Several seminar 
participants recommended tax concessions for 
investment in housing, which is a common 
practice in several countries in the region. In 
Sri Lanka, for example, 75% of the income of 
a company engaged in lending for low cost 
housing is exempt from corporate income tax. 
In India, IlFCs can transfer up to 40% of their 
gross earnings to general reserves prior to 
computation of their tax liability. Any funds 
removed from reserves are then subject to 
taxation. This is a positive incentive which 
would benefit the industry at little cost to 
Government. The SRMIP believes this type of 
incentive would be more productive than a tax 
holiday, as it allows the industiy to broaden its 
capital base and helps sti engthen overall 
savings in the economy, 

Expand housing sector investment: 
Investment banks, leasing companies, 
modarabas, life insurance companies, and 
pension and provident funds are restricted from 

housing sector investments. Insurance funds, 
for example, have played a very important role 
in the development of housing finance systems 
in most countries. In addition to investing 
insurance funds in the securitization of 
mongagcv, iruraiice coi.,paii.s have found iA 
profitable to set up housing finance 
subsidiaries. Likewise, insurance companies 
have played a crucial role in offering deposit 
insurance and mortgage related life insurance 
packages, which in turn, facilitates the 
development of secondary mortgage markets. 
Therefore, seminar participants recommended 
that housing investment restrictions be 
removed, thus enabling the housing sector to 
compete with other sectors for credit. 

Housing credit fund: In view of the paucity 
of credit for the housing sector, seminar 
participants recommended that the State Bank 
consider the development of a Housing Credit 
Fund to make medium and long term loans 
available to home loan agencies for meeting 
capital requirements. This is similar in theory 
to the existing Export Credit Fund and 
Industrial Credit Fund. Subsequent follow-up 
by the SRMP revealed that such a fund, which 
is apparently relatively unknown and unused to 
date, has been established at the State Bank for 
several years. 

Cross-subsidizing mark-up fees: Several 
seminar participants expressed concern that 
lower income segments of the population can 
not afford home loans, and recommended that 
different rates of mark-up be established for 
various categories of houses within the 
framework of the overall structure of loan 
operations. In this manner, lower mark-up 
rates for lower income groups would be offset 
by higher mark-up rates for middle and upper 
income groups. 

Hire-purchase facility for low income 
employees: In order to boost the housing 
industry and provide a mechanisn for lower 
income families to be homeowners, several 
seminar participants felt that large companies, 
with financing from IIFCs, should be 
encouraged to construct housing for 
employees, especially lov income employees, 
on a hire-purchase basis. 

A r 
rejinance
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Bank of 
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Appendix B: Agenda 

Seminar on the Role of Commnercial Banks in Pakistan'sHousingIndustry 

August 12, 1993 Karachi 

9:30 Participant Registration 

10:00 Recitation from Holy Quran 

10:05 Welcome address by Mr. Askari Taqvi, Chairman Twenty-First 
Century Consultancy and Management Services (Pvt) Ltd. 

10:10 Address by Mr.William J.Strong, Housing Finance Advisor, 
Shelter Resource Mobilization Program (SRMP), USAID 

10:15 Keynote Address by Mr. Shaukat Tarin, Country Head, 
Citibank N.tL. 

11:00 Presidential Addre!s by Mr. Buhammad Ashraf Janjua, Deputy 
Governor, State Banik of Pakistan 

11:15 Break 

11:30 Discussion of issues and formulation of recommendations 

1:00 Break 

2:00 Discussion of issues and formulation of recommendations 

4:00 Concluding remarks by Mr. Jon Wegge, Chief Technical 
Advisor, Shelter Resource Mobilization Program (SRMP), 
USAID 
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AIDAC 

FOR RHUDOS; USAID REPS AND 
MISSION DIRII ECTORS; MISSION 
HOUSING ADVISORS; PRE/H JIM STEIN 

E.O. 12356: N/A 

SUBJECT: NATIONAL SEMINAR ON THE 
ROLE OF COMMERCIAL BANKS IN 
HOUSING FINANCE 

PURPOSE. TI IF P)URP1OSE OF THIS 
CABLE IS TO INFORM YOU ABOUT A 
NATIONAL SEMINAR ON THE ROLE OF 
COMMERCIAL 13ANKS IN IIOUSING 
FINANCE, HEII) IN KARACHI, 

PAKISTAN, ON AUGUST 12, 1993, 13Y THE 
AID/PAKISTAN SI IEL'I? RESOURCE 
MOBILIZATION PIROGRAM 

BACKGROUNI). TI IE SItIEI.TER
RESOIJRCi MOI3II.IZATION I'ROGRAM 
(SRMII) OF AID/PAKISTAN IS ASSISTING 
IPAKISTAN TO ESTAI1,ISH- A 
MARKIT°f-ORIENT'D-'I) IlOUSING FINANCE. 
SYSTEM. UNDIR TI I]"SRMP, 
SPECIALIZED PRIVATE I OUSING 
FINANCE FIRMS ARE"EISI-AI3I. ISI IING 
MORTGAGEILENI)IN( OPERATIONS. 
ALTIOUG!1 PAKIS'I AN IIAS 
ANEXTENSIV' COMMIE-RCIAI. t3ANKING 
NETWORK, BANKS IIAVI: I A I.LITT'E 
INVOI.VEiMENT WI'I'l IltOUSIN(; 
LENDING. THE IURPOSE OFI IFSEMINAR WAS TO INITIATE 

FOR COMMERCIAL I3ANKS IN 
DEVELOPING PAKISTAN'S IIOUSING 
SECTOR. PRESENTLY, COMMERCIAL 
3ANKS MAKE VIRTUAI.I YNO HOUSING 
LOANS IN PAKISTAN. 

THtIS WAS THE TIIIRI) S-MINAR IN A 
SERIES OF FOUR I-ING SI'ONSORED 13Y 
THE SRMP TO E"XI'LORE [OUSING 
FINANCE ISSUES WIT I LEADING 
POLICYMAKERS. PREVIOUS SEMINARS 
HAVE EXAMINED FORECLOSURE AND 
DEBT RECOVERY ISSUES, AND 
RESOURCE MOBILIZATION FROM TII, 
CAPITAL MARKETS FOR IlOUSING 
FINANCE. TI IF FOURTI I SEMINAR, TO 
BE HELD IN SE.PTEMBER, WILL 
EXAMINE I'lE BROAD ARRAY OF 
CONSTRAINTS ON TI IEIHOUSING 
SECTOR POSIEI) 13Y INAI)IEQIJATE LAND 
DEVELOI)MENT POLICY AND 
PRACTICIS. 'IlE IRFCOMMIFNI)ATIONS 
OF TIE SEMINARS IIAVE BEIEN VITAL 
IPARTS OF CONTINUING SRMP P1OLICY 
REFORM ACTIVITIFS AND I IAVE 
I)IRECTI.Y CONTRIIUTI-I) TO 
IMPROVING TI IE ENVIRONMENT FORHOUSING FINA'4CI: IN IAKISTAN. 
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TIE EVENT. 'TillsONE-DAY SEMINAR 
WAS DESIGNED TO EDUCATE 
PAKISTAN'S BANKERS ABOUT 
INVESTMENT OIORTUNI'IE'I'S IN 
I IOUSING FINANCE AND IDENTIFY 
WAYS AND MEANS TO STIMULATE 
IIOUSING SECTOR LENDING BY BANKS. 
ALMOST IOU SENIOR EXE,"CIJI'IVES OF 
COMMERCIAL BANKS, IlOUSING 
FINANCE FIRMS, AND DEVE'LOPERS 
PARI ICIPATED IN TII1ESEMINAR, 
WI IICH WAS CI IAIREI) 13Y MR. ASHRAF 
JANJUA, DEPUTY GOVERNOR OF THE 
STATE BANK OF PAKISTAN T II 
KEYNOTE SPEAKER, MR. SI IAUKAT 
TARIN, COUNTRY IlIAD OF 
CITIBANK/PAKISTAN, GAVE A LUCID 
AND DI'I'AILE) DESCRIPTION OF 
Cl'I IBANK'S RATIONAI,E FOR OPENING 
A IlOUSING FINANCE COMPANY IN 
PAKISTAN IN 1992. 

CITIBANK I lOUSING FINANCE 
COMPANY, A SUBSIDIARY OF 
CITIBANK, WAS TIlE FIRST 
SPECIALIZED LICENSEID HOUSING 
I.ENI)ER TO BEGIN OPERATING IN 
PAKISTAN. ITS CREATION WAS MADE 
POSSIBLE BY POLICY CIIANGE-S 
ACHIEVED IN 1991 AND 1992 13Y T1IE 
SRMP, WITI I TI IE SUPPORT OF A 
POLICY-ORIENTEI) IlOUSING 
GUARANTY LOAN. TI IESECI IANGES 
INCLUDIED ESTABI.SI IING A I.GAI. 
FRAME-WORK TO IPERMIT PRIVATE 
SECTOR IlOIJSING I.ENDERS TO 
OPERATE, DEVEI.()PING A LICENSING 
PROCESS, AND INITIATING A CAPACITY 
TO RGII.AII .TI1 NI W I10U1 ING 
FINANCE FIRMS A St-CONI) FIRM, 
IN1ERNATIONAI. 'lOUSING FINANCE 
ILTD., WILI. BEGIN OPERATING TI IIS 
MONTI i. TI IRIE AI)I)ITIONAI. FIRMS 
ARE E-XPECTILI) TB) 131. .ICIENSEI) 13Y 
I IE END F)1993. 

AI.TI 1 )OU;II PAKISTAN'S COMMERCIAl, 
BANKS CAN MAKI MORT(;AG I.OANS, 
A NUMBER O)1: CONSTRAINTS I-XIST 
11 IAT VIRTUAIL.Y PROI BIT SUCI I 
I.ENI)ING. OVER TI If:PAST SEVERAl. 
YEARS, PAKISTAN I IAS MAI)E 
SIGNIFICANT STRII-S TOWARI) 

LIBERALIZING AND I)EREGULATING 
THE FINANCE SECTOR, 13UT BANKS 
STILL EXPERIENCE DIIFFICULTY IN 
E-XPANDING TIIEIR RANGE OF 
ACTIVITIES, ESPECIALLY IN IlOUSING. 
A FOCUS OF DISCUSSION AT THE 
SEMINAR, H't1ESE- CONSTR.AINTS 
INCLUDE LACK OF LIQUIDITY DUE TO 
GOVERNMENT BORROWING, 
MAINTENANCE OF A .OW AND RIGID 
CEILING ON 13ANK CREDIT FOR 
[lOUSING, AND LACK OF A SUPPORTIVE 
POLICY AND PROCEDURAL 
ENVIRONMENT FOR TI-IE HOUSING 
SECTOR. 

DEPUTY GOVERNOR JANJUA'S SPEECH, 
WHICH WAS WII)ELY REPORTED IN THE 
PRESS, DESCRII3ED TIL NEGATIVE 
IMPACT ON TIlE ECONOMY OF THE 
GOVERNMENT'S IIIGII LEVEL 01: 
DOMESTIC BORROWING TO COVER ITS 
13UDGET DEFICIT, AND CALLED FOR A 
GRADUAL I3UT MARKED DECINE IN 
BORROWING. GOVERNMENT 
BORROWING IIAS BEEN A13SORBING 
ABOUT 80% OF ALL CREDIT, CREATING 
INTENSI- COMPETITION AMONG 
PRIVATE FIRMS FOR R{ESOUICES AND 
PUSHING INTEIREST RATES TO IIIGH 
.EVELS, FEW PRIVATE FIRMS ARE 

NOW ABLE TO RAISE- RESOURCES TO 
EXPAND BUSINESS. AS NEW ILAYERS 
IN TI IEFINANCE SECTOR, TIlIE 
SPECIAL IZED IIOUSING FINANCE 
COMPANIES IIAVE A FAR IIARDER TIME-
MOBILIZING CAPITAL RESOURCES 
T] IAN DO THE1- ESTAIBI.ISI IED BANKS. 

13ANKS IN tPAKISTAN IIAVE MORE 
TI IAN 6,000 BRANCI Il-S, ENABLING 
TI IlM TO RI-ACI I A VERY BROAI) 
RANGE OF 1IOUSEI IOI.DS. OVER TI lE 
PAST EIVERAI, YEARS, DEPOSITS IIAVE 
BElN RISING AT A RATE0"OF23% PIER 
YE'AR AS FUINI)S IIAVI MOVEI) INTO 
TIlE BANKING SYSTEM FROM 
SI'ECIJI,ATIVI INVI.,STMINTS IN URBAN 
RIEAI. E'STATE. I.ENI)ING, I1I(WI-VER, 
RIEMAINS IIIGI II.Y CONCI ,NTRATEI) IN 
T] Ill MANIJFACT.RIN(;, 
AGRICLITURAI., AND COMMI'RCIAI. 
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SECTORS, MOSTLY IN SI IORT-TIRM 

ASSETS 


IN HIS SPEIECI I, MR. TARIN FOCIJSSILI) 
ON TI I1: OPIORTUNITIES OFFlEI) 13Y 
HOUSING FINANCE. III: NOTE!) TI IAT 
MORTGAGE I.ENDING IS ONE OF T IE 
FEW OPTIONS AVAILABLE1TO 
PAKISTANI BANKS TO DIVERSIFY 
THEIR POR'I 1:0 IOS WITI I 
LONGER-TERM ASSI-TS, AND T1 IAT 
DEVELOPING A MORTGAGE' PORTFOI.I() 
WOULD ENABLE BANKS TO SPIAI) 
RISK OVER OVER A 1ROAI)I-R BASE 
AND REDUCE VUI.NIl-RAI1.TI'I'Y ''0 
BUSINESS DOWN-TURNS. Iie ALSO 
OBSERVED TI IAT AS PAKISTAN'S 
CAPITAL. MARKE.TS EXIANI), 
INVESTORS WILL DEVELIOP TI ['I 
ABILITY TO INVEST DIRILC'I'IoY, 
RATHER TI IAN 'IROUGII BANKS, AND 
TI IAT TI IEIDEPOSIT BAS. OF BANKS 
MAY BI'GIN TO ERODE. 

T IE BANKS, I IOWI:VER, H-[AVE LITTI.E 
EXPEIE..INCI- WIl''l I HtOUSING IENDING. 
ALTIOUGI I PAKISTAN IS SLOWLY 
DISMANTLING ITS SYSTEM OF 
CENTRAI.L Y-DIRECTEI) CREDIT, A 
CEILING STILL REMAINS FOR IlOUSING 
AND THEI7, AMOUNT OF RESOURCES 
ALLOCATED TO IHOUSING RARELY 
EXCEE) 1%OF TOTAL CREI)IT, FAR 
TOO IOW TO I3ECOME A PROFITABLE 
BUSINESS CENTER FOR A BANK. IN 
ADDITION, BANKS ARE SKIPTTICAI, OF 
THE LEGAL. SYSTEM'S ABIILITY TO 
ENF7ORCEIFORECLOSURE I.AWS IN TIHEI7 
EVENT OF HOUSING LOAN DE-FAUITS 
AND VIEW CONSTRUCTION BR1I)GI 
FINANCING AS FRAUGI IT WITI I RISK. 
GIVEN TI IE I IIGH LEVEL. OF 
GOVERNMENT I3ORROWING, 
PAKISTAN'S 13ANKS ItAVE 13EEN AI3LE 
TO EARN I IIGHI PROFITS BY INVEISTING 
ALMOST EXCLUSIVELY IN 
GOVEIRNMENT-GUARANTEIDI.I) 
SECURITIES. 

MR. TARIN AI)VISI-I) I:ll HANKIRS TO 
FIIGIN ILO)OKIN( AT MORTGA(;E 
IENI)ING: "TODAY BANKS I1AVE TO 
MAKE A Cl lOICIl,' III: SAID, "I'l IEY CAN 
SIT BACK AND WISI I TI IAT TI IE 
ECONOMIC AND I')OI.ITICAI. AMBIANCE 
WOUI.D IMPROVE AND MONEY WOUII) 
START FIOWIN(i, SO TI IAT TI IIY MAY 
INVEST TI IAT MONEY IN GOVERNME'NT 
SECURITIES AND I-N.()Y A I IANDSOME 
IROFIT, OR TI IFY CAN START 
DIVIERSIFYINGi INTO STAI3LE AND 
IROFITABLE LONGTERMIIPORTFOLIOS. 
IN MY OPINION, TI I1 I.ATTER CI IOICl, 
TI tG! I IT WOULD INVOLVE GRI-ATI'R 

FFORT, WOLIll) BTTl ILI- TTEIR ONE." 

RECOMMENI)ATIONS ADO'I'ED bY TI-IlL 
SEMINAR PARTICII'ANTS INCLUI)EI) 
THAT 'I-IL CIIING ON I-IOUSIiG 
LENDING SI IOULI) 131" AI3OLISH4EID, 
WITII I IOUSING SECIOR ILNDING TO 
BE CONSIDERIEI) AS OUTSIDE' TI [I 
CREIDIT CEILING SYSTEM, THAT 
GOVEIRNMENT BORROWING NEEDI) 
"TO BE GREATLY REI)UCEI);" THAT 
CREDIT RATIONING NEI)ED "'TO 13E 
FURTIElTR REI)UCEDI)" THAT 
MORTGAGE RE-'-FINANCING NEi.I)ED TO 
BE DEVELOPERI AND TI IAT 
MECHANISMS NEI-DFLI '0 131. 
DEVIELOPED TO RIDUCE TI IERISK 
INVOLVED IN CONSTRUCTION 
BRII)GE-FINANCING. 

IN PREI'PARING ["OR IESEMINAR, '11E 
SRMP I)RODUC.D A RIPORIT 
DESCRIIBING TI I-BANKING SECTOIR 
AND EXIPLORING TI I1ROIE OF BANKS 
IN DEVEILOIING TI 11LIlOUSING 
INDUSTRY IN P)AKISTAN. TI IL,RETPORT, 
TITLEI) "NO CRI-LI)IT,' IS BEING 
REVISED TO INCIUDIL'TI E SEMINAR 
FINDINGS AND RIFCOMMENI)ATIONS. 
TO REQUEST A COPY OF TIEIREPORT 
OR FOR FURTI IIR INFORMATION ON 
T1IIS TOPIC, PILEASE CONTACT JON 
WEGGE, CI Il' LTCI INICAL ADVISOR, 
SRMP, O/PEN, AII/PAKISTAN. MONJO## 
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