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WHILE growing losses of public-sector enterprises due to mismanagement and outright corruption are increasingly a focus of public anxiety and discourse, an insidious assault has been made on the country’s financial sector which has largely gone unnoticed. 
Because banks are opaque, are located in far-off Karachi, come under the purview of the State Bank of Pakistan (SBP) — which is assumed to be doing its job — and the damage is not coincidental but shows up with a lag of several years, the banking sector is a ‘perfect’ target for a stealth operation. Also adding to the banks’ attractiveness, of course, is the fact that they are the repository of nearly Rs6tr ($70bn) in deposits.

The recent resignation of the upright governor of SBP, Shahid Kardar, should have raised more red flags than it did. The public, media and even the more savvy financial markets wrongly attributed his departure to ‘policy differences’ over relatively mundane issues such as the setting of the discount rate or unbridled government bank borrowing. In truth, his departure is a continuation of the tug-of-war of the PPP leadership since 2008 with the central bank over the outright control of the banks and DFIs in the country, a struggle which also claimed Shahid Kardar’s predecessor, the equally upright Syed Salim Reza.

Ostensibly, at stake is the management of the largest institutions in the banking sector. However, with politically connected ‘insiders’ inserted in the boards and as presidents of key institutions, often with the suspension of the central bank’s ‘fit and proper’ test for appointment of directors, ultimately, the solvency of these financial institutions has been potentially compromised.

Despite introducing wide-ranging reform in the country’s financial sector, the banks were also systematically pillaged by the PPP and PML-N during their respective stints in power in the 1990s. The ‘template’ so developed for the task was also partly used by the supposedly cleaner set-up of Gen Musharraf. Here is how it works:

Step 1: Appointment of cronies as presidents and directors to some of the country’s largest financial institutions. The usual targets are National Bank of Pakistan, NIT and SLIC, while in the pre-privatisation days the list was endless, and included the likes of NDFC, PICIC and Banker’s Equity Ltd. To achieve this, SBP is pressured to amend or suspend its ‘fit and proper’ criteria for senior-level appointments in the managements of financial institutions.

Step 2: Relax the credit policies of the targeted institutions. Also, arm-twist SBP to relax or waive altogether its prudential rules and provisioning requirements against bad loans. This is done to facilitate large-scale politically connected lending — which is unlikely to be repaid. The relaxation of the provisioning requirement adds a layer of ‘stealth’ to the operation since a red flag is then not raised in SBP inspections or external audits, or public scrutiny for that matter when the financial accounts of the banks are published.

Step 3: Set up, against central bank advice, against the grain of hard-earned reform in the financial sector and against the advice of the international financial institutions, a regional bank — in this case, Sindh Bank — funded by taxpayer money and forcibly diverted deposits of public-sector corporations.

When the Sindh Bank proposal was being pursued by the PPP government, it was vigorously opposed by Shaukat Tarin (as finance minister) and Salim Reza (as SBP governor). The reason was simple: at the very same time this proposal was gaining traction, the SBP had pumped Rs10bn of public money to recapitalise another failed provincial bank, the Bank of Punjab. SBP’s estimate at the time of the collective damage done to this bank by successive PML-N and PML-Q governments in Punjab: Rs30bn.

Step 4: Form consortia of targeted banks and DFIs to approve large-scale loans to chosen companies, some of which are ‘front’ or shell companies with paper assets and inflated collateral.

Step 5: A year or two down the road, have the managements of these financial institutions write off the loans, or alter the original terms of repayment such that a large ‘haircut’ occurs for the bank in question.

All this comes at an unfortunate time for the banking sector. Despite massive write-downs and a steep increase in provisioning each year since 2007 to counter the effects of the unravelling of the consumer credit bubble of the Musharraf days,
non-performing loans have continued to rise sharply. From 8.4 per cent in 2007, the infected loans portfolio of public-sector banks has shot up to 23.6 per cent as of June 2011. More worryingly, bad loans total over 50 per cent of the capital of these banks.

Nonetheless, however tempting, it would be wrong to ascribe the sharp rise in non-performing loans during this period to the creeping control of an important part of the financial sector by vested interests. The damage will show up several years later, most likely in the form of bank recapitalisations by the state, which can be extremely costly in monetary terms, and potentially hugely detrimental to long-run growth.

Unlike losses of other public-sector entities, such as PIA or Pakistan Steel, recapitalisation losses of the banking system have a ‘multiplier’ effect: not only is money diverted from other important public spending, but as a consequence of bank losses, the flow of credit in the economy is hampered. At its extreme, systemic bank losses may stall the process of financial intermediation completely. All this, in turn, lowers output, job creation and national welfare.

With Shahid Kardar’s departure, the central bank appears to have become a pliant instrument, at worst, or a helpless observer, at best, in the less-than-honest designs of powers-that-be. Given the stakes, it is absolutely imperative, but clearly unlikely, that a person of unimpeachable integrity, with no political loyalties, is appointed the next central bank governor.

Otherwise, the potential damage to Pakistan’s economy could be substantial and long lasting.
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