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PREFACE

By the time of publication, there will always be much more recent
information available so a statement on timing is helpful. In this
monograph, “now” means March-May 1962 and the data used gene-
rally stops about the end of March. Another general rule of topical
studies is that drastic changes always occur just as the writing is finished.
In June 1962, a new Banking Companies Ordinance was released which
placed further controls, actual and potential, on the operations of
foreign banks. The principal changes are that these banks are now
required to maintain capital in Pakistan to the extent of five per cent
of deposits and that they must publish balance sheets of their Pakistan
operations separately (see Section II of this monograph).

I am indebted to John H. Power and M. Umer Chapra for reading
and commenting on this manuscript. I would not have been able even
to begin this study without the cooperation I have received from private
bankers and State Bank officials. Since many are reluctant to be
associated with my arguments and conclusions, I refrain from naming
them. But my obligation is no less great for this omission, and I thank
each.

Richard C. Porter
Research Adviser,
July 1962. Monetary and Fiscal Section,
KARACHI. Institute of Development Economics.



SYMBOLS AND ABBREVIATIONS

RC+F

BS

SBP.B

SBP.GFO

SBP.AR

SBP.SSP

Weekly Statement

Quarterly Statement

refers to State Bank of Pakistan, Research Depart-
ment, Report on Currency and Finance, issued
annually (e.g., RC-+F 60-61 refers to the issue
for 1960/61).

refers to State Bank of Pakistan, Statistics Depart-
ment, Banking Statistics, issued annually (e.g.,
BS 59-60 refers to the issue of 1959/60).

refers to State Bank of Pakistan, Bulletin, issued
monthly.

refers to State Bank of Pakistan, Research Depart-
ment, The State Bank of Pakistan: Its Growth,
Functions, and Organization, Karachi. 1961,

refers to State Bank of Pakistan, Annual Report
(e.g., SBP.AR 56-57 refers to the issue of
1956/57).

refers to State Bank of Pakistan, Statistics Depart-
ment, Statistics on Scheduled Banks in 'Pakistan,
issued quarterly (begun in December 1961).

refers to the data collected by the State Bank
from each Scheduled Bank on Friday of every
week and published, for the aggregate of all
Scheduled Banks, within a few days. It is avail-
able in SBP:B, RC+F, and BS.

refers to the data collected by the State Bank
from each Scheduled Bank on the last day of
every quarter and published, for all Scheduled
Banks and for two or three subgroupings of
them, after a few months. It is available in
greatest detail in BS. The items on this and the
Weekly Statement are generally defined diffe-
rently; hence, the entries in the two Statements
are rarely comparable.



LD.E.

n.a.

One crore

One lakh

refers to the Institute of Development Economics.
in a table means that the value is zero.

in a table means that the value is not available.
is ten million.

is one hundred thousand (100 lakhs = 1 crore).
These two words are not italicized in the text.

refers to Pakistan rupees.
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SECTION 1

INTRODUCTION

This is a study of the determinants of the volume of bank credit
in Pakistan. It is undertaken with three purposes. The first, and
most important, is the need for this knowledge in order to formulate
monetary policy. The second is to provide a description and analysis
of the Pakistan banking system with respect to the volume of credit it
creates. The third is to suggest an alternative method of analysis of
bank credit and monetary policy to that usually employed, especially
in underdeveloped countries, in which almost no emphasis is given to
the positions and policies of the commercial banks.

These three purposes are interrelated. Because of the present
tendency to consider only the central bank, the State Bank of Pakistan,
when monetary policy is being discussed, there exists almost no des-
cription of the operations of commercial banks in Pakistan. And
because there is no real understanding of the commercial banks, there
is no sound basis for the State Bank’s credit policies. The last two
sections of this monograph, Sections XIV and XV, are concerned with
the resulting failures of State Bank credit control policies and suggest
steps toward the possibility of control of bank credit in Pakistan,

Since the volume of credit is largely determined by the institutional
structure of the banking system, the different policies of individual
commercial banks, and the interrelations between these banks, it is to
this that most of this monograph is directed. The next twelve sections
are primarily aimed at improving our understanding of the operations
of the commercial banks, and only to lesser extent the policies of the
State Bank.

By commercial bank, or just bank, we shall mean Scheduled Bank
throughout this monograph. In Pakistan, a commercial bank becomes
a Scheduled Bank (i.e., is placed upon the *schedule””) whenever its
capital assets exceed five lakhs of rupees'. There are in Pakistan nearly

1. Other quite unimportant conditions must also be fulfilled.



twice as many non-Scheduled Banks as Scheduled Banks? but less
than one-tenth of the bank branches are of non-Scheduled Banks; the
total deposit liabilities of the non-Scheduled Banks are only about
0.7 per cent of those of the Scheduled Banks®. Of the so-called “indi-
genous bankers”, who are not even listed as non-Scheduled Banks
(though they may be quite large), we know even less. But it is generally
believed that, in Pakistan, such “banks” are much less prevalent than
in some Asian countries. Thus, while this study is concerned only
with the Scheduled Banks in Pakistan, it really comes very close to con-
sidering the entire banking system.

In Sections II and 1II, some institutional and legal background to
the Pakistan banking system is given. In Sections IV and V, the process
by which the banks acquire and hold their principal assets, securities
and advances, is described. The next three Sections, VI, VII, and VIII,
are concerned with the sources from which individual banks can acquire
lendable funds. A description of the process of advance expansion is
presented in Section IX. Sections X through XIII contain analyses
of the determinants of inter-bank transfers of reserves, cash ratios,
liquidity ratios, and indebtedness of banks to the State Bank. The
problems of monetary policy are treated in the final two sections.

There are five appendices which contain subsidiary matter too long
or too technical for the general reader’s interest. These may be omitted,
but if they are read, they should be considered along with the section
to which they pertain.

SECTION I1
THE PAKISTAN BANKING SYSTEM

The banking system of Pakistan is in many important ways no
older than the nation itself. Before the partition of British India, the

2. On June 1961, there were 50 non-Scheduled Banks and 28 Scheduled
Banks (BS 60-61, p. vii).

3. In 1960, the latest figures available for the non-Scheduled Banks, not all
of which even bother to report to the State Bank. The deposit liabilities of the
non-Scheduled Banks were Rs. 1.96 crores (average of weekly figures over 1960)
which might be increased to Rs. 2.20 crores to allow for underreporting (BS 60-61,
p. 14). The average of the deposit liabilities of Scheduled Banks for December
1959 and December 1960 is Rs. 319.69 crores (Weekly Statements).

2



regions which later became Pakistan were not industrial, even by sub-
continental standards, and the banks which serviced them did no more
than finance the seasonal flow of food and raw materials to large cities
and ports. For this task, there was a quite extensive network of bank
branches, especially in East Bengal where the jute crop originated, but
it was almost entirely in the hands of Europeans and non-Muslims.

The partition of India and Pakistan almost completely destroyed
this banking network. Over 400 bank branches, about 70 percent of
the total number in what became East and West Pakistan, (according
to the State Bank) were closed during the difficulties that accompanied
Partition. Even after the restoration of order, the exodus did not stop
though many Hindu bankers re-opened their Pakistani branches for
a while. During the period from 1949 through 1951, sixteen Scheduled
Banks withdrew from Pakistan. Not until 1961 did the number of
bank branches in Pakistan again reach its pre-Partition size'.

Nearly a year after Pakistan's official inception, almost 90 per cent
of the bank branches were still operated by the Indian and British
banks, despite the rapid departurc of many Indian banks. Of banks
operated by its own nationals, Pakistan had only two at the time of
Partition, thc Habib Bank and the Australasia Bank® Two new
Pakistani banks were soon founded, the Muslim Commercial Bank
and the Bank of Bahawalpur, but the system remained overwhelmingly
foreign-dominated until the devaluation crisis of 1949 forced the in-
auguration of the National Bank of Pakistan, a bank whose operations
reflect government policy, though it is not entirely owned by the gov-
ernment’, By 1952, half the bank branches in Pakistan were of Pakis-
tani banks, but the total number of branches had increased little over

1. All figures in this paragraph are {rom State Bank of Pakistan, Twelve
Years of Banking in Pakistan, (Karachi: State Bank of Pakistan, 1960).

2. Something of the origin and history of these and other Pakistani banks
may be found in J.S.G. Wilson, “Money and Banking in Pakistan” in R. S. Sayers
(Ed.), Banking in the British Commonwealth, (London: Oxford University Press,
1952), pp. 260-302; more recent arethe several banking articles in Trade & Industry,
Karachi, November 1961.

3. For discussions of Pakistan’s early financial trials, see M. Baqai, “The
National Bank of Pakistan: Its Origin and Development”, in Selected Papers
on the Pakistan Economy, Vol. 2, (Karachi: State Bank of Pakistan, 1955), pp. 87-
106; and Z. Husain, ‘“‘Central Banking in Pakistan”, Federal Economic Review,
October 1954, pp. 1-44.



the preceding few years as the Indian banks continued to withdraw?*,

The system has grown rapidly since 1952, the National Bank of
Pakistan leading in the government-backed efforts to inculcate the
“banking habit” throughout the nation. By June 1961, there were
580 bank branches in Pakistan, a three-fold rise from the number in
June 1948. Just as important as this tremendous growth in the bank-
ing system, however, is the significant change in its structure: 507 of
the 580 branches are of Pakistani Scheduled Banks; the Indian banks
have steadily dwindled to a position of very minor importance; and
the British banks have just held their own in the face of increasing
difficulties in obtaining deposits.

Most of the banks in Pakistan, regardless of the nationality of their
owners and managers, are basically in the British tradition. In this
sense, it is misleading to suggest that the Pakistan banking system is
no older than the nation itself. Such hallowed words as “short-term”,
“self-liquidation”, “credit-worthy borrowers™ echo along the tall, fan-
covered ceilings of McLeod Road with perhaps greater resonance and
regularity than ever they did from Threadneedle Street. If the various
Scheduled Banks in Pakistan were uniform in their acceptance, and
subsequent violation, of these British traditions, there would be less
need to consider the banking system in its constituent elements. Be-
cause the 33 different Scheduled Banks that now comprise the Pakistan
banking system do operate by somewhat differing principles and in
vastly differing circumstances, it is necessary that we examine the various
segments.

The principal groups are the Pakistani, the British, the American,
and the Indian banks. But once we begin to subdivide the Scheduled
Banks, State Bank publications become almost useless as sources of
information. Even to estimate the relative deposit-size of the various
groups is no easy matter; in the estimates below, we rely upon the only
two public sources of information:

1) Quarterly Statements of the Scheduled Banks are segregated

by Pakistani and foreign banks, so that these aid comparisons if the
subgroups are no more finely formed. Through September 1961,

4. Al figures in this paragraph are from BS 60-6/, p. 110.






