[easing Companies

apid ex pan sionin the
Q number of fi nan cial inr
stitu tions over the last
dec ade, along with political ex pe-
dienciesandvolatile marketcondi-
tions have led to com pany
clo sures and bil lions of ru pees in
bad loans. This situa tion has un
der scored the need for credit rat
ing in Paki stan to safe guard the
interest of investors.JCR-VIS
Credit Rating Com pany Lim ited
(JCR-VIS) is meet ing this re quire-
ment by providinganunbiased,
third party opin ion of the credit
qual ity of com pa nies to aid the in-
vestors, creditors andregulators.

Ouir first primer dealt with the
JCR-VIS meth od ol ogy that pro-
vides a foun da tion for the rat ings
as signed to com mer cial banks. In

this pub li-
Theim portance of ratingsis | cation. we
un der lined by the fact that int d’t
not only do the leas ing “? en. o
com pa nies in Paki stan have | highlight
dRsl.)‘29bbillion of out stiarlidira%/ the pillars
ebt, but ap proxi mately 40% )
of this amount com prises that sup
un se cured debt in the form port our
of COls, as of June 30, 2001 [ rating as
sessment

of leasing com pa nies. These com-
paniesrely oninstitutional borrow-
ings, Certifi cates of In vest ment
(COlIs) and the debt mar ket as

their pri mary sources of fund ing.

The im portance of rat ings is un-
der lined by the fact that not only
do the leas ing com pa nies in Paki
stan have Rs. 29 billion of out
stand ing debt, but ap proxi mately
40% of this amount com prises un
se cured debt in the form of COls,
as of June 30, 2001. Leas ing com-
panies are as signed lo cal currency
rat ings, which are a meas ure of a
firm's abil ity to re pay seniorun se-
curedobligationsinrupeeterms.
So far, JCR-VIS has rated a large
number of leasing companiesand
sev eral of their Term Fi nance Cer-
tifi cates (TFCs). Ourap prais als
pro vide an opin ion on the credit
worthiness of these companiesby
as sess ing their strengths and
weak nesses and the ca pacity to
main tain their fi nan cial strength in
the face of ad verse events. An en
tity's vul ner abil ity to changing
marketconditionsandup heavals
in the econ omy is also fac tored
into the ratings.

INTRODUCTION
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t JCR-VIS, we have to tal COls are cur rently held by
developed a compre-  the 5larg est com pa nies in the
hen sive sys tem of as-

sec tor. JCR-VIS ana lyzes the com-

N%"é‘?ggsbs signingratings,using  petitive
both qualitativeandquantitative strengths '|I'he larger Comrl'od nies Iip ﬂ:ie
. . . easingsector have util ize
factorsto as sessthe credit quality = ofentities their fran chise value to raise
of a com pany. Our ana lysts are and the debt, as evi dent by the fact
trained to look at the big picture, ability to that 90% of to tal COls are
to go be yond the num bers and sustain cur rently held by the 5
- . larg estcom paniesinthe
scru ti nize the com pany anditsen- and con sector
viron ment in depth. Ourratings vert these

are not the re sult of the analy sis of
a few key ra tios but the sum of a
detailed examinationand-critique
ofall qualitativeand quantitative
fac tors that drive the per form ance
of a com pany. Our job is to as-
sess, based on historical perform
ance and in di ca tors for the fu ture,
where the com pany is headed in
the days to come.

Acompany's pres entfinan cial
condition plays anim portantrole
in our analy sis, how ever, overthe
long term, fran chise value and
man age ment qual ity are strong
key driv ers of anin sti tu tion's fi-
nan cial strength. The fran chise
value is a com pany's abil ity to
gen er ate earn ings over the long
run based on its com petitivead
van tages. Some key fac tors such
as as set quality, ef fi ciency, market
share and funding ca pa bil ity can
help a com pany build its fran chise

A com pany's pres ent
financial conditionplaysan
im por tantrole in our
analy sis, how ever, over the
long term, fran chise value
and man age ment qual ity are
strong key driv ers of an
institution'sfinancialstrength

value. This is
mani fested in its
profitability,and
each com pany
can use a dis tinc-
tive strength or
competitivead-

van tage to im-
prove it. The larger com pa nies in
the leasing sec tor have utilized
their fran chise value to raise debt,
as evi dent by the fact that 90% of

strengths into an effectivefran-
chise value.

In emerg ing mar kets, like
Paki stan, where vola tile eco nomic
cy cles and sud den shocks are
translated on the assetportfolio,
protectionagainstdeteriorating
credit quality is very im por tant.
This un sta ble na ture of our econ-
omy has high lighted the im por-
tance of capi tal. A strong capi tal
base can pro vide pro tec tion
against un antici patedlosses. Fur-
thermore, sub stantial capital pro-
vides a leas ing con cern with
greaterflexibil ity to lev er age its
balance sheet. On the other hand,
forleasing com paniesin de vel-
opedmarkets, deteriorationinthe
as set qual ity usu ally oc curs over
the long run, thus enablingthem
to increasegeneralreserves/provi-
sioning against potentiallosses
over a period of time.

JCR-VIS also views high and
sustainablelev els of pre-provision
earnings/ba sic earnings as the pri-
mary buffer against wors en ing as-
set qual ity as they en able a
com pany to build capi tal and re-
serves against po ten tial losses.
The Se curitiesand Exchange
Commission of Pakistan (SECP)
has re cently made it man da tory
forleasing com panies to main tain
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their capi tal at a mini mum level of
Rs. 200 mil lion. This regu la tory
step has served to en hance the

JCR-VIS also views high and [ €@P! tal of
sustain able lev els of pre- leasing
provisionearnings/basic compa-
earn ings as the pri mary . d
buffer againstworsening nies an
as set qual ity as they en able €n Cour
a com pany to build capi tal aged
andre serves against mergers
potentiallosses .
and ac qui-

si tions, which JCR-VIS be lieves will
as sistin strength ening the sec tor.

Aseriousissueplaguingthe
leasing sec tor is the high rate of
non- performing leases and loans
(NPLs), a situa tion that can be at-
tributed primarily to thein ade-
quacy of risk as sess ment
pro ce dures and, to a lesser de-
gree, limited in dus trial growth that
hasledtosectoral concentration.
Leas ing across a spec trum of in -
dus tries re duces the risk of im pair
ment in the as set qual ity. Strict
credit poli cies and con tinu ous
monitoring of the portfolio are
looked upon fa vora bly by JCR-
VIS. We re view ac counts closely to
establishacom pany's ex po surein
each sec tor, which if ex ceed s 20%
of Net In vest ment in Leases (NIL)

sin gle party to 30% of un im paired
capital and re serves in stead of the
ear lier limit of 20% of NIL.

Transparency withreference
to the extent of dis clo sure of com-
panyinformationhasconse quen-
tial sig nifi cance for the rat ings and
our analysts ex amine the con for-
mance of an nual state ments to ac
counting standards. Anotherissue
that con cerns our ana lysts is that
at pres entleasing com panies do
not dis close the amount or clas si fi-
ca tion of NPLs in their ac counts.
Thus, we en deavor to seek full co-
op eration from man age mentto
ac cessthisinformation.

When the financial perform-
ance of a com pany is weak ened
orex ter nal fac tors have an un ex
pected nega tive im pact, the pres-
ence of parentorassociate
sup port gains greaterim portance.
How ever, un like banks, there is no

lender of last re-

sort for the leas-
ingindustry,
therefore, sponsor
sup port is of para-
mountim por-

Un like banks, there is no
lender of last re sort for the
leasingindustry,therefore,

spon sor sup port is of
paramountimportance

prompts a
Were view accountsclosely | furtherex-
to estab lish a com pany's s
ex po surein each sector, al.’mr‘latlon.
which if ex ceeds 20% of NIL | Similarly,
prompts afurther a drag on
g exami ncn-lon.Slml larly,a ] ratings
rag on rat ings may oc cur if
exposuretoasingleclient may oc cur
ex ceeds 15% of to tal eq uity ifex po-

sin gle clientex ceeds 15% of to tal
equity. SECPis pay ingin creasing
at ten tion to this fac tor and has re-
cently pro posed an amend ment in
the rules that gov ern the leas ing
sectorbyrestrictingexposuretoa

tance. The fail ure of a bank could
haveadomino ef fectim pacting
not only the per form ance of the
whole sec torbut weak ening the
econ omy as well. The banks,

there fore, usu ally have the sup-
port of the cen tral bank to over-
come tem porary stress. In orderto
judge the avail ability and com po si-
tion of as sis tance re ceived from
theparent/associatecompany,
analysts at JCR-VISex amine,
apart from the fi nan cial strength

of the par ent, any past in stances
when aid was re ceived and the
level of sup port it af forded the
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com pany. Thefinan cial po sition of

JCR-VIS exam ines, apart
from the fi nan cial strength of
the par ent, any past in stances

when aid was re ceived and
the level of sup port it
af forded the com pany

a com pany is
strength ened by
externalbacking
and may conse-
quentially en-
hance therat ing.

We seek to de ter mine the ef-
fective andjudicious utili za tion of
com pany re sources by the man-
agement. Corporategovernanceis
as sessed in light of the ap pli ca tion
oftransparency,accountability
andre spon sibil ity in the com+
pany's deal ings with its fi nan cial
stake hold ers. SECP has re cently
in tro duced such a code that at
tempts to es tab lish good cor po-
rate gov ern ance within the
com pany. JCR-VIS views this de-
vel op ment as an ex tremely sig nifi
cant and nec es sary step for the
regulation of manage ment prac-
tices in the cor po rate sec tor of

Pakistan.
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he last 20 years have
@ been wit nessto a
number of changes in

the finan cial sec tor of Paki stan,
specifically withtheincorporation
of an in creas ing number of Non
BankFinanciallnstitutions
(NBFlIs),includingleasing com pa-
nies. The first lease in Paki stan
was writ ten in 1983, by Na to ver In
ternational (Private) Limited,
which pio neered leas ing of ve hi
cles in Paki stan, whereas Na tional
DevelopmentLeasingCorporation
was the first listed leas ing com -
pany, in cor poratedin 1984. The
growth of the leas ing in dus try ini-
tially lacked mo men tum due to a
gen eral lack of aware ness of its

op erations and benefits as during
the eighties only six com pa nies
had started op era tions. How ever,
between 1991 and 1997, 25 com
panieswerefurtherincorporated.

The rea son for this boom was
the deregu lation of the econ omy
in the nine ties with lib eral gov ern-
ment poli cies open ing up ave nues
for growth in the leas ing sec tor.
What also helped was the grow ing
aware ness of the ad van tages of
leasing as com paredtoborrowing
from banks. Leas ing re quires a
relatively sim ple pro ce dure, which
coupled with the tax advantages,
has be come a very popu lar al ter-
nate source of fi nance for con
sum ers and com pa nies alike.
How ever, the growth of leas ing
com panies, like all finan cial in st
tutions, is in varia bly tied to the
econ omy of the coun try and the
level ofin vestmentactivity.

Leasingfollowsanevolution
ary path, be com ing more com plex
as mar kets ma ture. In Paki stan

duetotherelative underdevelop-
ment of the fi nan cial sys tem, the
concentrationhasbeen pre domi-
nantly in fi nance leases as com-
paredto op er ating leases, as the
risks as so ci ated with the lat ter are
more var ied. While a fi nance les sor
has to con tend with credit ori ented
risks, the op eratingles soralso has
to take into ac count higher as set
risk. The re sid ual value of the as set
hasmoreim portantramifications
here and op er ating les sors are ex
posed to a higher level of equip-
mentob soles cencerisk. Therefore,
sec ondary mar ket for the as setis
of primeim portance and op erating
les sors need to have the spe cific

ex per tise re quired to deal with the
re sale and main te nance of the type
of as sets leased.

Structure of the Leasing Sector

JCR-VIS categorizesleasing
com pa nies as small, me dium and
large on the ba sis of their as set
size. At pres ent, com pa nies having
an as set base of less than Rs.1 bil-
lion are cate go rized as small, be-

LEASING
SECTOR
OVERVIEW

tween Rs. 1 bil lion
and Rs. 3 bil lion as
me dium and
above Rs. 3 bil lion
as large. In the

Companieshavinganasset
base of less than Rs.1 bil lion
are cate go rized as small,
be tween Rs.1 bil lion and
Rs.3 bil lion as me dium and
above Rs.3 bil lion as large

leasing sector, not
countingthein active ormerged
firms, out of 29 com pa nies as on
June 30, 2001, 5 qual ify as large, 7
as me dium and 17 as small.

How ever, it is the 5 larg est leas-
ing com pa nies that have 66% of the
to tal mar ket share on the ba sis of
as sets, fol lowed by me dium sized
com pa nies which have 21% mar ket
share and the small com pa nies,
though be ing the most in number,
have the least mar ket share at 13%.

JCR-VIS Credit Rat ing Com pany Lim ited
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MARKET SHARE GROWTH TRENDS

Skl
11%;
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A large as set and eq uity base
serves to pro tect the com pany
against any ad verse influences of
the economic cy cle. Com panies
with a small as set base tend to
concentrate theirex po sureand
have alack of prod uct di ver sity
that makes them vulnerableto
competition from the relatively
larger con cerns. Suc ces sionand
depth of lead er ship, viewed in tan-
dem with the effi cacy of finan cial
con trols, are also a key man age
ment is sue for smaller con cerns.
How ever, the sig nifi cance of a large
as set base lies in the abil ity of the
com pany to ex ploit its size in or der
to con tinu ously im prove its per
form ance and in crease market
share.

'o1
Rs. BIL LION

'97 CAGR
%

'0oo0 '99 'o8

No. of Cos. 29

Total Assets 453
Borrowings  28.8
Equity 8.2

Paid up Cap. 5.0
Net Profit 03

Leasing &
Financing 35.6

Dividends* 0.3

31 32 32 32
396 362 343 318 93
238 220 204 189 115
82 79 78 75 22
4.7 4.6 4.4 4.3 3.8
05 05 06 09 (23.0)

29.6 277 270 253 9.0
0.4 0.4 0.3 0.4

*in clude bo nus shares

The as set base of the leas ing
sec tor has shown con sis tent ex
pan sion over the years with to tal
leasing and financingalsoin creas
ing at about the same rate. The
intro duction of leas ing as a fund-
ing source for capi tal ex pan sion of
manufacturing concernshasled
to an elementofsubstitution over
the years with leas ing start ing to
re place some of the more tra di-
tional sources of fi nanc ing.

Theassetconcentrationinthe
leas ing sec tor is in plant and ma
chin ery, which makes up 61% of the
totaldisbursements.Vehiclesand
equip ment fol low with 27% and 10%
re spec tively. This clearly shows that
fu ture growth will re main de pend ent
onincreasedin vestmentinthe

manufacturingsector.

ASSET CONCENTRATION s on June 30, 2000)

b e L
%, by

Fan &
Frluchinrmy
K1t

The nomi nal rise in eq uity
overthe periodisnotanindicator
ofim proving profit abil ity but is the
re sult of a slight in crease in paid
up capital, fu eled by is su ance of

JCR-VIS Credit Rat ing Com pany Lim ited
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rights and bo nus shares as most
of the com pa nies are try ing to in-
crease their paid up capi tal to
meet SECP's mini mum capi tal re-
quire ment. Over this four year
period there has been a con tinu-
ous de cline in net prof its (with the
ex cep tion of 2000), which has
been the out come of a high
number of non- performing leases,
increasing com petition and shrink
ing spreads.

Growth in leas ing and fi nanc-
ing has been funded pri marily
through bor row ings. Ini tially, leas
ing com paniesrelied heavily on
bank borrow ings. This trend
changed later with COls becoming
a ma jor source of fund ing. More
re cently, com paniesin this sec tor
have also ob tained fund ing
through is su ance of TFCs, though
this source does not, as yet, con
sti tute a sig nifi cant por tion of to tal
funding.

Ratingis not man da tory for
leasing com pa nies, but since COls
are not se cured in stru ments, the
SECP does not give per mis sion for
is suance of these cer tifi cates if the
com pany is rated be low in vest-
ment grade (BBB-). Simi larly, is su-
ance of TFCs re quires a rat ing if
the cer tifi cates are listed.

Majority of fund ing is through
localfinancialinstitutionsand
COls, with the lat ter com prising a
higher pro por tion of the to tal bor
row ings in 2001. COls have be-
come a very substantial source of
fund ing since bank bor row ings are
amore costly al ter na tive. As the
num bers clearly show, the larger
com pa nies fund their as sets
mostly through unsecuredinstru-

ments for the rea son that they
have greater fund ing ac cess due
to a stronger fran-
chise value.
Smaller com pa
nies, on the other
hand, fund major-
ity of their as sets
throughinstitu-
tional bor row ing. Even though
TFCs com prise a very small pro-
por tion of to tal fund ing, they have
emerged as an ex tremely im por-
tant source of finance for leasing
com pa nies, in view of the fact that
they help re duce the as setli abil ity
mis match and pro vide the ad van-
tage of disinterme diation from
banks.

The larger com pa nies fund
their as sets mostly through
unsecuredinstrumentsfor
the rea son that they have
greaterfunding ac cess due
to a stronger fran chise value

BORROWINGS AS ON JUNE 30, 2001 (Rs. BILLION)

ToTAL COls Fls FAs TFCs

JCR-VIS Credit Rat ing Com pany Lim ited

Large Leas ing Cos. 205 104 59 22 20
% of Sec tor To tal 71.0 900 539 592 728
Medium Leas ing Cos. 5.7 0.8 3.0 14 05
% of Sec tor To tal 198 72 274 384 180
Small Leas ing Cos. 26 03 2.0 01 02
% of Sec tor To tal 92 23 187 24 91
SectorTotal 288 115 109 3.7 2.7
% of Sec tor To tal - 398 379 128 95
Fls: Financial Institutions, FAs: Foreign Agen cies
An un tapped source of fund-
ing is assetsecuritization. This
could be a sig nifi cant tool for the
crea tion of rela tively low cost
fund ing by selling a port fo lio of
leases to a Spe cial Pur pose Ve hi-
cle (SPV). How ever, in Paki stan,
the leas ing sec tor has not been
able to de velop this source due to
ambiguity concerningtax-related
issues.
7
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Factors Impecllng’ the Growth
of the Leasing Sector

In the mid nine ties, the leas ing
sec torhad made grow ing con tri-
bu tions to the in vest ment in the
econ omy through funding Bal anc-
ing, Mod ernization & Re place ment
(BMR), how ever it was not able to

DISBURSEMENTS % FIXED PRIVATE
INVESTMENT

sus tain this contribution. Abreak
up of to tal dis burse ments as a per-
cent age of to tal fixed pri vate in
vest ment in the coun try re veals
that the leasing sec torhad been
ini tially pro vid ing around 6% of to-
tal in vest mentin the country in
1996, which de creased to 4% in
the later years. The gen eral de-
cline in the econ omy and low level
of BMR ac tiv ity from mid to late
nine ties had a ma jor role to play
in the reducingcontributions
made by leas ing com pa nies. How-
ever, there has been an im prove-
ment in 2001 with contribution

in creasing to 8%. This is at trib ut-
able to the sta bili za tion of the
econ omy and ex pan sionin the
textilein dustry whereleasingis
one of the im portant sources of
finance.

The wors ening eco nomic con-
di tion of the coun try dur ing the
mid nine ties had a nega tive im-
pact on the in dus trial sec tor lead
ing to a higher ra tio of NPLs.

Furthermore, at tracted by the
stock mar ket boom in the early
nineties, theleasing com panies
had made a number of equity in-
vest mentsto maintainli quidity
and bene fit from capi tal gains.
How ever, the sub se quentde cline
in the stock mar ket led to huge
losses and con se quently greatly

af fected the fi nan cial strength of
the sector. The profit abil ity en-
joyed by the leasingindustryin
the ear lier years had also
prompted the for ma tion of a
number of smaller com pa nies that
in creased the com petitioninthe
sec tor. When the econ omy took a
down turn, these smaller com pa
niesexperiencedseveredifficulties
and their profit abil ity gradu ally de-
clined.

NET PROFIT (RS. MILLION)
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In Paki stan, until re cently, leas-
ing had been con fined to spe cial-
ized leasing com pa nies and
mo darabas. How ever, with the tax
bene fits now also ap pli ca ble to fi-
nancialinstitutions,commercial
and in vest ment banks have re-
cently en tered the mar ket, though
with certainregulatoryrestrictions.
As the banks have accessto
cheaper fund ing, they have sub-
jected the spe cial ized leas ing com-
panies to se vere price pres sure.
Thus, in or der to main tain mar ket
share, the leas ing sec tor needs to

JCR-VIS Credit Rat ing Com pany Lim ited
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be come moreinno vativeinall as-
pects of its op era tions and main-
tain its com petitive edge of be ing
more customer-oriented.

Wl'lat tlle Future Holcls

The fi nan cial sector s frag-
mented into com mer cial banks,
leasing con cerns and other fi nan-
cial com panies com petinginone
or more sed ments. In the past two
years, the trend in this in dus try
hasbeentowards consolidation
with a number of merg ers and ac-
qui si tions tak ing place. One fea-
ture of this trend is that these
trans actions are tak ing place
across dif fer ent sec tors with a
number of in vest ment banks and
modarabasmerging withleasing
com paniestoprovidediversified
finan cial services un der one um-
brella. These merg ers have taken
place both for stra te gic rea sons
and to ful fill mini mum regu la tory
capitalre quire ments.

An other step to wards con soli-
da tion in the sec toris a re cent an
nounce ment by the SECP
con cern ing changes in the regu la-
tions of all NBFIs from the next fis
cal year. This step was taken in
ordertorealigntheseinstitutions
with pres ent and fu ture re quire -
ments of the econ omy. Un derthis
pro posedregulation, SECPis
bring ing all NBFIs un der one
head, known as the Non Bank Fi-
nance Com pany (NBFC), which
willun dertake allfinan cial services
ex cept bank ing func tions. The ob
jective of these regu la tions is to
cre ate greater depth in the fi nan-
cial mar kets by hav ing fewer but
stronger play ers in the field. This
has an added ad van tage of cre at-
ing a level play ing field, as all

NBFCs will have to operateunder
the sameregulations.

Furthermore, the economy is
show ing signs of im prove ment
withthegovernmentintroducing
andim ple menting reformsthat
have led to an im prove ment in the
balance of pay ments, in creasein
foreign ex changere serves, low
rate ofinfla tion and sta biliza tion of
the ex change rate. If these im-
prove ments per sist, JCR-VIS en-
vis ages that it could have an
im pact on the leas ing sec tor.

JCR-VIS Credit Rat ing Com pany Lim ited
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METHODOLOGY

herating objective of
@ JCR-VISis to as sess the
abil ity of aleas ing com -
pany to make timely pay ment of
its obli ga tions. The ba sis of the
agency's analy sis is a set of quali-
tative and quantitativefactors,
evalu ated in the light of a com-
pany's strengths and weak nesses
and their pos sible im pact on the
com pany'sfuture op erating per-
form ance andfinan cial strength.
Our rat ings in tend to pro vide a for
ward look ing opin ion of a com-
pany's abil ity to meet its debt
obligationsinthefuture.

Our ana lysts fac tor in all the
beneficialand ad verseim plica
tions of changing en viron mental
conditions, and the com panies're
sponse to these mar ket events.
The rat ings are not based purely
on histori cal perform ance since
JCR-VIS gives due con sid era tion
to anticipatedfuture performance
aswell. Ex ceptional performance
enjoyedtemporarily, or un der per
form ance with bet ter times an tici-
pated, is discounted. Sensitivity to
environmentalfactorsvariesalong
therating spectrum. Weaker com+
panies are more sen sitive to
changes in the

Weaker com pa nies are more
sen si tive to changes in the
environmentandthenature
and in ten sity of changes in
marketconditionshasa
sub stan tial im pact on their
fi nan cial strength and
ratings

environmentand
the na ture and in
tensity of
changes in mar
ketconditions
has a substantial

impact on their fi-
nan cial strength and rat ings.

How ever, changes in mar ket con
ditions donot nec es sarily have a
sig nifi cantim pactontheratings
for stronger companies, unless
the fac tors are more pro found
than what were an tici pated or

have a unique impact on the
company.

Whileas sessingthe quantita-
tive fac tors there are four ma jor
ar eas of con centration: as set qual-
ity, funding & li quidity, profitabil ity
andcapitalization.

Asset qual ity: Managing the
port£olio

Evalu ating the as set quality is
akeyfactorintherating as sess-
ment of leas ing com pa nies be -
cause their main source of debt
repayment is assetconversion;
cashre cov eries againstleasere-
ceiv ables. There fore, the main te-
nance of a high qual ity re ceiv ables
portfolioisnecessaryinorderto
en sure the timely serv ic ing of debt
obligations. Sinceim prove ment or
deteriorationinthe portfoliocan
lead to sig nifi cant changes in the
fi nan cial strength of the com pany,
JCR-VIS seeks to con duct a com -
pre hensive analy sis ofthe as set
quality of aleas ing con cern. We
look at past trends in NPLs, the
cur rent po sition and the abil ity of
the com pany to keep its head
above wa ter in the event that the
assetquality deteriorates sig nift
cantly in the future. Ouranalysts
as sess the level of in fec tion and
the effective ness ofthe man age-
ment poli cies regarding re cov eries
andrisk as sess ment pro ce dures.
We iden tify major cli ents of the
firm to study to tal ex po sure and
concentrationis suesthat mayim-
pacttheratings. Further more, we
ana lyze the strengths and weak
nesses of the in dus try in which a
sig nifi cant portion of as sets are em
ployed as well as the geo graphic
diversificationofinvestmentsin
leases and loans.
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Measuring the asset quality

JCR-VIS em ploys a number of
ra tios to gauge the level of in fec-
tion and pro tec tion against losses,
po tential and ac tual. The NPLs as
a % of gross leases and loans
give us a pic ture of the out stand
ing prin ci pal of in fected leases
against the to tal ex po sure. This ra
tio draws at ten tion to the qual ity
of the com pany's as sets by un der
scoring the size of the potential
losses and serves as anin di ca tor
of the health of the port fo lio. If the
ratio exhibitsdeteriorationover
time, it opens up an other line of
questioningto understandtherea-
sons be hind this af flic tion and the
qual ity of the risk as sess ment pro-
cedures.

We look at pro vi sions as a %
of to tal NPLs to meas ure how well
a com pany is cush ioned against
potentiallossesre sulting fromin-
fec tion in the port fo lio. In Paki-
stan, gen eral pro visions are not a
tax- deductible ex pense due to
which most leas ing com pa nies are
re luc tant to make such pro visions,
resultinginlack of protection
against un fore seen losses. We
also meas ure the pos sible im pair-
ment of eq uity by com paring the
amount of un pro vided NPLs
against the to tal eq uity of the
com pany. As NPLs are not dis-
closed in the an nual state ments,

onlyrepresentleasingcom panies
that have been rated by JCR-VIS.

We have ob served sub stantial
variationintheinfectionlevels,
which di gress from as high as 40%
to as low as 1.1% signifyingdis-
par ity in the risk as sess ment poli-
cies of the leas ing com pa nies.

The analy sis con ducted at
JCR-VIS not only incorporatesthe
evalua tion of the com pany but
also the role played by the regu la-
tory body in en sur ing that all poli-
cies are ad hered to and such
regu la tions are brought into ef fect
which will serve to for tify the sec
tor and im prove the per form ance
ofthe com panies.

Re cently SECP has pro posed
a number of amend ments in regu-
lations governingtheleasing sec-
tor. As men tioned ear lier,
ex posuretoasingleclienthas
been re stricted to 30% of un im-
paired capi tal and re serves, sub
stan tially re duc ing the risk of
hav ing a sig nifi cant amount of in-
vest ment in lease fi nance tied up
with one cli ent. How ever, at the
same time, SECP has pro posed
relaxingtheregulations con cern-
ingclassificationofrescheduled
leases giving com panies the lux-
ury of rec og nizing in come from
such leases much quicker than
previously permit-

thefollowing as set quality ratios ted. In this case,

JCR-VIS ap plies
its own more strin-

A re sched uled lease is not
consideredperforminguntil
30% of the re sched uled
amount has been re paid and

NPLs % Gross Leases & Loans 13.2 gentbenchmark. | 309 of the fime has elapsed,
Arescheduled with out de lay or de fault,
Net NPLs % Net Leases & Loans 104 lease is not con- sincetherescheduling
Pro visions % To tal NPLs 30.5  sideredperform-
. o
Net NPLs % Eq uity 01 ing un til 30% of the re sched uled

amount has been re paid and 30%

JCR-VIS Credit Rat ing Com pany Lim ited 11



PRIMER - Leas ing Com panies

of the time has elapsed, without
de lay or de fault, since the re sched
ul ing. In the event that a lease is
rescheduled for the secondtime,
JCR-VIS does not con sid er that
lease to be per form ing un til 50%
of the re sched uled amount has
beenserviced.

Fund ing & Li quid ity: The

essence of operations

Ac cesstofundingis an other
key rating de ter minant as it is the
fuel for all fu ture growth. Li quid ity
is the life blood of leas ing com pa -
nies, the lack of which could lead
to stag nant growth or even fail ure.
The aim of this analy sis is to judge
the abil ity of com pa nies to raise
funds with em pha sis on their fund-
ing strat egy. Ide ally, aleas ing con-

Ide ally, aleasing con cern's
fundingstrategyshould
includeavarietyoffunding
sources to pro vide risk

cern'sfunding
strat egy should in-
clude a vari ety of
funding sources

to pro vide risk di-

diversification

versification. More
spe cifi cally, we evalu ate the de-
gree to which the com pany has
been able to man age itsinter est
rate sen sitiv ity by match ing its as-
sets with li abilities, re sultingina
mix of short-term and long- term
debt that cor re sponds with the

ma turity andinter estrate profile of
theportfolio.

The evalua tion of li quid ity in-
cludes are view of all fund ing
sources avail able to the firm to
meet its debt ob li ga tions. These
sources in clude bal ance sheet
items, such as market able se curi
ties and maturingre ceiv ables, and
alternative funding sources such
as unu til ized bank lines and ac-
cess to debt mar kets. JCR-VIS, in
the de ter mination of arating, also

re views the depth, di ver sity and re-
silience of fund ing sources in the
event of a li quid ity cri sis by ana-
lyz ing the limit of a com pany's ac-
cess to capital mar kets or abil ity
toraise com mitted bank fa cilities
in stress situations. This re sults in
anunder standing of the sensitivity
of a particu lar com pany to un an
tici pated ad verse events. The li-
quid ity of the com pany to meet its
short-termobligationsisjudged
through the as sess ment of all near
term claims against short- term
sources of cash by applyingthe
followingratios:

CURRENT RATIO (X) (1999-2001)

CATEGORY AVG. Q1 Q2 Q3

Large 14 12 13 15
Medium & Small 1.7 1.1 13 18

Q1.: First Quar tile, Q2: Me dian, Q3: Third Quartile

ST DEBT % ST ASSETS
(1999-2001)

CATEGORY

Avc. Q1 Q2 Q3
Large 735 674 773 861
Medium & Small 70.0 391 682 83.7

Q1.: First Quar tile, Q2: Me dian, Q3: Third Quartile

JCR-VIS conssid ers the qualiity,
diversity, stabilityandimmediacy
of the sources of cash. The gen -
erationand prudentmanage ment
of these cash flows is a key is sue
in our as sess ment. The amount of
liq uid as sets a com pany has at its

LIQUID ASSETS %
TOTAL BORROWINGS (1999-2001)

AvVG. Q1 Q2 Q3
Large 132 96 124 140
Medium & Small 318 104 168 333

CATEGORY

Q1. First Quar tile, Q2: Me dian, Q3: Third Quartile
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dis posal to meet its debt also
helps to de ter mine the strength of
theliquidity.

As ap par ent by the num bers,
smallercom panies maintain
higherli quid ity as com pared to

larger con
Smallercompaniesmaintain  } cerns sim-
higher li quid ity as com pared
to larger con cerns sim ply ply
be cause they do not have because
the same de gree of ac cess to they do
;und ing that the.large firrps not have
o, based on their fran chise
value the same
de gree of

ac cess to fund ing that the large
firms do, based on their fran chise
value.

Generally,leasingcompanies
use cash flow from maturingre
ceiv ables/rent als to fund new
origi na tions and tap other fund ing
sources to fuel growth. Their core
li quid ity comes from the abil ity to
re place maturing debt and ob tain
new funds, which is an indicatorof
con fidence in the com pany. In
light of this sce nario, JCR-VIS
care fully evalu ates a com pany's
flexi bil ity to deal with mar ket
events and ca pac ity to fund new
busi ness. We place a high value
on a com pany's ac cess to debt
mar kets and the por tion of as sets
that can be liquidated with outany
consequentialimpairmentto
value.

Capitalization and leverag’e:

Buil(ling blocks for the future

Capi tal is viewed by JCR-VIS
as a cush ion avail able to a leas ing
com pany in the event of ad verse
eco nomic conditions. We fo cus on
a com pany's abil ity to grow its
capital base through re ten tion of
earn ings, as this is the most re li-
able source for sta ble growth. This

brings into fo cus the divi dend pay
out pol icy of the com pany as even
strong prof it abil ity can be diluted
through heavy cash payouts. A
sub stantial capital base, apart

from fortifying a com pany's sol
vency, pro vides

man age ment with
the abil ity to
make cir cum-
spectdecisionsre-
garding growth
andfundingalter-

Asub stantial capi tal base,
apart from fortifying a
com pany's sol vency, provides
man age ment with the abil ity
to make cir cum spect
decisionsregardinggrowth
andfundingalternatives

natives. In addi-
tion, it also shapes the market's
per cep tion of how well the com-
pany is pro tected against fu ture
losses. The fol low ing ra tio gives
the company's capitalformation
rate:

CAPITAL FORMATION RATIO (%)
(2000-2001)

AVG. Q1

CATEGORY Q2 Q3
Large 4.0 08 23 o0l

Medium & Small* 3.8 15 38 7.0

*ex cludingloss makingcompanies
Q1: First Quar tile, Q2: Me dian, Q3: Third Quar tile

Anotherconsiderationinour
analy sisis aleasing com pany's
lev er age profile. A high level of
leverage oftenindicatesanaggres-
sive risk strat egy, which should al-
ways be ac com pa nied by high
re turns. A high ra tio of debt would
also lead to less flexi bil ity when
the com pany re quiresin creased
funding. Heavy reli ance on capital,
on the other hand, sug geststhe
use of a more risk averse strat egy,
although an ex tremely low lev er-
age is not a very healthy sign
since itim plies in abil ity of the
man age ment to avail growth op-
portunities. Butlowleverage does
pro vide greater flexi bil ity to the
firm when look ing for in creased
funding.

JCR-VIS Credit Rat ing Com pany Lim ited
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DEBT LEVERAGE (X) (1999-2001)

CATEGORY AVG. Q1 Q2 Q3

Large 55 42 54 63
Medium & Small 1.9 08 15 29

QL1: First Quar tile, Q2: Me dian, Q3: Third Quartile

GEARING (X) (1999-2001)

CATEGORY AVG. Q1 (@)~ Q3

Large 52 40 51 61
Medium & Small 1.7 06 12 26

QL1: First Quar tile, Q2: Me dian, Q3: Third Quartile

The large com pa nies are com
paratively highly leveragedthan
the smaller ones, as they are able
to ac cept greater risk on the ba sis
of their fran chise value. Fur ther
more, at JCR-VIS, we also seek to
assesseffectiveutilization oflev er-
agethroughthefinanciallev erage
in dex, cal culated by dividing re
turn on av er age eq uity by the ad
justedreturnonav erage as sets.

ROAE/ADJUSTED ROAA (X)
(1999-2001)

CATEGORY AVG. Q1 Q2 (e)c]

Large 09 06 09 13
Medium & Small 09 06 10 12

*ex cludingloss making com panies
Q1: First Quar tile, Q2: Me dian, Q3: Third Quar tile

A ra tio greater than 1 would
sig nify a fa vor able ef fect from lev-
er age, but as evi dent from the
num bers, nei ther the large nor the
small com pa nies, apart from a
few, have been able to ef fec tively
man age their lev erage in there
cent past.

Prof it abil ity: The lzey to
financial streng’t}l

Earn ings are one of the key
de ter minants in the suc cess or fail-
ure of a leas ing com pany. It is the
most spe cific ex pres sion of a
firm's fran chise strength and has a
directim pact on the abil ity of the
leas ing firm to at tract eq uity and
debt in terms of amount and cost.
Profits have to coverop erating ex-
penses, debt serv ice and credit
losses, apart from pro vid ing a sta-
ble source of capitalforfuture
growth. The qual ity of earn ings is
given equal im portanceasthe
quan tity, with em pha sis on the
continuity and pre dict ability of
reve nues. This breeds confidence
amongst in ves tors and helps the
leas ing com paniesto se cure a
continuous ac cess to funding.

ROAA (%) (1999-2001)
Avc. QI Q2 Q3

Large 1.6 10 16 19
Medium & Small 4.0 1.2 30 61

CATEGORY

*ex cludinglossmaking companies
Q1: First Quar tile, Q2: Me dian, Q3: Third Quar tile

An effective meas ure of profit-
abil ity is the re turn on as sets that
serves as a check of the sound ness
of man age ment strat egy and com
pari son with peer firms. This is a
meas ure of a leas ing firm's ef fi
ciency in gen er atingreve nues from

ROAE (%) (1999-2001)
Avc. QI Q2 Q3

Large 9.5 51 96 137
Medium & Small 8.6 40 99 119

CATEGORY

*excludinglossmakingcompanies
Q1: First Quar tile, Q2: Me dian, Q3: Third Quar tile
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its bal ance sheet and de fines the
firm's earn ing power. Our analy sis
alsoin cor po rates the trend and
stability of these earnings.

The larger com pa nies due to
be ing highly leveraged have a
lower re turn on as sets as com
pared to the smaller firms. There-
fore, re turn on eq uity ac quires
added significancein com paring
the prof it abil ity of larger firms to
the smaller ones. Apart from
evaluating profitability, returns can
also haveim pli ca tions for avail-
abil ity of funds in the fu ture. In
case a com pany has not been
able to meet its tar geted re turn it
will be pres sur ized to amend its
policiesand possibly undertake
more risk, which could sound a
warn ing to credi tors that the com-
pany is in stress, lead ing to a de-
cline in the firm's credit stand ing.

A varia tion of the re turn on eg-
uity meas ure is the Ba sic ROAE
that is focusedonrecurringoper-
at ing earn ings rather than net re
turn. This ra tio high lights the
im portance of pre pro vi sion earn
ings as it deter mines the abiliity of
the com pany to make re quired
pro vi sions against fu ture credit
losses with out hav ing any sig nifi

BAsIC ROAE (%) (1999-2001)
AVG. Q1 (@)~ (e)c}

187 145 199 214
Medium & Small 127 83 134 17.0

CATEGORY

Large

*ex cludingloss making companies
Q1: First Quar tile, Q2: Me dian, Q3: Third Quar tile

cant im pact on the bot tom line.
We also seek to discernbetween
earn ings from core ac tivi ties and
non-leasingop erations. Though

non- lease in come does serve to
pro vide amodi cum of pro tec tion
against un antici pated losses or de-
clining profits, ma jority of earn-
ings should be de rived from the
com pany's core business.

Qualitative factors:
Sul)stantiating’ the quantitative
fin(ling's
Whilequantitativeconsidera-
tions are anim por tant com po nent
of JCR-VIS'srating as sess ment,
we give similarim portance to
qualitativefactors. Thesubjective
factors (own ership structure, regu-
la tions, fran chise strength, man
agementandindustry position)
can have ei ther a posi tive or nega-
tive im pact onthe overallrating
assessment. An
importantconsid
era tion is fran
chise strength
that is the com
pany's ability,
based on com-
petitiveadvantage,togeneratea
reasonablerisk adjustedreturn on
capitalforthe as certain ablefuture.
A strong and de fen sible business
fran chise with sus tain able core
profitability pro videsthe greatest
protectionforthe creditor.

Animportantconsideration
is fran chise strength that is
the com pany's abil ity, based
on com peti tive ad vantage, to
generateareasonablerisk
ad justed re turn on capi tal for
theascertainablefuture

Significance of ownership
structure

The dif fer ent forms of own er-
ship struc ture can have con sid er
ableimplicationsasvarying
de grees of parental sup port may
influence JCR-VISratings. The
analy sis of this is sue is based on
the evalua tion of the avail abil ity
and de gree of such sup port;
whether the sup portis ex plicitly
outlined orisim plicitly in ferred.

JCR-VIS Credit Rat ing Com pany Lim ited
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Con se quently, the credit qual ity of
the sup port ing en tity is also ana-
lyzed, as sup portforthe as so ci-
ated concernisde pend entupon
the fi nan cial well be ing of the par
ent. The key ques tion re mains:
what is the prob abil ity that the
parent/associate willsup portthe
subsidiary/affiliatein a stress

situa tion and, if re ceived, what will
be the na ture of such sup port?

Mana%ement Quality:

Translating thevision

Management'soperating
strate gies are the foun tain head of
successful performance asthey
have a directinfluenceonall as
pects of acom pany's op erations.
As such, the sound ness of the
strategy and suc cessfulap plica
tion of vi sion can af fect the fu ture
per form ance of a com pany. In or
derto com pre hend the strat egy
and vi sion it is nec es sary to as-
sess the man age ment's com peti
tive strengths and strategic
weaknesses. Equal consideration
is also given to the qual ity of man-
age ment in terms of the depth of
experienceintheleasingsector,
and quali fi ca tions of not only the
top ex ecu tives but other key of ft
cials in the com pany as well. Suc-
cession plan ning and the
trans la tion of the vi sion and strat-
egy in eve ry day man age ment of
the firm, evalu ated in the light of
histori cal perform ance, putsthe
analyst in a stronger positionto
predictmanagerialdecisionsand
theirfinan cial outcomes.

Competency of management
isnecessary toreduceop erational
risks, as in ept man age ment would
lead to errors and frauds risk ing
the repu ta tion and fran chise value

of the en tity. This high lights the
significance ofinternal controls

and the im por tance given to such
meas ures within the com pany. A

lax ap proach to wardsinter nal con-
trols Alax ap proach to wards
would ul ti- internal controlswould
mately ulti mately have a negative

impactonthefinancial
strength of the com pany

have a
negative
im pact on the fi nan cial strength of
the com pany and as such, JCR-
VIS gives due weight age to this
factorintheratings evalua tion.
Our as sess ment also takes into

ac countthe Man age ment Informa
tion Sys tems em ployed in a com -
pany with ref er ence to the

ade quacy of the syste ms to gen er
ate use ful data that can be util ized
by the man age ment in timely de ci
sion mak ing.

Even though the assessment
of man age mentis a qualitative
fac tor, JCR-VIS does use a few ra-
tios to judge the ef fi ciency of op
erations. Efficiencyratiosare
given due weight age be cause a
low cost base and ef fi ciency of
em ploy ees en ables acom pany to
main tain profit abil ity even while it
faces a strain on revenues. Peer
group com pari sons such as cost
per em ployee and profit per em-
ployee are use ful in high lighting
the difference be tween com panies
intheirrelative effi cien cies.

AVERAGE EFF PFT/ CST/
(2000-01) (%) EMP EMP
Large 42.23 0.58 0.79

Medium & Small  56.25 0.33 0.82

EFF: Ef fi ciency, PFT/EMP: Profit per Em ployee (Rs. m),
CST/EMP: Cost per Em ployee (Rs. m)

Asthe num bersin di cate, the
large com pa nies are more ef fi cient
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than the smaller ones, sub se
quently, they also have a higher
net profit per em ployee and a
com para tively lower cost per em-
ployee.

JCR-VIS also considersaleas-
ing com pany's mar ket share in
terms of to tal as sets, ex pense ef fi-
cien cies and pric ing power. Fur-
thermore,acompany'soperating
environment is also given due
considerationandtheinfluence of
economic factors, policy shifts
andregulationsis also analyzed
because the environment in
which the leasing com pany op er-
atesis key toun der stand ing its
operations.

The warn ing sig nals that ana-
lysts at JCR-VIS are on the look-
out for are stag nant growth in
as sets, in creasing ra tio of NPLs,
impairment of equity due to
losses not provided for, lack of li-
quidity anddecliningoperating
margins. By pick ing up such sig-
nals and conductinganin-depth
analy sis we en deavorto pro vide
the con cerned par ties with our
timely opin ion on a com pany's
future.
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GLOSSARY

Asset Quality:

Capitalization & Leverage:

Non- performing leases and
loans (NPLs): Total outstanding
prin ci pal amount for leases and
loans (net of lease key money)
whose rent als are out stand ing for
more than 180 days.

NPLs % Gross Leases and
Loans : NPLs as a per cent age of
gross leases and loans (net of
lease key money).

Provisions % Total NPLs: Total

pro vi sions as a per cent age of to tal
NPLs.

Net NPLs % Eq uity : To tal NPLs
net of pro vi sions as a per cent age
oftotal equity.

Net NPLs % Net Leases &
Loans NPLs (net of provisions)
as a per cent age of leases and
loans (net of pro vi sions & lease
key money).

Fun(ling’ & Liquiclity:

Liquid assets: cash, bank bal
ancesand marketablesecurities
(val ued at lower of cost or market).

CurrentRatio: Currentas sets
(net of current portion of lease
key money) di vided by cur rent I
abilities (net of current portion of
lease key money).

Short Term Debt % Short Term
Assets: Shortterm borrowings
(including currentmaturities) as
a per cent age of leases and loans
due in one year (net of current
portion of lease key money) plus
liquid assets.

Liquid as sets % To tal borrow-
ings: Liq uid as sets as a per cent-
age of total borrowings.

CapitalFormationRatio: Net
profit less cash divi dend as a per-
cent age of eq uity at the be gin ning
of the year.

Debtleverage: Totalliabilities
(net of lease key money) divided
by total eq uity.

ROAE/ Adj. ROAA: Re turn on
av erage eq uity divided by return
on av er age as sets ad justed for fi-

nan cial charges, net of the tax
shield.

Gearing: Totalborrowingdivided
by total eq uity.

Profital)ility:

ROAA : Net profit as a percentage
of av er age as sets (net of lease key
money).

ROAE : Net profit as a percentage
ofaverageequity.

Ba sicROAE : Profit bef ore taxa -
tion and pro vi sions as a per cent-
age of av erage eq uity.

E Hiciency :

Efficiency :Operatingexpenses
as a per cent age of to tal reve nues,
net of fi nan cial charges.

Net profit per em ployee: Net
profit di vided by the to tal number
of em ploy eesina com pany.

Cost per employee: Total op er-
ating ex penses di vided by the

to tal number of em ploy eesina
company.
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