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Saad Hashemy (Head of Research)
JS ABAMCO Research, Karachi, Pakistan

The Karachi Stock Exchange benchmark index, KSE-100, started
the new fiscal year on a negative note and was down 1.5% in the
month of July. The key sectors that contributed to this negativity
in market sentiment were cement and commercial banks, which
were down by 6.2% and 4.5% respectively. The ongoing political
uncertainties continued during the month of July, which
exacerbated with the Lal Masjid situation. The Index felt the the
brunt of the political tension and was down by 1,000 points (intra-
day basis) during two consecutive trading sessions. The market,
however, has since recovered, driven mainly by strong
fundamental equity valuations.

In this month's equity review, we take a look at KSE's
performance during July during the last few years and see
whether the first month of the new fiscal year has helped set the
tone for the remainder of the year.

The KSE-100 Index posted a gain of 10.1% in July 2001 and
ended the year positive and was up 29.5% for the fiscal year
2002. Moving forward in 2003, the KSE-100 Index, after posting
a return of 1.0% in July 2002, nearly doubled during the fiscal
year and was up 92.2% by end June 2003. In fiscal year 2004,
the KSE-100 Index was up 55.2% for the whole year while in the
month of July, the KSE-100 Index was up 15.2%. In 2005, the
KSE-100 Index was up a meagre 0.2% in July while for the whole
year the index showed gains of 41.1%. In 2006, the KSE-100
Index was down 3.6% in July while for the fiscal year the index
was up 34.1%. Last year, the KSE-100 Index was up 5.1% in the
month of July while for the fiscal year the index was up 37.9%. As
can be seen from the above, the month of July has not always
resulted in setting the tone for the new fiscal year for our local
equity market.

The month of July saw gains in fertiliser, technology and
communication and exploration and production sectors, which
were up 6.3%, 4.0% and 2.1% respectively. Losers for the month
of July were mainly cement and commercial banks, which were
down 6.25% and 4.5%, respectively. It should be noted that both
commercial banks and cement stocks have had a run during the
last fiscal year (up by 76.4% and 28.8% respectively during fiscal
2007) and July could very much be seen as a correction for these
sectors.

Barring any changes on the political front, which could have an
adverse impact on market sentiments in the short to medium
term, we are of the view that July’s lackluster performance cannot
be taken as an indicator for the rest of the fiscal year. We believe
that equity fundamentals remain strong and will likely provide
support incase of any downside and will continue to drive
valuations for the remainder of the fiscal year.
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Farrukh Karim Khan (Economist)
JS ABAMCO Research, Karachi, Pakistan

The SBP's bi-annual monetary policy statement (MPS) released on
31st July was more hawkish than markets expected. In essence,
there were three policies changes; two tightening measures and one
neutral change. We list them below along with their expected im-
pacts.

The policy discount rate has been increased from 9.5% to 10%.
This would serve to increase Treasury bill cut-offs, which in turn
would allow the SBP to ensure more effective sterilization of ex-
cess foreign liquidity. We expect T-hill cut-off yields on all tenors
to increase by 35-40 basis points, and given the hawkish nature
of the monetary policy statement, most of the interest is likely to
be in the 3 month and 6 month tenors. KIBOR, being a liquidity
driven rate, will only show a sustained increase if the discount
rate hike reduces liquidity. Given the current comfortable liquid-
ity position, the rise in KIBOR should be less than the increase
in the discount rate.

The Cash Reserve Requirement (CRR) for banks has also been
modified. Previously, demand and time liabilities with maturity of
less than six months were subject to a CRR of 7% whilst time
liabilities of maturity of more than six months were subject to a
CRR of 3%. The new monetary policy requires a CRR of 7% on
demand and time liabilities with maturity of less than one year
and time liabilities of maturity of more than one year are zero-
rated; thus no CRR is applicable on them. A hard calculation of
the liquidity impact is difficult to ascertain at this stage (given
that the latest maturity profile available is from Dec 06). Our es-
timates indicate that the net impact would be to slightly reduce
the effective CRR rate; however the magnitude is unlikely to re-
sult in any significant liquidity change. The primary purpose of
the change in regulations is strategic; it provides an even
greater incentive for the banking sector to mobilize long-term
deposits, and aims to redress the banking sector’s strategy of
picking up fixed deposits of upto only six months of one year's
maturity.

SBP has also stream-lined the export refinancing scheme in
order to check reserve money growth and instill market based
credit delivery systems. Under the previous scheme, export re-
financing was funded by the SBP, whilst banks acted simply as
intermediaries, and made a clean spread of 1.5% on these
working capital loans. SBP has set a limit of export refinancing
at the outstanding levels of FY07 (approx PKR 150 bn), out of
which 70% will continue to be provided by the SBP whilst 30%
will be contributed by banks from their own funds. The cumula-
tive impact on the sector will be a liquidity contraction of PKR 45
bn, but as this amount has to be disbursed over the course of
the whole year, the liquidity impact will be staggered and di-
luted. On current levels, it means that the banking sector's un-
derlying loan to deposit ratio will increase by 1.24%.

All three policy initiative are aimed at curbing the runaway growth of
reserve money in FYQ7, slowdown in which is instrumental in order
to contain inflationary pressures. In form, these measures of tighten-
ing are piece-meal measures. They are not demand destructive, and
should not materially impact lending rates. What they are ensuring is
a more efficient sterilization process, coupled with promoting greater
efficiency in the banking and export sectors’ resource mobilization.
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More important than form is the underlying spirit of the MPS, with the
SBP introducing strategic changes in its monetary policy framework.
The formulation of the Annual credit plan (which gave explicit targets
for government budgetary borrowing from bank, private sector credit
etc) has been abandoned. In its place a monetarist Chicago School
approach to central banking has been adopted, which seeks to keep
broad money M2 growing at the pace of nominal GDP. SBP has
indicated that it will estimate Net Foreign Asset (NFA), based on
projected capital inflows, while Net Domestic Assets (NDA) will only
be an imputed residual.

In order to contain M2 growth to the nominal GDP target (13.7% in
FY08), the SBP has explored virgin territory and applied provisions
of the State Bank Act of 1956 (section 9A), whereby it recommends
the GoP to retire SBP borrowing worth PKR 62.3 bn in FY08, adopt
quarterly ceiling on budget borrowings from SBP, and look increas-
ingly to PIBs and NSS to fund budgetary shortfalls. In previous
years, the GoP has regularly borrowed from the SBP to funds its
deficit requirement, and met its full year target by repaying the SBP
debt when a big privatization or GDR receipt was materialized. How-
ever, SBP points out even a sporadic rise in borrowing can translate
into reserve money growth with long lasting inflationary impact.

Going forward, the SBP has set an inflation target of 6.5% for FY08,
and future changes in monetary policy will be governed by the suc-
cess or lack thereof in achieving this target. There is a clear indica-
tion from the SBP that achieving the inflation target is its primary
objective, with broad money (M2) being its intermediate target and
reserve money (MO0) being its operational target.

With regards to inflation, SBP looks at three measures- headline
CPI, non-food non-energy inflation, and the 20% trimmed mean
measure. SBP statements indicate that it is headline inflation num-
bers to which they attach the greatest weight in policy-making. Within
the two core inflation measures, a recent SBP study highlights that
the 20% trimmed mean is a better predictor of long-term trends in
core inflation, compared to the non-food non-energy metric. We had
highlighted the importance of this debate back in our “PIB Auction
Review” of March 5, 2007, and believe it is important for markets to
attach more importance to the 20% trimmed mean measure as
compared to the non-food non-energy inflation. Had markets done so
before, they would have realized that the 160 basis points decline in
non-food non-energy inflation in FYO7 was juxtaposed against a
mere 10 basis point reduction in the 20% trimmed mean measure.
As the figure below displays, in such a scenario, the non-food non-
energy inflation metric lulled markets into a false sense of security.
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UTP

Unit Trust of
Pakistan

UTP is a balanced fund that aims to preserve and grow
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. o ; - 60%
investor's capital in the long term while providing a regular  Total retumn 2740 4738 6011 ’
stream of current income on an annual basis. The fund  ann. return 28.1 485 616 | 40% BM
operates a diverse portfolio of equity and fixed income  ann volaility 1194 2382 3412 | o
investments whereby the equity component is meant t0 g volatilty 701 1601 2307 ° }UTP 4
provide the growth in capital while dividends on the equity Downside dev. [10%] 846 1581  22.90 0%
component along with the fixed income investments help Sharpe [10%] .(x) 099 047 049 20% 35% 50% 65%
generate the current income. Sortino (x) 1'40 0'71 0'74 X-axis: Ann. Return, Y-axis: Ann. St. Dev.
The fund’s NAV declined by 1.87% as compared to a fall of
N o A
0.59% and 2.21% in the Benchmark (BM) and KSE-30 index " o ey 1108 2340 3815 5431 Number 17 17 17
during the month, respectively. We slightly reduced our ooy 4160 7489 8579 109.70 -+vemths 92 72 7
positions in Te>_<t|Ie$ and Oil & Gas Marketing during J_uly S \orst retumn 902 291 1009 2198 +vemihs (%) 79 62 61
we booked gains in these at strength. However, while we
almost maintained our exposures in E&P, Cements, and
Fertilizers, we gradually build up holdings in select Banking,
Telecom, and Chemical stocks, where we thought the 6.0%
prevailing price bands deserved Value buying based on
cheap valuations. In coming weeks, we expect the market to -
remain range bound given the emerging political situation in ;
the country, which can potentially unfold the next direction .
for the market. 0.0%
As of June 30th, the fund's exposure in Equities and Fixed | -30%
income stood at 64% and 36% respectively, almost same as
of previous month. In our fixed income portfoli, we plan to _6'0%07/01/07 07/07/07 07/13/07 07/19/07 07/25/07 07/31/07
gradually deploy the funds in fresh TFC issues as well as
money market placements. UTe = EM KSE100
Fund type Open end E&P 156 16.0 04 MaxDD (%) 1395  39.93  60.89
Fund launch date 27 October, 1997 Textiles 12.4 16.3 -3.9 Mths in max DD 3 7 7
Net assets (PKR/USDmn) 3,907.60/64.70 Comm. bks. 11.0 8.3 2.6 Mths to recover 4 18 19
NAV (PKR/ USD) 7,240.35/119.87 Fertilizer 7.2 8.2 -1.0
Listing LSE Telecom 45 2.8 17
Trustee CcbC Paper & board 33 3.3 0.1
Auditors KPMG OMCs 2.2 3.4 -1.2 KSE100 1.29 0.22 4042
Risk profile Medium Mutual Funds 2.2 2.0 0.2 A30 0.61 0.61  86.17
Management fee 2.00% Others 55 3.9 1.6
Fixed incon Eep Texles A
28.4% 19 5% Others 14.3%
ﬁ / 51.2%—\ )
\ /
L
Others \,
20.6%
Equ@s \Coln;r;u/bks ;EDC
’ 11.1%
63.9% Telecom / !Femhzer _
7.1% 11.3% NBP \PTCL PPL
6.8% 1% 959
* As % of market value of equities investment
FYO08 - UTP -1.87 -1.87 -21.98
FYO08 - BM -1.47 -1.47 -17.31
FYO07 - UTP 5.39 -5.16 2.39 5.69 -3.31 -3.64 6.99 0.53 -0.67 7.29 3.76 7.03 28.28 28.28
FYO07 - BM 381 -2.63 3.38 5.69 -4.12 -3.55 8.85 -0.31 0.83 7.07 3.60 4.63 29.77 29.77
FYO06 - UTP 1.12 4.06 6.67 1.32 5.82 5.47 6.62 7.44 0.93 0.53 -9.95 -0.37 32.36 32.36
FYO06 - BM -2.32 6.25 4.07 0.41 6.84 4.34 7.32 6.43 0.42 -0.64 -9.27 1.59 26.76 26.76

Note: We use weightage of 30% 6M KIBOR and 70% KSE-30 as benchmark (BM) of UTP for simplified performance comparison
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JS ABAMCO Limited*

Head Office Regional Office

7th Floor, The Forum, G-20 Ground Floor
Khayaban-e-Jami, Clifton 307, Upper Mall
Karachi. Lahore.

Tel: 92-21-111-222-626 Tel: 92-42-111-222-626

Branch Offices

Karachi Karachi

Shop # 8, Ground Floor, 209, 2nd Floor,
Business Avenue, PECHS, Park Towers,

Block 6, Sharah-e-Faisal. Clifton.

Tel: 92-21-4322094-6 Tel: 92-21-5820100
Sialkot Gujranwala
27-Paris Road, 40 Trust Plaza,
Sialkot. Gujranwala.

Tel: 92-52-4298501-2 Tel: 92-55-3252953

Call us 0800-00887

www.abamco.com

* Formerly ABAMCO Limited

Regional Office

Chaudhary Plaza, 65-West,

Ground Floor No. 6, Fazal-e-Haq Road,
Blue Area, Islamabad.

Tel: 92-51-111-222-626

Hyderabad

41/97, Ground Floor,

Opp: Bank Al-Habib Limited,
Saddar.

Tel: 92-22-2720250

Peshawar

1st Floor, State Life Building,
34-The Mall.

Tel: 92-91-5253844-6
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