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Sector Loan Growth under Pressure, IDR Supporting

Pakistan Banking Sector

Assets Growth Market Weight

Balance Sheets of banks have been growing at astonishing rates over the last few quarters. Sector Market Cap (PKR bn) 1,297
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the primary contributor to the expansion in balance sheets of banks with investments
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Credit Slowdown Has Dented Asset Quality

Credit quality of the banking system has faced a severe dent following the outbreak of
the pandemic. Infection ratio as at Jun'20 for the banking sector stands at 9.7% against
9.1% as at Mar'20 and 8.8% SPLY. NPLs are up 10% YoY / 5% QoQ while slowdown in loan
growth has exacerbated the deterioration in infection, with gross advances growth
clocking in at a nominal 0.6% YoY whilst declining 1% QoQ. The spike in NPLs is in spite
of the moratorium given by the SBP (principal repayment deferment scheme whereby
companies can have their principal repayments deferred for one year with no impact on
credit history). As per latest data, PKR 644bn worth of loans have been deferred by banks
(~7% of gross advances). Banks have built up their coverage ratios and booked heavy
provisioning expenses during the outgoing quarter, in order to build buffer against
further NPL accretion and cushion the adverse impact on the banks’ balance sheets. Total
coverage ratio for the sector has climbed up to 82% against 78% SPLY. Most banks have

booked a general provision to cushion any stress on books from future NPL build up.

Consolidated Capital Base Places Banks On a Firm Footing

Unlike the 2008 crisis banks in Pakistan have entered the current crisis posed by the
COVID-19 pandemic with strong balance sheets. In CY08 and CY09, CAR for the banking
sector stood at 12.2% and 14% respectively. CAR for the industry is currently at a mighty
18.7% against 16.1% SPLY (against requirement of 11.5%), while CET1 ratio stands at
14.7% against a requirement of 9%. Currently only 3 banks have reported a CAR below
the regulatory requirements against 6 banks SPLY, while 25 banks' CAR is above 15%
against 19 banks SPLY. Owing to banks’ strong balance sheets the SBP has encouraged
banks to lend more and fuel the economic revival in the country. For instance, the SBP
had reduced the Capital Conservation Buffer (CCB) from 2.5% to 1.5% in order to free up
liquidity for banks to fuel credit growth in the economy. Slowdown in credit growth and
higher investments in risk-free debt instruments has contributed to slowing down the
growth in risk weighted assets which increased by 3.7% YoY during Jun'20 against 5.5%
YoY during Jun'19.

Broad Money Growth Fueling Deposits

Deposit growth in the banking system has picked up pace in recent months, especially
since the outbreak of the novel coronavirus. Deposit growth during Jun'20 clocked in at
14.3% which is the highest YoY surge since Mar'17 when deposits registered a 14.4% YoY
increase. The sudden surge in deposits can be attributed to the recent surge in money
supply which has been accentuated by growth in currency in circulation, which has
contributed 31% to the M2 stock as per latest SBP data, vis-a-vis 28% at the end of CY19.
Increased borrowings by the government for fiscal support since the outbreak of the
pandemic has spurred this growth. Government borrowings for budgetary support have
registered a sharp 15% rise CYTD, with the borrowings from scheduled banks increasing
27% CYTD.
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HLITCRIZAN M2 Growth
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J[ICHIEEM Staggering Growth in Deposits

(PKR Trn) Deposits ®— Deposits YoY

16.5

16.1

15.8

15.4

151

14.7

14.4 ® .

14.0 e ° R

13.7

13.3
Dec'19 Jan'20 Feb'20 Mar'20 Apr20 May20 Jun'20 Jul'’20

35%

30%

25%

20%

15%

10%

5%

Source (s): Company Financials, AHL Research

MCB Bank Limited

Page 3



MCB - Commercial Banks

MCB: Weathering the Storm
Our top pick from banks is MCB (Jun'21 TP: PKR 232/share, upside of 36%) primarily

owing to sound fundamentals amid an environment which is seen as not too
conducive for the banking sector. Lack of international exposure (~5% of loan book
compared to ~19% for UBL and ~18% for HBL) protects the bank from overseas NPL
accretion (threat faced by UBL particularly) as well as regulatory risks. Despite a one-
time hit of PKR 1.6/share due to revision in corridor (discount rate is now 100 bps
above policy rate), a high saving deposit proportion has helped fuel a higher
downward revision in deposit costs, cushioning pressure on NIMs. Furthermore, MCB
traditionally boasts impressive asset quality owing to prudent lending practices and
coupled with a low Gross ADR of 42% compared to sector ADR of 50%, places the
bank on a relatively firmer footing in an environment where asset quality deterioration
is @ major threat for banks. PIB accumulation (+193% YoY, contributing 43% to
investments vis-a-vis 17.5% SPLY) should help keep NIMs afloat as well. A lucrative
CY21F dividend yield of ~12% adds to the appeal of the stock. The stock trades at an
attractive CY21 P/B of 1.1x — a 26% to last 5-Yr average P/B of 1.51x, while offering a
forward 5-Yr average ROE of 17.7% against last 5-Yr average ROE of 15.2%.

W Valuation Snapshot
CY19A CY20E CY21F CY22F
EPS PKR 19.85 23.09 25.28 25.85
DPS PKR 17.00 20.00 20.00 21.00
P/E X 10.32 740 6.76 6.61
DY % 8.30 11.70 11.70 12.28
P/B X 1.42 1.12 1.10 1.08

Source: Company Financials, AHL Research

Investment Yields, Deposit Portfolio to Support NIMs

Maturity profiling of investments is a primary source of support to the bank's NI
going forward. A shift from the lower end of the yield curve to the higher end when
interest rates had peaked should help arrest pressure on the bank’s NIMs, following
monetary easing of 625bps. As per the management, the average yield on the bank’s
fixed rate bond portfolio stands at 11.3% while average yields on the floater bonds
stand at 13.7%. As at THCY20, PIBs contribute 44% to investments. Going forward we
model the bank's investment yields to settle at 10.2% by Dec'20, while IDR is assumed
at an average of ~69% over the next 5 years. The bank is likely to shift towards shorter

tenor securities given that the interest rates have most likely bottomed out.

MCBPA
Recommendation BUY
Target Price (Jun'21) 231.7
Current Price 171.0
Upside (%) 355
Shares (mn) 1,185
Market Cap. (PKR mn) 202,598
Market Cap. (USD mn) 1,220
Major Shareholders
- Maybank, D.G Khan Cement, Nishat Mills Ltd
Price Performance
M 6M 12M
Return (%) 2.7 8.1 4.3
Avg. Volume (000) 443 549 636
High Price - PKR 183.3 186.0 2244
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JICHIZ B Investment Book to Shift towards Shorter End of the Yield Curve
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MCB's stellar deposit franchise will help the bank weather the storm of monetary easing.
A 54% saving deposit proportion resulted in a one-time hit to earnings of PKR 1.6/share
due to revision in the SBP corridor. However the heavy concentration of saving deposits
in its portfolio has helped the bank to enjoy a drastic reduction in its interest expense as
a result of the aggressive rate cuts. Cost of funds for the bank has come down to 6.3% as
atJun'20 (against 7.2% last quarter) vis-a-vis sector cost of funds of 6.8%. With the impact
of the June rate cut of 100 bps yet to reflect, NIMs should sustain pressure in 3Q before
taking a significant hit in 4Q. The management expects NIMs to start deteriorating from
4Q onwards. We expect the bank’s cost of deposits to recede to 4.7% by Dec'20 against
6% as at Dec'19, while NIMs are modelled at 5% as at CY20 (CY19: 4.7%) and at 4.8% in

Cy21.
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Capital Gains to Support NFI

Unlike most banks that decided to protect their earnings, MCB restrained from booking
any capital gains during THCY20 as its NIl momentum coupled with an impressive control
on OPEX has kept the bank on a firm footing. While NIMs are to face suppression,
monetary easing has inflated banks’ revaluation surplus on the investment book,
particularly on PIBs. Moreover, the strong rebound in the equity market has helped
further. As of Jun'20, MCB's surplus on its AFS investments portfolio stands at a massive
PKR 30.4bn against PKR 6.7bn as at Dec'19. The federal government securities portfolio
holds a surplus of PKR 30.5bn while the equity portfolio bears a deficit of PKR 163mn (PKR
2.5bn deficit as at Mar'20) as a result of the hammering of the stock market following the
COVID-19 outbreak. During the low interest rates era of CY15-CY17, MCB's capital gains
constituted an average of 0.85% of its Investments book. We have assumed this ratio at
0.7% for CY20 and 0.5% for CY21. Capital gains are estimated at PKR ~6bn in CY20 and
PKR 4.8bn in CY21, translating to a per share impact of PKR 3.06 and PKR 2.49 respectively.

MCB Bank Limited
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Well Shielded from Asset Quality Deterioration

MCB has traditionally been known for conservative lending practices over the last 10
years. The last time the bank’s Gross ADR ratio exceeded 60% was in CY10. It may be
noted that the same is true for the industry as a whole. However, the bank’s average gross
ADR has been starkly lower over the last 10 years as opposed to that of the whole industry
—50% against 56% respectively. As at 2QCY20 the bank’s gross ADR stands at 44% against
an industry ADR of 50% for all banks while the bank’s IDR stands at 69% against sector
IDR of 63% for all other banks. Conservative lending, coupled with an accumulation of
high yielding bonds places is likely to be a strong shield for the bank in the low rates era.
Moreover, a low ADR should help shield the bank from major asset quality deterioration
as well. The COVID-19 pandemic is a looming sword over banks' infection ratios with cash
cycles of companies facing severe suppression. A one-year moratorium has been given
by the SBP for principal repayments. However, the management is of the view that NPLs
will start emerging once the moratorium expires. In the last 2 years, overall NPLs in the
banking system have registered a whopping 34% rise in NPLs, since the SBP initiated its
monetary tightening regime. MCB during the said period has seen a minimal 4% jump in
its NPLs. This has in part been supported by recoveries flowing in from NIB in addition to
its prudent lending and strict credit risk management. As at 2QCY20, MCB has recovered
~PKR 5.3bn from the NIB book out of a total of PKR 29.6bn, as per the management.
Management expects delay in achieving the earlier target of 40% recovery in 3 years since
acquisition. That said, certain clients have significant exposure and progress on recovery
against those accounts would speed up the total recovery. Going forward, we have
remained conservative in our modelling and have assumed NPLs to increase 12% by
Dec'22 from CY19.

FOICHICI Asset Quality
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THCY20: NIl Downturn, Absent Capital Gains Suppress
Earnings

MCB announced earnings for THCY20 below expectations, at PKR 13.4bn (EPS: PKR 11.33),
depicting a YoY uptick of 29% / 3% QoQ (2QCY20 EPS: PKR 5.74). NIl momentum for the
bank continued with monetary easing providing drastic fuel on a sequential basis. NFI for
the bank was down 9% YoY / 17% QoQ and the bank booked hefty provisioning charges
during 2Q. Net Interest Income of the bank settled at PKR 38.3bn, portraying an
impressive 29% YoY increase while on a sequential basis, witnessed a 21% acceleration
owing to suppressed interest expense due to the aggressive rate cuts by the Central Bank.
Surprisingly a loss on sale of securities was booked by the bank worth PKR 51Tmn during
2Q. The loss during THCY20 on sale of securities was down 68% YoY. As per management
the capital loss was booked on previously impaired securities. The bank saw a contraction
of 7%, 37% and 14% YoY during THCY20 in its fee, dividend and FX operations income,
respectively. Fee income took a 19% QoQ hit following various SBP relief measures for
customers in the wake of the COVID-19 outbreak. The bank booked hefty provisioning
charges this quarter worth PKR 3.3bn, up 143% YoY / 323% QoQ. Significant expenses
were booked in spite of reversals against equity impairments and as per management,
the bank has taken a prudent stance to build up coverage in order to cushion any stress
on its portfolio. Total provisioning settled at PKR 4.1bn during THCY20 with a general
charge being booked worth PKR 4bn. Impressive control on costs continued with OPEX
staying stagnant YoY during THCY20 whilst declining 3% QoQ. CIR stands at 42% during
THCY20 against 51% SPLY. Effective tax rate was 41% during THCY20.

m Financial Highlights

PKR mn 1HCY20A  1HCY19A  YoY 2QCY20A 2QCY19A  YoY QoQ
Interest Earned 80,409 63,418  27% 38,752 34,082  14%  -T%
Interest Expense 42,156 33,839  25% 17,785 18,841 6% -271%
NIl 38,253 29,580  29% 20,967 15241  38% 21%
NFI 7,627 8,385 9% 3,459 4595  -25% -17%
Total Income 45,879 37,95  21% 24,426 19,835  23%  14%
OPEX 19,369 19,282 0% 9,551 9,592 0% -3%
Provisions 4,076 907  349% 3,296 1,356 143% 323%
PBT 22,847 17,975 27% 11,731 8931  31% 6%
Taxation 9,373 7,554 24% 4,867 3519  38% 8%
PAT 13,425 10,422 29% 6,801 5435  25% 3%
EPS (PKR) 11.33 8.79 5.74 459

DPS (PKR) 5.00 8.00 - 4.00

Source (s): Company Financials, AHL Research
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Financial Highlights

MCB Bank Ltd. (MCB) Current Price 171.0  Upside 36%
Target Price 231.7  Stance BUY
PKR bn CY18A CY19A CY20E CY21F CY22F Unit CY18A CY19A CY20E CY21F CY22F
Income Statement ltems Per Share
Mark-up Earned 87.5 148.1 143.4 131.8 138.9 Earnings* PKR 17.2 19.9 231 25.3 25.8
Mark-up Income 48.0 63.7 73.0 76.0 75.6 Earning Growth % (7.3) 15.6 16.3 9.5 22
Admin Expense 35.7 3.7 40.5 443 48.9 Dividend PKR 16.0 17.0 20.0 20.0 21.0
Provisions 0.8 2.7 7.2 3.2 2.1 Book Value PKR 1271 144.0 153.3 155.9 158.3
Pre-Tax Profit 30.8 39.8 45.0 49.3 473 Valuation
Profit After Tax 204 235 27.4 30.0 30.6 PIE X 11.3 10.3 74 6.8 6.6
Balance Sheet ltems DY % 8.3 8.3 1.7 1.7 12.3
Advances 567 548 575 604 684 P/B X 15 14 1.1 1.1 1.1
Deposits 1,122 1,227 1,352 1,435 1,613 RoE % 13.3 14.6 15.5 16.4 16.5
Investments 754 757 944 990 1,115 RoA % 14 1.5 1.6 1.6 15
Borrowings 223 93 162 158 177 ADR % 54.6 54.4 49.7 46.2 457
Total Equity 151 171 182 185 188 IDR % 67.2 61.8 69.8 69.0 69.1
Total Assets 1,585 1,612 1,827 1,913 2,122 NIMs % 3.8 47 5.1 48 44

Source: Company Financials, AHL Research
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Disclaimer

Analyst Certification: The research analyst(s) is (are) principally responsible for preparation of this report. The views expressed in this research report accurately reflect the
personal views of the analyst(s) about the subject security (ies) or sector (or economy), and no part of the compensation of the research analyst(s) was, is, or will be directly or
indirectly related to the specific recommendations and views expressed by research analyst(s) in this report. In addition, we currently do not have any interest (financial or
otherwise) in the subject security (ies). Furthermore, compensation of the Analyst(s) is not determined nor based on any other service(s) that AHL is offering. Analyst(s) are not
subject to the supervision or control of any employee of AHL’s non-research departments, and no personal engaged in providing non-research services have any influence or
control over the compensatory evaluation of the Analyst(s).

Equity Research Ratings

Arif Habib Limited (AHL) uses three rating categories, depending upon return form current market price, with Target period as June 2021 for Target Price. In addition, return

excludes all type of taxes. For more details kindly refer the following table;

Rating Description

BUY Upside* of subject security(ies) is more than +10% from last closing of market price(s)

HOLD Upside* of subject security(ies) is between -10% and +10% from last closing of market price(s)
SELL Upside* of subject security(ies) is less than -10% from last closing of market price(s)

* Upside for Power Generation Companies (Ex. KEL) is upside plus dividend yield.

Equity Valuation Methodology
AHL Research uses the following valuation technique(s) to arrive at the period end target prices;

> Discounted Cash Flow (DCF)

> Dividend Discounted Model (DDM)

> Sum of the Parts (SoTP)

> Justified Price to Book (JPTB)

> Reserve Base Valuation (RBV)

Risks

The following risks may potentially impact our valuations of subject security (ies);
> Market risk

> Interest Rate Risk

> Exchange Rate (Currency) Risk

This document has been prepared by Research analysts at Arif Habib Limited (AHL). This document does not constitute an offer or solicitation for the purchase or sale of any
security. This publication is intended only for distribution to the clients of the Company who are assumed to be reasonably sophisticated investors that understand the risks
involved in investing in equity securities. The information contained herein is based upon publicly available data and sources believed to be reliable. While every care was taken
to ensure accuracy and objectivity, AHL does not represent that it is accurate or complete and it should not be relied on as such. In particular, the report takes no account of the
investment objectives, financial situation and particular needs of investors. The information given in this document is as of the date of this report and there can be no assurance
that future results or events will be consistent with this information. This information is subject to change without any prior notice. AHL reserves the right to make modifications
and alterations to this statement as may be required from time to time. However, AHL is under no obligation to update or keep the information current. AHL is committed to
providing independent and transparent recommendation to its client and would be happy to provide any information in response to specific client queries. Past performance is
not necessarily a guide to future performance. This document is provided for assistance only and is not intended to be and must not alone be taken as the basis for any investment
decision. The user assumes the entire risk of any use made of this information. Each recipient of this document should make such investigation as it deems necessary to arrive at
an independent evaluation of an investment in the securities of companies referred to in this document (including the merits and risks involved), and should consult his or her
own advisors to determine the merits and risks of such investment. AHL or any of its affiliates shall not be in any way responsible for any loss or damage that may be arise to any
person from any inadvertent error in the information contained in this report.

© 2020 Arif Habib Limited: Corporate Member of the Pakistan Stock Exchanges. No part of this publication may be copied, reproduced, stored or disseminated in any form or by

any means without the prior written consent of Arif Habib Limited.

Disclosure required under Research Analyst Regulations, 2015:
In order to avoid any conflict of interest, we hereby disclosed that;
e Analyst and Close relative of analyst have shareholding in MCB.
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