Banks 2QCY22 profits to decline with high taxation .
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Commercial Banks Overweight

e Combined 2QCY22 profit of our banking sector coverage universe is estimated to decline by
31%YoY/41%QoQ.

¢ While NIl and NFI are estimated to improve by 25%YoY and 5%YoY, respectively, higher taxation
(incorporating the tax measures announced in the Federal budget for FY22) is expected to result
in the decline in profit for the quarter.

e During the outgoing quarter, yield on fixed rate bonds have increased by ?1-130bps, which
would have a negative impact on CARs of the banks particularly HBL from our coverage universe
that may result in containment of dividend payout.

o Afterthe plunge of 21% CY22TD in the banking sector index of the PSX, our coverage universe for
banks is now trading at CY22E Tier-1 P/B and PER of 4.3x and 0.7x, respectively. While we have
buy recommendation on all of our coverage banks, we prefer, UBL, BAFL, MCB and BAHL as our
preferred ones.

e Going forward, higher interest rates on one hand would bolster core incomes of the sector,
however, we do not rule out higher risks to asset quality.

2QCY22 profits to drop 31%YoY/41%QoQ

Combined profit of banks under our coverage is expected to shrink by 31%YoY/41%QoQ, primarily due
to higher effective tax rates during the quarter. For THCY22, the combined profitability of banks under
our coverage is expected to come down by 4.1%. Within our coverage universe, AKBL and MEBL are
expected to post positive growth in their profitability during 2QCY22 with increased balance sheet size
and contained expenses as the main reasons for growth for the former and no minimum deposit rate as
the reason for growth for the latter. As far as the cash payouts are concerned, these would also come
down for the quarter along with the earnings. For banks with relatively high mix of fixed rate long-term
bonds in their investments, increase in secondary market yields of such bonds would result in erosion of
equity hence affecting CAR, and could result in lesser payout. We believe HBL qualifies for this risk.

Next Bank Universe

2Q 2Q 1Q TH 1H

cya2e  cv2ai Y cyzz X cypr ey YO
Interest/Profit Earned 408,148 249,767  63.4% 340,360 19.9% 748,508 484,788  54.4%
Interest/Profit Expensed 250,537 123,822 102.3% 194,057  29.1% 444,594 239,601 85.6%
Net Interest/Profit Income 157,611 125,946 25.1% 146,303 7.7% 303,914 245,187 24.0%
Fee, Commission, etc. 25,350 21,053 20.4% 25,896 2.1% 51,246 42,384 20.9%
Dividend Income 1,561 1.540 1.4% 2,662 -41.4% 4,223 2,912 45.0%
Income from FX 5,850 5,224 12.0% 9,138 -36.0% 14,988 10,105 48.3%
Capital Gains/(Losses) 82 3,848 -97.9% 1,109 -92.7% 1,191 9,123 -86.9%
Others 3,065 2,630 16.5% 1,406 118.0% 4,472 5,346 -16.4%
Non-Interest Income 35,908 34,295 4.7% 40,211 -10.7% 76,120 69,871 8.9%
Total Income 193,519 160,241 20.8% 186,515 3.8% 380,033 315,058 20.6%
Operating Expenses 90,638 80,523 12.6% 97.979 -7.5% 188,617 161,929 16.5%
Provisions & Write-offs 4,062 3,467 17.1% 117 n/a 4,179 6,505 -35.8%
Others 2,280 1,879 21.3% 2,008 13.5% 4,287 3,364 27.5%
Profit Before Tax 96,539 74,371 29.8% 86,410 11.7% 182,950 143,260 27.7%
Tax 65,956 30,093 119.2% 34,365 91.9% 100,320 57,039 75.9%
Profit After Tax 30,584 44,385 -31.1% 52,068 -41.3% 82,652 86,328 -4.3%
Profit for Equityholders 30,449 44,121 -31.0% 51,819  -41.2% 82,268 85,816 -4.1%

Source: Company Financials; Next Research

Budget FY22 brought higher taxes for the banks

In the FY22 budget, the government increased corporate tax rates for banks from 35% to 39%. This would
be applicable on 1QCY22 income also. Moreover, the government also increased super tax for banks
on CY22 income to 10%. Therefore, additional 6% super tax would also be charged to 1QCY22 income.
Tax rates on income derived from investment in federal government securities in case gross ADR does
not exceed 40%, has been increased to 55% from 40% earlier, and if it is more than 40% but does not
exceed 50% than the tax rate has been increased to 49% from 37.5% earlier. This change would be
applicable from CY21. Therefore, HBL, MCB, and UBL from our coverage universe who had gross ADRs
of less than 50% at the end of CY21, would book this increased tax during the outgoing quarter. Effective
tax rate for these three banks for 2QCY22 would be 72%, 80%, and 76%, respectively, which is expected
to come down fo 49% in 3QCY22 and to a normalized rate of 43% from 1QCY23, assuming gross ADR
remains above 50%. For the rest of the banks in our coverage, effective tax rate is expected at 58%-61%
for 2QCY22, which is expected to come down to 49% from 3QCY22 and to 43% from 1QCY23, assuming
gross ADRs remain above 50%.
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EPS estimates

2Q 1H
CY22 YoY QoQ CY22 YoY
E E

AKBL 1.63  50%  -43% 4.49
BAFL 1.87 -4% -34% 4.69 20%
BAHL 3.02 -24%  -32% 7.49 -8%
BOP 0.52 -59%  -29% 1.24 -34%
HBL 3.63 -43%  -37% 9.41 -22%
MCB 271 -59%  -65%  10.38 -17%
MEBL 4.54 41%  -20% 10.20 32%
UBL 3.47 -42%  -54% 11.07 -10%

Source: Company Financials; Next Research

DPS estimates

2QCY22E 1HCY22E

AKBL = =

BAFL 2.25 2.25
BAHL - -

BOP - -

HBL 1.25 3.50
MCB 2.00 7.00
MEBL 1.50 3.25
UBL 2.00 7.00

Source: Company Financials; Next Research
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Double-digit growth in balance sheet

At the end of Jun’'22, deposits of the banking sector increased by 15.2%YoY/7.8%MoM with average
deposits during the quarter growing by 15.7%Y0Y/6.1%QoQ. Gross advances of the sector increase by
21%YoY/0.6%MoM at the end of Jun'22 with ADR of 47.7% compared to 45.4% of Jun'21. Average
2QCY22 advances increased by 22.2%YoY/7%QoQ. Investments of the banking sector at the end of
Jun'22 also increased by 26.8%YoY/12%MoM taking IDR to 76.4% compared to 69.4% of Jun'21. Average
2QCY22 investments increased by 22.8%YoY/9.6%QoQ.

Core income to improve

Average 6-month KIBOR recorded an increase of 322bps during 2QCY22, NIl of banks is estimated to
increase by 25%Y0Y/8%QoQ as a result of a modest increase in NIMs and expansion in balance sheet.
Within the non-interest income fee and commission income is expected to register a growth of 20%YoY
while declining by 2%QoQ. The YoY increase may be attributable to higher trade activities compared
fo the previous year. FX income can report a positive surprise given the extreme volafility during the
quarter. While we do not expect a significant deterioration in the asset quality of the banking sector
during the outgoing quarter, we expect provisions to increase by 17%YoY.

Outlook

While we maintain our overweight stance on the banking sector, we highlight deterioration in asset
quality with inflationary pressures and slow down in growth. We also highlight revaluation risk of long-
term fixed rate bonds in case the secondary market yields go further up. Currently secondary market
yields of 3/5/10-year fixed rate PIBs are 13.2%/13.2%/13%, compared to a policy rate of 15%. For
perspective, average 5-year and 10-year premium of 3/5/10-year fixed rate PIBs over the policy rate are
1.1%/1.4%/1.8% and 1%/1.5%/2.1%, respectively. However, most of the banks have diversified their bond
portfolios to floating rate bonds with a few exceptions. Moreover, NIMs of the banking sector are yet to
peak with the delayed impact of repricing of asset and liabilities. The sector has plunged 21% during
CY22TD and at current levels, average Tier-1 P/B and PER of our coverage universe is at 0.7x and 4.3x,
respectively. While we have buy recommendation on all of our coverage banks, we prefer, UBL, BAFL,
MCB and BAHL as our preferred ones.
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Analyst Certification

All of the views expressed in this report accurately reflect the personal views of the responsible analyst(s) about
any and all of the subject securities or issuers. No part of the compensation of the responsible analyst(s) named
herein is, or will be, directly or indirectly, related to the specific recommendations or views expressed by the
responsible analyst(s) in this report.

Disclaimer

This information and opinion contained in this report have been compiled by our research department from
sources believed by it fo be reliable and in good faith, but no representation or warranty, express or implied, is
made as to their accuracy, completeness or correctness. All opinions and estimates contained in the document
constitute the department’s judgment as of the date of this document and are subject to change without
notice and are provided in good faith but without legal responsibility.

This report is not, and should not be construed as, an offer to sell or a solicitation of an offer to buy any securities.
Next Capital Limited (the company) or persons connected with it may from time to time have an investment
banking or other relationship, including but not limited to, the participation orinvestment in commercial banking
fransactions (including loans) with some or all of the issuers mentioned therein, either for their own account or
the ac- count of their customers. Persons connected with the company may provide or have provided
corporate finance and other services to the issuer of the securities mentioned herein, including the issuance of
options on securities mentioned herein or any related investment and may make a purchase and/or sale, or
offer to make a purchase and/or sale of the securities or any related investment from time to fime in the open
market or otherwise, in each case either as principal or agent.

This report may contain forward looking statements which are often but not always identified by the use of
words such as “anticipate”, “believe”, “estimate”, “intend”, “plan”, “expect”, “forecast”, “predict" and
“project” and statements that an event or result “may”, “will", “can”, “should”, “could” or “might” occur or be
achieved and other similar expressions. Such forward looking statements are based on assumptions made and
information currently available to us and are subject to certain risks and uncertainties that could cause the
actual results to differ materially from those expressed in any forward-looking statements. Readers are
cautioned not to place undue relevance on these forward-looking statements. NCEL expressly disclaims any
obligation to update or revise any such forward looking statements to reflect new information, events or
circumstances after the date of this publication or to reflect the occurrence of unanticipated events.

Next Capital Limited, its respective affiliate companies, associates, directors and/or employees may have
investments in securities or derivatives of securities of companies mentioned in this report, and may make
investment decisions that are inconsistent with the views expressed in this report.

Rating System
Next Capital Limited employs a three-fier rating system depending upon sector’s proposed weight in the
portfolio as compared to sectors weight in KSE-100 index, as follows:

Rating Sector’'s proposed weight in the portfolio
Over Weight > Weight in KSE 100 index
Market Weight = Weight in KSE 100 Index
Under Weight < Weight in KSE 100 Index

Next Capital Limited also employs a three-tier rating system, depending upon expected total return (R) of the
stock, as follows:

Rating Expected Total Return
Buy R>15%
Neutral 0% =2R<15%
Sell R<0%
Where;

R = Expected Dividend Yield + Expected Capital Gain
R"is before tax
Investment horizon is between six months to twelve months

Ratings are updated regularly based on the latest developments in the economy/sector/company, changes
in stock prices, and changes in analyst’'s assumptions.
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