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EDITOR’S LETTER

In the hackdrop of domestic privatization, high quality companies in
less developed countries are tempted te lis! their shares in cverseas
secondary market preducts such as ADHs or GDRs. As cross listing
becomes a global trend, Clebal Depesitory Heceipts have become part
of internal financial liberalization in the developing word.

Certain countries like South Kerea, Taiwan and India limit foreign
ownership while others like Egypt and Pakistan may have risky
setilement procedures. In these markets, investers welcoime the
cony » of trading through depesitery receipts and familiar
selllement procedure=. As a matter of fact, under a nevs regulation,
Indian companies fc owing local accounting standards instead of IFHS
can nov list directly with the UK Listing Autherity (UKLA). However,
these companies can not sell their securities te retail investors.

The successtul iz 3 of WMCB Bank Limited and OGDCL GDHs on
the London Stock Ex hange (LSE) was followed by the listing of UBL
shares on LSE. The ( =wGL listing employed the book huilding meihod
for price determination vt 1is the accepted standard in most
developed markets. LSt ficials tenmed the OGDCL listing
‘a significant step in the Government of Pakistan's privatization
agenda’. Similar GDRs of National Bank of Pakistan, | |ahib Bank
Limited and Kot Addu Power Company are expecied to be off-loaded
at LSE in coming menths.

The World Bank and International Menetary Fund (IMF) also
encourage strong local steck markets. Flowever, the urge for massive
internal and external privalization as means for achieving greater
international trade exposure should be slricily regulated. The best
example is that of Chinawhe  the governiment has a controlled
financial systemin place.

While the need te cress-list to expleit whal fereign markets have to
offer is greal, it is prudent to rc - thal cross-listing is feasible only
when there is enough liquidily in the hoime market to provide a
guarantee te foreign investors. | “ping countries like Pakistan need
to ensure that ther cvm finandcial systeims are adequately reguiated to
provide that guarantee.

Qe

Imran Afzal
President

Abdul Rahim Suriya
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I : HRecent studies in 1o the mofivation of
' firms to list alyoad find that “finms that
participate in internalicnal markets tend
to see their valuation increase, obtain
better fimancing opportunities and
extend their debt maturily”.
. Until now, the focus of cross listing

L2 had been on firms in developed
markets. With the coming ouil of emerging econormies,
there is an academic interest in firm and country
factors influencing the decision 1o cross list. The
quality of the institulional framework, Word Bank and
IMF data on per capita GDP and inflation, the degree
of macroeconomic stability/instabilily and law and
order, all come in 1o question. Companies choose to
go for foreign listing mainly in search of strong overall
liquidity, improved pricing leverage, e»* " dn  amch
coverage, enhanced visbility, stalus and profile and for
better valuation.

International Capital Warket is characterized by
presance of most sophisticated glohal institutional
investors  d greater access to non-QHI internaticnal
andre.. /e fors. As com she .. rmore
global, itiveness amongexct scont  2s
to grow.

Depository Heceipts (DRs) are negotiable cerlificales
that represent a campany’s publicly traded equity.
They are (ypically quoted 1US dollars and are
governe 1 by the trading ind settlerment procedursof
that m “et. There are prim vy two fonms of DRs;
American Depository Heceipts (ADRs) — listed in the
USand ( obs [ ypository Heceipts (GGNRs) - listed in
London or Ln aurg.

Pakistan is ~n ~~er¢ 3 econoimy with GDP growth
rate of apprc talely € 7 over the last couple of years,
The Karachi 5t -k Exchange (KSE) is one of the

tr 1 -owing bourses in tF » world, hence attracting
many for gninvesters. The ¢ { companies on KSE
have be 1efited from this and ¢ — » of them explored

intems” ' markels lo raise capital through the
is n of GDHs.
e first Pakiste xany to enter the GDR

market 15,78 iote ] TIT  nications Coimpany
Limit d 1S >te +19%4 with 1 offering of USS

898 11 m at the price of USS 179.6 per GDR. The
Hub Power Company Limited and Pakistan Cement

Company Limited (fenmerty Chaleval Cerment
Company Limited) were nexd to follow with an coffering
value of USS 175 milion and USS 100 millicn in
Octlober and Nevermber 1994 respectivaly.

MCB Bank |imited was the first Pakistani entity in
the last 10 years to issue GDRs on the London Stock
Exchange. The issue accounted for an inflovy of
approximately Rs. 9 bilion. The CDR issue altracled
dermand in excess of USS 700 millien from over 50
investors clobally.

The success of MCB GDRs oflering encet aged the
Covernment of Pakistan 1o offer GDRs of ( ' and Gas
Development Company Limited (OGDCL) and U ed
Bar . Limited (UBL andre dUSS 738 .. and
Ut D million respective Boththeseise s were
on the London Stock Exche . This has = “ted
the confidence of foreign investors in the economy of
Pakistan. The most recent Pakistani . any to issue
GDR's was Lucky Cerment | ..2d wh h raised USS
109.5 n. Tl ~ offer was ov —ubsc bed by about
20 1 s [F° HsofmoreP: da  lities

3 United Bank Limited, Nali 3l Bank of
Pakistan and Kol Addu Power € »any and Hahib
Bank Limited are propce 1o be offc  d.

Pakistan is in the process of being accepted as one
of the players in intemati "capitalm " "

e ping countries like curs must reir -~ as much
as possible, regulatory barriers 1o allow Ic al finms
acc ssiom quid international exch=  1s. That
deoes ot m ~thatthero  orimportanc  of local
stock exch ¢ isatalan * 1 On the conlrary,
astrc  ._zal st KkKn wkel ensures the enlry of new
and fled g con = sinte the system for the first
time. The bottorr e is that stock markel
devdopment depends largely onthede ™ o tofa
good © 3al system, particularty the protection and
enferce ment of m ority shareholder rights. Stock
market developim also apy 3 lo con nent the
developiment of other forms of finance te promote
growth, both al the aggregate level as well as at the
individual firm level.

Imran Afzal




We have added a new segment to The Pakistan Accountant.

The idea behind ‘Discourse’ is to capitalize on members’ insights

on current national and international issues, and generate ideas and

solutions through healthy gebate. More importantly, Discourse is

intended to give members a sense of ownership through

participation.

THIS '0..TH'S TOPIC IS:

Coupling and Decoupling from US economy:
what it means for emerging markets in Asia,
Middle East and China

“The Easl versus West decoupling ¢ " has proved
to be nothing mere than a fallacy, with the last few
months demonstrating thal markets are in fact more
inextricably linked than ever before, thanks to
glebalization.”

Craig Farley
Ashburton’s India specialst

The ‘coupling vs.
decoupling’ argument
reminds me of the television.
serial ‘How the West was
Won' that ran many years
ago. We know how the West
was won, but do we ever
stop to think how the East
was lost?

It took the East India
Company more than a
century to annex India to the
British crown but they did so
by and by. We have never
actually utiized indigenous
potentials to the maximum
and, thus, running after
globalization is proving to be
disastrous.

Rafi Hyder
Karachi




Fereign companies may depend
less on the American consumer than
in the recent past. Morgan Stanley
says “U.S. exports acceunt for only
aboeut 2.9% of Japan’s gress
domestic predudt, compared with
4% of GDP in previous decades.
Emerging markets, mearwhile, are
increasingly selling comimedities and
other goeds to China and India,
lessening their historical dependence
on the U.S. export market.”

Since we do nol have plans for
diversificalion of cur exports and the
nevty elected govemment has not
given any indications for improving
ties with emerging markets, feared
recession in the US may adversely
impact cur eccnemy aswell as the
eccnomy of China, which has
substantial exports to the US.,

In views of the above Pakistan
sheuld seek further markets for its
exports instead cf dependence on the
US and lock torward 1o Agan, Gulf
and other regicnal markets for stabilily
of its economy and deccuple itself
gradually but carefully.

Asil Mubsen
Karachi

An oiminous recession in the US
questions there M ¢’ 1gescen lhe
glchal ecoenamic scene. Heavy
depeixlence, in the past by South
East Asian and Micldle Eastern
countries, on the US econoimy is
being affected due to the recession.
One of the major  dicators is the
dollar, which has fallen to record lows
against olher currencies, and is also
sat te hit Asian econoimies as part of
the "coupling® effect.

lMost Asian counlries are dealing
with this threat by "decoupling frem
US econcimy® by les. **heir
depencdlence on the US through
increasad intra-Asian trade and a
more vigoreus cuireach to lhe
Eunpean economy,

However, | am cf the view thal there
can never be a decoupling from the
US econcimy ---though the
magnifucle of the impact will not be
what it was in the past --- as the US
is still one of the big export markels
for Adan countries.

Muharmmad Rizwan Rauf
Karachi

The four biggest emerging
economies, which accounted for
lwo-fifths of global GDP growih last
year, are the least dependent on the
United Stales: expors tc America
account for just 855 of China's CDP,
4% of India’s, 374 of Brazl's and 155
of Hussia's. Over 95%% of China's
agowth of 11.2%5 in the year to the
fourth quarter came from deimestic
deimand.

So the deceupling fallacy' from
US economy seems to be turning
into realily, but the glebalization
facter is slill holding the econoimies
together.

Muhamrnad Wasserm Mir
Lahore
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CGlobal Depository Receipts (GDHs) provide investors an
cpportunity to reach beyond the gecgraphical cenfines of
their parent country. Recenl years have seen a growing
number of emerging market countries opting to raise
capital from international investors through issues of
depository receipls (Box 1).

Depository receipts have become increasingly popular
because they give companies, particularly those from
developing markets, a cenvenient way to attract a broad
range of investors than is possible locally (Box 2).

Pakistan entered the GDR market in 1994 through the
issuance of Heg S/ 144A offering of Pakistan
Teleconmunication (Sep 1994), Hub Power Company
Limited {Oct 1884), and Pakislan Cerment Limited (Nov
1994). There is no trading volume data available for these
securties, although an ADR cenverted price is being
quoted on Bloomberg.

In line with glebal trends, Pakistan saw a revival of GDR
issues during 2006, affer a gap of more than 10 years. So
far MICB, Gil and Gas Developiment Gonpany Limited
(OCDCL) and United Bank Limited (UBL) have
successtully launched GDHs ameunting te a total sum of
US51.5 billion at the Londen Stock Exchange (Table 1).

The CGDRs of OCDGL, MCE and UBL have a lwo way
cenvertibility option, however this cenvertibility is limited to
the number of GDHs issued at the time of initial offering.
This fadility is bencficial in providing the investors arbitrage
opportunily and also in hedging risk. This option gives
foreign investors the ability to converl their GDHs inlo
local ordinary shares and reconvert their ordinary shares
into GDRs, which would be subject to the availability of
headroom. This convertibilily facility has been widely used

by the investors and so far around 49.4 millicn GDHs
have been converled. Spedifically 33 million GDRs of
OCGDCIL, 4.6 milion GDRs of MCB and 11.8 million CDRs
ol UBL have been converted,

Encouraged by the posilive response of international
investors towards Pakislani GDRs, the govemment is
planning to issue other GDRs of leading banks in the
public secter i.e. National Bank, Fabhib Bank, in addition
to a power generation conpany i.e. Kel Addu Power

A depositary receipt (DR) is a negotiable

instrurr Nt representing cwnership of a given

. mber of a company’s shares and can be listed
and traded independently of the underlying stock,
"1 a different jurisdiction. Since the 1920s,

An arican Depositary Becaipt (ADR) is one of the
most comim N types of DHs which provides
opporti 1ities o cor anies o rats ¢ funds frem
internaticnal | arkets, while also diversilying their
portfolies. Global Depositary Receipts (GDRs),
European DHs and Intematicnal DHs are other
types of DRs traded at international bourses.
CDRs are corm nonly listed on Furepean stock
exchanges, but offerings do occur elsewhere. In
April 2007, the first ever listing on the Singapore
stock exchange took place. Bolh ADHs and GDRs
are u¢ lally denominated in ULS. dollars, but can
also be denominated in other curendcies.
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Amount in ~ . _1US & Numbers in ivillions
.\ .38UaNCA C . ~C .. 7
Issuance Data Amount Ralsed GCRs Ordinary shares® GDRs Ordinary shares®
MCB Oct-06 150 8.6 34,5 4.6 18.5
OCDOCL* " Dec-06 F36 39.1 390.6 33.0 329.7
UBL Jun-07 G50 50.6 202.3 11.8 47.2
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Company. In recogniticn of the implications of this growing
demand of Depository Receipts (DHRs) by Pakistani
ceimpanies, and the preference 1o raise funds from
international capilal markets, State Bank of Pakistan (SBP)
has issued detailed guiddlines for banks and Development
Finance Institutions (DFIs) tor issuing and listing of DHs in
the international market. The scrutiny of bank/DFIs

threugh these rigereus requireiments is seen te be a

prudent and preactive meastre, targeted to ensure that
cnly financially sound and stable banks/DFls would go for
GDR issuances.

v . = - e ;
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For those whe are not familiar with the structure of
(GDHs, these represent a block of shares of a company
that are deposited with a trustee in an internationally
cenvenient lecalicn. The trusiee then issues
certificates/receipts (can be in demalenalised form)
representing the right to one or more underlying shares.
Thus, a GDR should have the same properties as the
underlying share. FHowever, GDRs can have some
restrictions such as a time period before these can be
cenverted to the underlying shares.

The GDRs are listed on an internaticnally active steck
exchange and are traded in a curency that is preferred in
terms of international trade. The GDR should ncrmally
trade at a price close to that of the underlying share
cehverted al the prevailing exchange rate between the
currency in which these are listed and the home cumrency
of the company. However, it should be understeed thal
the investor is eflectively taking exposure to the underlying
stock and the haime currency (and ncl the currency of
trade in which the GDR is issued). Arbitrage is likely to
ensure that any deviaticn in price is brought down very
quickly.

This arrangeiment allows the issuing company to get

virtually listed cn a fereign stock exchange and access
internaticnal investors, who are able to tracle the GDR
during their normal working hours and settle the trade in a
currency and dearing system of their convenience.

Pakistan entered inte CDR market threugh the launch of
PTCL GDH in September 1994, Hubco in Ccteher 1994
and Chakwal Ceiment (currently Pakistan Ceiment) in April
1995, Afler a decade Pakistan reentered the GDR market
wilh the launch of GDRs of MCE Bank Limited, the
largest private sector bhank, OGDCL and United Bank
Limited and raised LUS$1.53 hillion on the Lendon Stock
Exchange.

With the listing of the MCBE Bank CDR in 2008, a
Pakistani issuer returned to the intemational market after a
decade. The US$150m CDR issue for MCB received an
overwhetming respense from imernational investors and
was well oversubscribed, attracting a demand of over
USS700m. Offering price of US$17.397 for the GDR,

T ot G b
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censtituting four ordinary shares, was arcund 2.9%7
discount to local spot price at that time. Local spot price
on the GDH date had risen 2254 since pre-marketing
began in Septeimber 2006. See graph below.

With a wall run
roadshow, on the
back of
impressive growih
in the econoimy
7 o | and lhe banking

- sector, {he first
‘ equily transaction
oul of Pakistan

after 11 years atiracted investors tc the transaction. An
added feature, this time around, had also been the two
way converlibility of lhe GDR, althcugh this cenversicn
option is reslricted to the number of CDRs issued at the
time of offering. Betore the GDIY issue, MCB's stock was
trading at P/E multiple of 11 times, which shol up tc a
multiple of 14 times at the time of the GDR issuance and
currently it is trading at P/E multiple of 17 times. As a
result of this international exposure Maybank of Malaysia
is taking up a strategic stake in MCRE Bank.

The Financial Stability Report of the State Bank has
benchmarked the MCB CDH pertonmance with klorgan
Stanley Capital Intemmaticnal (MSCI) Index, which shows
MCEB GDR has been successful in drawing the attention of
foreign investers. Over the period, MCB GDR prices have
also clesely tracked the local pricas with investors clearly
taking advaniage of the two way convertibility 1o quickly
aliminate any arbitrage oppertunity available in the dual
listing.

The Privatisation Commission of Pakistan (PC) launched
a dual tranche equity offering of CCGDCL in Deceimber
200G. It was the largest ever GDR for a Pakistani
company where the PC had been locking to sell 1556 of
the company’s capital. However, only 9.5% of company's
capilal was offered to international and domestic
instituticnal investers to ensure that there was a decent

altenrmarket pertormance. It was the first ever transaction
from the counlry in which domestic investors participated
in an internaticnal book building offering for a publichy
traded Pakistani listed company. The deal was priced at
Rs 115/share and US$18.90/GDR representing 10
ordinary shares per GDR. The price represented 9.5%%
discount te the company's ctosing price of Noveirber
2006, The PC and intemational lead managers and book
runners conducted readshows for two weeks with
OGDCL management meeting with 80 instituticnal
investors. As a result, the deal was twot 35 covered,
attracting US$1,5b against targeted US 3713mwith
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demand frem investors in the UK, US, Middle Fast and
Adla. The PC accepled US$813m from the issue,
officading 10%: of OGDGL sharehclding.

Before the GDR issue, OGDCL's steck was trading at
P/E multiple of 12.2 fimes and was offered o the
investors at multiple of 10.8 times. The Financial Stability
Report of State Bank cempared the OCDCL CDR
performance versis the lMorgan Stanley Capital
international (MSCI) Index, which shows OGDCL's GDR
did nel perform as well as MCB's GDR and attributes this
perfcnmance to high volatilily in internaticnal ¢il prices.

In addilicn 1¢ international comparison, OCDCL GDR
prices moverment is also coimpared (in the State Bank
repporl) with domestic share price and result showed
OCDCL GDR price remaned close to domestic price and

performed reascnably wall versus the internaticnal market.

L] u i 4

The Covernment of Pakistan raised USSG50 million

through CDR of UBL, by divesting of 25%: of total paid-up
capital. The GDH issue was offered tc inemalional
investors at USS12.85 which equates to Rs195/share (each
GDR represents 4 underlying shares of UBL). The GDR was
issued at very high price 1o heok multiple of 5 times as
compared to similar fransactions elsewhere globally.

[For the purpese cof evalualtion, the Financial Stahility
Report of the State Bank compared the UBL CDR
perfermance versus MSCI Index, which shows that UBL's
CDR did not perform as well as MCB's GDR.

In acldition to international comparison the UBL GDR
prices moverment has alse been compared with domestic
share price which shows some price divergence in
international and domeslic prices.

u *

It will be seen thal Pakistan has heen able te get good
exposure from the GDRs in terms of attracting foreign
perlfolic investers. This has also resulted in foretgn

pr—

brokerage houses re-estahlishing their presence here as
well as fereign banks being attracted 1o FPakistan. One
should expect more cof the GDR aclivity out of Pakistan as
soon as ecencmic and pelitical cenditions sellle.

Nasim Beg, FCA
Arif Habib invesiments
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INTRODUCTION

Regulations governing banks in Pakistan require an
independent internal audit department with functional
reporting of the head of department to the audit
committee. However, these regulations do not require any
specific audit methodology to be used by the internal
audit department while performing the audits for e.g.
whether it is risk based or not it is left to the discretion of
the management and the Board of Directors.

As a result, internal audit departments in most banks
follow conventional methods and processes with full scale
transaction testing without focusing on the risk involved in
the business.

With more than 80 percent of banking assets in private
hands, there is a need for banks to redirect and widen the
scope of internal audit to evaluate the adequacy of risk
management procedures and internal control systems
with a gradual move to risk based audit systems.

Under risk based audits the focus will shift from the
present system of full scale transaction testing to risk
identification, prioritization of audit areas and allocation of
audit resources in accordance with risk assessment.

It means that greater emphasis will be placed by
internal audit on mitigating the risks while focusing on
effective risk management and controls. In addition to
appropriate transaction testing the risk based audits
would not only offer suggestions for mitigating current
risks but also anticipate potential ones and play an
important role in protecting banks form various risks.

Here one should not confuse risk management
department with risk based audits. The risk management
function of the bank focuses on the identification,
measurement and monitoring of the various risks faced by
banks. For this purpose they use various models, policies
and methods. Whereas risk based internal audit
‘undertakes an independent risk assessment solely for the
purpose of formulating a risk based audit plan’ keeping in
view the various risks inherent in a business/ activity and
the effectiveness of internal control system for monitoring
those inherent risks. It must be noted also that while
formulating a risk based audit plan, risk management
department is also subject to risk assessment by the risk
based internal audit.

RISK ASSESSMENT PROCESS

As mentioned earlier, Risk Assessment by internal audit
is done solely for the sake of formulating a risk based
audit plan. It should be an independent activity which
covers risks at various levels and has a control
environment in place to mitigate those risks. The internal
audit department needs to devise a detailed methodology
for this keeping in view the size and complexity of the
banking organization.

Typically, risk assessment process should include the
identification of inherent risks in various activities
undertaken by the bank, an evaluation of the effectiveness
of the internal controls for monitoring the inherent risks in
business activities, and preparation of a matrix taking into

The Pakistan Accountant
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account the inherent risks and controls.

A detailed step-wise approach that is consistent with
the approach to risk analysis of the Institute of Internal
Auditors is listed below.

1. Define “The Audit Universe’ and identify the auditable
units within the entity for which these analyses will be
carried out.

2. |dentify appropriate Risk Factors applicable to the
business and support functions.

3. Select an appropriate format for evaluating risk
factors so that the more important risk factors play a
more prominent role in the risk assessment process
than less important risk factors.

4. Develop a combination rule for each audit unit which
will properly reflect the level of risk based on the
factors and controls in place to counter those risks.

5. Once audit units have been rated according to their
level of risk, it is important to have a mechanism for
assigning them to audit frequency categories; that is,
to identify which units will be audited how often, say
once in a year, once in two years, or continuously
monitored, and so on.

6. Having carried out these analyses, it is useful to
produce an audit plan which indicates which audits
will be conducted at what times throughout the
planning process.

To explain the process let us first discuss some of the
key terms listed above in more detail.

AUDIT UNIVERSE

Organizations are getting bigger and more complex
nowadays with more than one line of business. Some are
organized on functional basis while others may be on
product basis. In order for the auditor not to get lost in the
complexity of the structure, it is recommended to have an
organized inventory of all the auditable units.

This is an important process and should be undertaken
carefully. The auditor should view the organization in the
same manner as management. This will help in identifying
the appropriate definition of audit universe.

Analysis of business process, organizational
relationship, information systems and interviews with the
management could help in establishing appropriate
definition of auditable units.

RISK FACTORS

Another critical factor in any risk assessment approach
is to identify the risk factors which will be used for
assessing the risks. Risk scores derived from the risk
factors is the potential of the auditable unit for causing
loss to the enterprise, including the likelihood and the
magnitude of the loss.

It is easy for a banking organization to classify the risks
as business, credit, market, legal/regulatory, technological
etc., but these are broad categories and for determining
the applicability of these risks on individual auditable unit,
a well defined criteria should be established which can
consistently be applied to all the auditable units.

To access the control environment following can be
made part of a risk assessment process, and the auditor
can use it in conjunction with the risk score to determine
overall risk, with a little flexibility in the score arrived at:

a. results of previous internal audits and status of
compliance of previous audit reports;

b. level of management attention to close the audit
observations;

c. results of last regulatory examination report;

d. results of last external audit report/management
letter;

e. time since last audit;

f.  complexity and volume of transactions taking place in
auditable unit;

g. total income/ total cost / total revenue of the
auditable unit;

h. overall importance of the auditable unit in the
organization;

i. any change which is significant in business line,
introduction of new product, change in focus;

j.  targets given by the management and the status of
those targets, both revenue and cost;
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k. level of staff turnover and availability of skilled staff;

I, the unit's dependency on some oulsider; and
(cutsourcing), nature of the services and its impact on
the unit if not provided effectivety.

METHODC!' CuY

After risk factors have been identified, the next step
is to use these faclers in conjunction with the
assessiment of the contrel envirenment in an organized
form or methedelogy to amive at a risk score for each
auditable unit,

Twe different methodcelogies can be used, it could be
either chjeclive or subjective or a combination of two. |
helieve that a methedclogy thal includes both objective
and subjective criteria is suitable.

While the quantum of credit or market risks in the
activities of a banking organization can be detenmined
through quantitative criteria, qualtative critenia may be
used for assessing the qualily of contrals and the overall
contrd environment in the auditable unit. It is important
that process should be so designed that the auditor uses
qualitative criteria in sufficient detall considering cther
relevant risks that cannot be caplured through objeclive
critena.

EXAMPLE:

- N | U . A - 1. S
c o r " gthecr .t, . Conducto =ccaounts,
outstend -~ um 7l mmayh> someof  faciors
t*-1 —w - S of o- and

For risk assessment 1o be accurate it is very important
e have in place proper MIS which can be used for this
purpose, Internal audit function sheuld be kept infermed
of all the developments such as intreduction of nevs
products, changes in reporting lines, changes in
accounting praclices/ pclicics, creation of news
departments/ units, new systems elc. Without inslituting a
process where intemal audit funclion has access to limely
and thorcugh MIS, risk assessiment precess cannet be
effective.

FHere is a very basic example of a matrix’combination
rule {nisk assessiment process) where the results of arisk
assessiment is plotted in a form combining contrel
environiment and risk scores for an auditable unit/activity
tc determine the audit frequency and allocation of lhe
audit resources.

Fogese 1% Iy

VERY HIG ' RIS’
Audit frequency of this unit/activity may be twice a year

HIGH RISK:
Audit frequency of this unit/activity may be oncein a
year

MEDIUM RISK:
Audit frequency of this unitVaclivily may be oncein twe
Vears

L . . 8
Audit frequency of this unit/activity may be once in three
Vears

KEY DECI 1278 AIDED 7Y I X
A 8ESS .ENT

Following key decisions ceuld be generated from the
above process. Some of theim can alsc be used as Key
Performance Indicaters (KI?1s) by the audit department.

1. Audit frequency

2. Audil intensity

3. Audit timing

4. Internal audit department’s size and capability

The audit plan that is generated from the above process
will pravide a roadmap for the internat audit department
for managing staff skills sc that they are available to carry
out audits of appropriate scope and intensily whenever
required 1o. It will also provide a basis for scheduling
audhts in such away as to ensure a balanced workload
and tho availability of resources when needed. An
impertant part of the planning process is to establish the
appropriate department size for the internal audlit
departiment comimensurate with its mandate and
responsibility.

Naveed Aslam ACA
Head of Intemal Audil, Deuische Bank







Characteristics
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. The Six Stages of a Comprehensive MTEF
Stage
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framework is developed the government defines the
sectoral resource allocations which are then used by the
sectors to finalize their programs and budgets.

Under the MTERMTBF systeimn, the budget is prepared
for three to five years instead of just cne year, and it
includes the estimates and projeclicns of revenue recetpts
and expenditures. Once the MTEF/MTRF has been
developed it is rolling in the sense that the first cutward
year's eslimales become the basis for the subsequent
year's budget, once changes in econcmic conditions and
policies are taken into account. The MTBF links the
spending plan and policy objectives of the government.
One majer purpose cf this system is to prepare the
radiable estimate of available resources, both deimestic
and fereign, the medium tenm and institule balance
belween policy pricnlies and overall availability of
resources. A MTBF invelves a radical change in the
business of budgeting. Consequently, without political
commitiment, it has little chance of succeeding.

Objectives of MTBF

Better macroeconoimic balance; enhanced inter- and
intra-sectoral resource allocation; greater budgetary
conviction fer line ministries; and more efficient use of
public menies. IImproved macreeconomic balance,
including liscal discipling, is attained through good
estimates cf the available resource envelope, which are
then used te make budgets that fit directly within the
envelopa. It involves building domestic macro-economic
and sector modeling capacity. Also, even if the whele of
the governmen!'s budgeting system is not working well,
each secler is belter off managing itself with a medium
term perspective.

Under MTBEF line ministries are given enhanced
responsibilities and authonties for allecation and ulilization
of rescurces. The MTBF consists of top-down resource
ceflings and bottem-up estimaticn of cost of current and
medium term programs/activilies in line with existing
pclicy. Ultimately these estimates are matched walh the
resource pocket of the economy/governiment. The
principal objectives of the MTEF are:

B Improving macrcecenomic stability by matching
expenditure and resources as prejected in Medium
Term fviacroeconomic Fran ik (MTHB;

m  Ensuring stabililty in budgetary managerment in the
shert temm, keeping the public expenditure within the
sustainable limit in the medium and leng term and
accelerating pro-poor econoimc growth at the same
time;

B Enhancing lhe role and participation cf the line
ministries in the budget preparation process;

m mproving the predictability of policy as well as funding
by providing a medium term view of pdlicy objectives
and resource availability, so that ine minisinies can
prepare and plan for forvard expencdliture;

B Allecalion of resources belween and wilhin
seclers/ministries accerding to slrategic pricrities;

m  Ensuring proper, efficient and effective use of
resources by establishing a more exlicit linkage
between the PRSP and cther policy documents and
line ministries’ objectives, pdicies and rescurce
allocation;

m  Hemoving the demarcation between the currentl and
development budget;

m FEstablishing a systeim for measurement of
perfermance of ministries/divisicns, sc that clear




indicaticn of desired output frem inputs provided
through the budget can be shown; and

m  [o further strengthen fiscal discipline in the
management ol the budget of ihe federal govemiment.

Difference between existing budgeting system and MTBF
There are some fundanental differences between the
axisting budgeting system and The Medium Temm

Budget is prepared only for one year. So, there
is shert tenmn focus.

Budgetary Frameworkc These differences are illustrated, in
brief, in the following table:

Procedure for preparation of budget under MTBF
The fcllowing is a generic quiddaline for preparing budget
under kedium Term Budgetary Framework
1. Developing/ updating the Medium Term
Macrceconomic Framework

Instead, of cne year it consist of the estimales of three
five years, However, only the first year's estimate is sent
to pariament for approval.

Current and development budget is prepared
separalely, which results in duplication and
overlapping in public expenditure planning.

As the budget is prepared under single ceiling,
duplication and lack of coordination can be avoided;
and the demarcation between current and
development is removed.

Cenerally, the receipl and expenditure estinates are
detemmined considering the actua for the previous
pericd and by adding a margin on top of that. The
linkage between the strategic objectives or the policy
priorties and resource allocation decision is net explicit.

Instead of taking the previous year's aclual receipts or
expenditures as the basis, the rescurces are allocated
consiclering the pricrities of the programs or projects
necessary for achieving the strategic objectives of the
govermniment.

Detailed infonmation on expected resilts from the
alccated funds is not provided in the budget document
nor is the cutput target fixed explicilly. Therefore, it is
difficult tc evaluate whether the target culput is achieved
or nol.

It dearly indicates the expected output from the input
lor the relevant ministry and its subordinate
departiment/offices and provides an oi¥rortunity to
know about the outpul achieved. Thus, it helps in
developing performance indicators and institutionalizing
perfonmance measurement.

Ministry of Finance and Ministry of Flanning play the
dominant role in budget preparation. So, if fund is not
alocated according to the need and pricrilies of he
ministries, the implementation cf relevant project or
program may be hampered.

The line ministries and divisions are given enhanced
respon: dility and authority for budge! preparation and
resource alocation. Censequently, the relevant
ministries have the opportunity to allocate and utilize
the fund according to spedific need and prionities.

Link between policy, planning and budgeting is very weak

realities. Thus policy is not sustainable and spending
patterns may net rellect the pricrities articulated by
government.

because policy choices are made independent of resource

Policy making is tightty disciplined by resource realities.
Thus, a much stronger link exists between policy
making, planning and budgeting. Spending reflects the
stated priorities of govermment.

generally low because ermphasis is on input control.

Incentives for results in term of outputs and outcomes are

Emphasis is on delivery of agreed cutputs and
cuicomes with available resources. ncentives are
structured to increase the demand for evidence of
good perfonmance. Gore ~uently, service delivery
should improve.




2. Develcping/ updating the Ministry Budgetary
Framework

3. Reviewing the Budgelary framework of the line
ministries/divisions

4, Finalizing and approving the ministry-wise/ division-
wise indicative budget ceiling and revenue target

5. Preparing and issuing Budget Call Circular (BCC)

Preparation of estimales by line ministries/divisions

7. Reviewing/finalizing the estimates/projections
prepared by the line ministries/divisions

2

MTBF in Pakistan

MTBF was started in Pakistan in 2003 and the technical
assislance is provided by national and international
censultants (Oxtord Policy FManagement (OPR), London;
and Abacus Censulting Pakistan) having expertise in

macroeconcmic and public financial managerment areas.
These experts provide pelicy advice te the Government of
Pakistan, and draw on inlemational best practice to
improve the budgecting system in Pakistan.

Pakistan's public sector is undergoing a comprehensive
restructuring. The refonms range frem the establishment
of Securities and Exchange Comimission of Pakistan
(SECP) for cverseeing the governance of corporate
markets, te an ambilicus high-tech countrywide full
accrual basis accounling network that wll link the financial
syslem of all levels of government (lederal, provincial and
disticts). The Fiscal Responsibilily and Del>t Limitation Act

2005 has recently been approved by lhe parliament,
which lays down the framevrerk for scund fiscal and delbt
management.

The MTBF will strengthen the governiment's ability to
meet its poverty largels in Pakistan. Taking maternal
health, for example, if the govemment is able te reach its
targets, maternal mortality will fall from 500 to 200 per
100,000 live hirths by 2011, Neonatal moertality rates will
fall from 54 per 1,000 tc less than 40 over the same time
percd. Sericus ill heallh and disability will be avoided for
araind 3.5 million wormen. But it wen't meet these
targets unless it is able te pricritize its spending into its
key strategic priorities. The MTEF is a key contribution
tow ards this.

In particular, the MTEE approach for Pakistan ties in
very closely with the first four of the six Public Expenditure

and Financial Acccuntability ( PEFA) Program
‘dimensicns’. These are 1) a credible budget; 2) which is
comprehensive and fransparent; 3) which links pending to
policy: and 4) is executed in an orderly way. Several PEFA
indicators make up the objectively verfiable indicators
(OVls) for this program. Clearly improverments in these
areas are crucial in developing Pakistan. But they also
improve confidence in the ability of the Pakistani system
to defiver value,

Kanwan Abbas




MARCH-JUNE 2008

This is the second of a series of
articles on XBRL. While the first article
atempted to give a brief account of
XBRL, its importance and its use for
accountants, the second article deals
with the methodology of XBRL.

Figure 1 depicts how XBRL would be
used. Suppose a public company,
Tesco Inc., wishes to provide financial
statements to analysts.

1. After the company prepares its
financial information using its internal
accounting system, a XBRL
document is created by mapping
the financial information to XBRL
taxonomy elements. A number of
new software packages can do this
automatically. The created XBRL
document is automatically checked
to ensure it is proper XBRL. Then,
the validated XBRL document is
placed on the company’s web site
or FTP server. ( @)

2. When users need the information
contained in the XBRL document for
their analysis, they obtain it on the
Internet. (@ and @)

ot

- ‘

3. Users use the XBRL document for
their analysis. If they want to
translate the document into HTML,
a spreadsheet or database, they
can do so with appropriate style
sheets developed by them or by
outside software developers. (@)
(Boritz and No, 2003)

XBRL TAXONOMY AND XBRL INSTANCE
DOCUMENT

A XBRL document is created by
mapping financial information to a XBRL
taxonomy that describes financial
“facts” and the relationships among
them. Taxonomy is a dictionary of the
financial terms used in peparing
financial statements or other business
reports and the corresponding XBRL
tags. XBRL taxonomy defines elements
corresponding to concepts that can be
referenced in XBRL documents; for
example, the element with the name
“nonCurrentAssets.property
PlantAndEquipmentNet” represents
such a concept. A XBRL document
has a hierarchical structure that is

JTOOA OO O

¥ S e b e e -
e N e B
k™ e
e -l
[ i
e
- )
1B
-
R
.
»
+*
L2
-a. - -
"
N — =
7

rks

defined by the taxonomy. Figure 2
contains a graphical illustration of the
hierarchical structure of a XBRL
document and taxonomy as seen
through a “taxonomy viewer.” (Boritz
and No, 2004)

A company’s financial statements,
created by using XBRL, are an instance
document in which various XBRL
elements are embedded based on a
specific taxonomy. A common
taxonomy enables users to compare
several firms’ financial statements
(assuming they use the same
accounting guidelines). Since the same
tags are used by all “publishers” of
XBRL documents who rely on the same
taxonomy, all users of those documents
will recognise the tagged data the same
way. For example, the tag <group
type="ci:balanceSheet.assets”>
indicates that the data after the tag
relates to assets on the balance sheet.

At present, several taxonomies have
been developed such as US GAAP Cl,
the XBRL taxonomy for Business
Reporting of Commercial and Industrial
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Companies under US GAAP, the XBRL
GL (General Ledger) taxonomy and the
IAS (International Accounting Standards)
GAAP CI taxonomy. Also, several
jurisdictions and organisations within the
XBRL Consortium have taxonomies
under development: Australian GAAP,
Credit Risk Business Information Report
(FLIPA), and United Kingdom
Corporation Tax Funding'.

STYLE SHEETS
Although XBRL documents can be
easily handled by software applications,

Transformations (XSLT) are the two
most popular style-sheet languages.
CSS and XSLT overlap to some extent.
CSS is more broadly supported than
XSLT. Most web browsers support CSS,
but only a few accept XSLT. Although
many HTML users and developers are
familiar with CSS, it only provides for
formatting of contents. It does not allow
users to change orreorder contents.
XSLT is more complicated than CSS
and is not well supported. Nevertheless,
it is a more powerful and flexible style
sheet language than CSS. In addition,

Toronto Tne.

Figure 1 - How XBRL Works

: nTw :

Tewrunte Tm > B
Dtz -( e I 4

e _ s ,’\/ :
A : R 1 P "I";, ] : FTIF i

H ¥ . Application B

t e " — ’ — :

- «, ©Hw{ Lt * meme | Sefwie 3 2
Appication d 7 | :

anck o H < i H

\rrsanting Syctem | = | m— |/_/\."'\| 2 : :

T [T : B

: A 'T 4 A ppHicarion Divin .E
P A . : T
: H ot Sty et B
I | XBRL Twwmumy |: ther Fetuts B
D nther Tusasuis | .
: : L " T e

@ Frepare XTIRL. Document

B 1lser's Reguest

® - Oblain XBRL Dooanent via U it

& - Tl XERL Docomcnt i Dilwer Forusis

they are not easily readable by people.
However, XBRL documents can be
transformed into user-understandable
formats such web pages, text
documents, and other XBRL
documents with the help of style sheets
(Zarowin and Harding, 2000). Web
browsers such as Internet Explorer do
not have built-in semantics that enable
them to process a labeling tag like
<Assets.CurrentAssets>. Therefore, for
a XBRL document to be displayed by a
b rowser it must first be transformed to
create a document, which the boowser
can, thenrender.

Cascading Style Sheets (CSS) and
Extensible Stylesheet Language

MARCH-JUNE 2008

XSLT can add new elements into the
output file, or remove elements. It can
also rearrange and sort the elements.

A XBRL document can be shown in a
web browser by including an instruction
in the XBRL document to specify the
XSLT style sheet to be used (<?xml-
stylesheet type="text/xsl” href="XBRL-
example.xsl”?>).

However, users might want to move
data in and out of special applications
such as database and speadsheet
software For example, users might
want to view, update, and review the
data in a spreadsheet as an
intermediate step in the context of a
larger business process. Cunently,

most major office suite software
supports the storage and manipulation
of XML documents. Microsoft Ofice
XP, for example, supports XML
document files. Therefore, with XML
support built into Excel, users can load
data from a XBRL document into Excel
and apply their own analytic
procedures on the data.
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INLAMIC
H ME
FINANCING
m Pakistan

Heme ownership is every individual's
dream. This dream may become a
nightmare in the wake of rising properly
prices, increasing inflalicn, unpredictable
{uture inceme, rapid rural urban migration
elc. Pakistan is facing a shertage of 6.25
million units of houses espedcialy for lovs
and middle ncome groups. The backlog is
growing al the rate of two hundred
thousands units each year.

Financial instituticns can play a vital role
to meet the growing demand for heusing.
They allew individuals te own a house and
repay the outstanding debt in installments.
Unfortunatetly, long tenm nalure of hcme
financing against the shor tenm nature of
available funds does not allews banks in
[Pakistan 1o grab this epportunity. Heme
financing currently represants cnly 2
percent (LS § 800 millien) of tetal banking
sector loans.

The idea of home financing was initiated
in Pakistan with the incorporaticn of
Heuse Building Finance Cerperation
(HBFG)y in 1952. Since then HBFC plays
an impertant rele in mesting the domestic
housing requireiments espedially for lows
and middle income groups.

HBI-C is also considered a pioneer in
the develepment and adeption of the idea
of Islamic home financing in 1979. A
comimitiee, then, was set up under the
chairmanship of I. A, Hanalfi {foermer
geverncr of the State Bank of Pakistan) to
advice HBFC cn ‘Interest Free Housing
Finance Scheme'. After surveying varicus
localilies in rural and urban areas, the
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" ICAP NEWS

Abdul Hameed Kashbati died on March 18,2008 of Minoo Rustomji Patel died on January 31,2008 from
protracted iliness. cardlio-respiratory failure.
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IN HOUSE

The strategy of Stan O'Neal,
forr  chainman and CEO of Merill

Lynch, the world's la jest brokerage,

was 1o put greater e hasis on
riskic * bets, rather than just sell 1g
stodks. That strategy handed Mermill
Lynch record results during the
markel's peak, but forced the

o mpany to post a $2.24 billien th d
quarter loss, following ihe global
credi crisis. This was the conpany’s
higgest loss since being founded 93
years ago.

The bank posted $14.6 billion in
write downs. Stan O'Neal r "gned.

By calling his departure 'ret ement’,

O'Neal was allowed 1o hold on lo
deferred con ensation worth an
additional 390 1~ on, with stock
options, unvested shares, deferred
con ensalion, r 1sion payments
and other benefils bringing his tolal
leaving payment to 8161 million.
Oniy a month before the credit
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IN HOUSE

crunch hit Citigroup, CEO Charles
Chuck Prince had said in an interview
that the bank was “slill dancing”. In
MNovermber last year the bank
anncunced $11 bilion inwrite downs
and Prince quit as CEO leaving with a
510 millien bonus and share oplions
worth $28 million. Angelo Mozile,
CEO of the mertgage lender
Countnyawide and al the center of the
American property market debacle,
received more than $120 million in
pay and frem salling shares in the
coimpany.

It was wiclely reported that while
Bear Steams was about to collapse
from the hedge fund crisis on Wall
Street, CEO Jimimy Cayne was
playing in a bridge tournament in
Mashville, Tennessee. Cayne had
already received hundreds cf millions
of ddllars from the bank in pay,
bonuses and stock oplions. When
the bank was finally sold to JP
Iorgan, the value of Cayne's
perscnal holding in the bank was
£13.4 million.

In March this year, Stan O'Neal.
Chuck Prin a1 Angelo Mozile
appeared before a US House of
Representatives investigative
comimittee where they were tald by
committee chairman Henry Waxman,
“You're in lhe middle of an enormons
debade. It seeims like everycne is
hurting except for you.”

Surging severance packages, or
‘gelden parachides' as they are
called, are sparking a heated debate
in the US, including backlash from
President Cecrge W. Bush whe, on a
visit 1o Wall Street last year, urged
corporate boards to tie lavish CEO
pay and benuses to job perfonmance.

Colden parachutes have become
part of the world of mergers and
acquisitions {M&A), and takeovers.
Colden parachules are severance
agreements that provide cash and
non-cash compensaticn tc senior

executives upen an event such as
termination, dermotion cr resignation
following a change in contrel. Colden
parachute provisions are usually
intfroduced as dlauses in the CEO
cempensalion contract and do nol

require sharehelder approval, but the
board needs to approve them.
Benefits written into the executives’
centracts include stock options,
bonuses, liberal severance pay and
so on. A report by US Institute for
Policy Studies and Citizens for a Fair
Fconcimy shows CEO pay was 411
times that of an average worker in
2005, up from 107 times average pay
in 1990,

The issue was brought te the
forefront last year after Plizer chiof
Henry hckinnell walked away
with $200 million despite a 49
percent stide in the value of the
pharmaceutical greup’s stock, and
Exxon Mebil chief Lee Raymend left

with 8357 million, followed by a $210
million gelden parachute given to
fermer Home Depot CEO Bob
Nardelli as he left the struggling retail
giant.

Defenders of corporate CEO 'pay
for perfonmance’ arque that in a
corporate wedd driven by top talent,
high executive compensation merely
reflects market forces al work. Since
the United States is hoime to half of
lhe world's largest and most
profitable businesses, their CEOs are
paid more.

But critics charge that
cormpensation decisions are often
made by beards of directors thal are
not accountable lo shareholders. In
too many instances, extravagant CEO
pay packages are not based on great
relurns and value for shareholders
bhecause they are nol based on great
percnmance. Incenlives are primarily
in the form of stocks and stock
oplicns, prempling CEOs to invest
heavily, and cften imprudently, asin
the recent sub prime mertgage
securities thal failed 1o vield the
anticipaled massive relurns.

The calls for a more perfermance
aligned compensaticn syslem,
based on current year coimpany
perormance, are growing louder in
the LS, including one proposal
reqquinng sharehciders to vote on
certain pay deals. In a good year the
bulk of compensaticn would be held
back as payable, and in the event of
a subsequent bad year this credit
balance would be substantially
reduced.

Rebert Frank, a Cormell University
economist and coauther of a 1995
book, The Winner-Teko-All Sociely,
suggests thal inslead of trying to
regulate CEO pay, pelicymakers
should censider taxing them mere
heavily and use the meney o pay for
healthcare and other social
prograims.
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