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The Monetary Policy Committee (MPC) of the State Bank has again decided to increase the 
policy rate by 100 basis points (bps) to 7.50 percent per annum effective from 16th July, 2018. Justifying 
its stance, Monetary Policy Statement (MPS) issued by the SBP at the close of the Committee meeting 
says that aggregate demand in the economy has proved to be higher than previously thought. The 
provisional SBP estimate for fiscal deficit in FY18 is now 6.8 percent as opposed to 5.5 percent estimated 
in May, 2018. The current account (C/A) deficit has also increased to dollar 16 billion during July-May, 
FY18 compared to dollar 11.1 billion in the corresponding period last year. Second, June (YoY) inflation 
was clocked in at 5.2 percent and the average headline inflation for FY19 was expected to cross the 6.0 
percent annual inflation target. Present core inflation and its one-year ahead projections at around 7.0 
percent also reflect demand pressures. Third, despite improvement in both exports and workers' 
remittances, the sheer size of imports continues to pressurize foreign exchange reserves. 
 
The real economic activity during FY18 repeated its strong FY17 performance. However, towards the end 
of FY18, some problems cast a shadow over the capacity of the real sector to continue treading on this 
high growth trajectory. In the agriculture sector, the most important constraint was the shortage of water 
while the manufacturing sector was also poised to show a mixed picture owing to high base-effect, the 
ongoing monetary tightening and some other sector specific issues. Taking stock of this situation and the 
spill-over effect on the services sector, SBP has projected FY19 GDP growth to be around 5.5 percent as 
compared to the annual target of 6.2 percent. The amount of C/A deficit during the first eleven months of 
FY18 was 1.4 times over the same period last year. A strong demand for productive imports (metal, 
transport, machinery and petroleum products) to support higher economic activity and a sharp increase in 
international oil prices have pushed the C/A deficit to levels not sustainable beyond the short-term. In the 
absence of matching financial flows, a notable portion of the higher C/A deficit was financed through a net 
reduction of dollar 6.7 billion in the SBP's liquid FX reserves which declined to dollar 9.5 billion by 6th 
July, 2018. 
 
The MPC was quite explicit this time in noting the factors which were contributing to the evolving 
economic challenges. These included the multiplier effects of a strong fiscal expansion, higher 
international oil prices which have continued to inflate the import bill, rising inflation projections and the 
ensuing fall in real interest rates and a notable reduction in PKR and US interest rates differential. 
 
We feel that, in view of the above developments, there was no alternative with the MPC but to raise the 
policy rate by a handsome margin. The MPS has concluded that the step was necessary to curb 
aggregate demand and ensure near-term stability and there can be no argument against this statement. 
In fact, availabilities in the economy would also not be adequate to suppress the demand pressures and 
this was another reason to tighten the monetary policy. Lower than the targeted growth and a rise in 
exports during the current fiscal would reduce availabilities and fuel inflation. SBP's model-based range 
for inflation during FY19 is within the range of 6.0-7.0 percent but it could be higher than that due to a 
much higher fiscal deficit, food inflation reverting to normal behaviour, unfavourable trend in the 
international oil prices, massive rupee depreciation and higher inflationary expectations. The fact of the 
matter is that monetary policy has also to carry the burden of an expansionary fiscal policy. If the fiscal 
deficit of the country is kept within sustainable limits, there is no urgency to raise the policy rate by this 
margin. Unfortunately, our fiscal policy is almost in a disarray due to coming elections and the tendency of 
all the political parties to promise all sorts of goodies to the electorate to win the elections. 
 
The external sector woes have also added to the compulsion to increase the policy rate. The individuals 
and households would substitute their rupee holdings with dollars and add to the problems in the external 
sector if there was less differential between the rupee and dollar interest rates and there were 
expectations of a further appreciation of foreign currencies against the rupee. The rise in the policy rate 



was necessary to keep this trend under control. 
 
While a raise in the policy rate was definitely a step in the right direction, the SBP may like to ensure that 
the depositors are also offered a higher rate of return to increase the saving rate of the economy and spur 
growth. In Pakistan, spreads between deposit and lending rates are high and depositors are often given a 
raw deal. Secondly, the SBP needs to closely monitor a steady rise in foreign exchange holdings of 
foreign currencies by the commercial banks. This is necessary to check dollarisation of the economy and 
stop any likelihood of freezing of foreign currency accounts if the FX reserves held by the SBP fall to 
dangerous levels. 
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