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  The Monetary Policy Committee (MPC) of the SBP met recently to set the policy rate for the next two 
months. The Monetary Policy Statement (MPS) released after the meeting is a blend of somewhat 
unbridled optimism on some fronts and caution on other fronts. The result is a relatively big hike in the 
policy rate by 100 basis points. 
 
The optimism relates to the outcome in 2017-18. In particular, the Statement begins by highlighting that 
Pakistan has achieved a thirteen-year high growth rate of 5.8% in the year that has just ended. This is, 
of course, a provisional estimate based in some cases on the developments in the first eight months 
and in others on the first nine months of the year. 
 
There have, however, been some significant negative developments since February 2018 as follows: 
 
(i) The large-scale manufacturing sector had shown a growth rate of 6.2% up to February 2018. Since 
then the growth rate has fallen sharply to 1.8% in March and to 4.1% in April, thereby bringing down the 
cumulative growth rate in the first ten months to 5.8%. If this fall in the growth rate persists in the last 
two months of the year, especially because of heavy power load shedding in the industrial hub of 
Karachi, then the growth rate of the sector in 2017-18 may fall below 5.5%. 
 
(ii) The major crop estimates for 2017-18 are given in the Information Compendium. It seems unlikely 
that the sugarcane output has increased by as much as 11.9% as the derived production of sugar has 
actually fallen by 7.2% during bulk of the crushing season. Maize is also a major crop and its output has 
fallen by 7%. This is not highlighted in the Compendium. Overall, a weighted growth rate of important 
crops yields an estimate of growth in the sector of 3%, significantly less than that by the PBS of 3.8%. 
 
(iii) Turning to the finance and insurance sector, a sector of direct interest to the SBP, the growth rate 
has been shown as 6.1% in 2017-18. The Compendium shows a sharp drop in profitability of banks in 
the first three quarters of 2017-18. As such, it is highly unlikely that the value added in the sector could 
have achieved a real growth rate of over 6%. 
 
(iv) The lower growth estimates for 2017-18 of the large-scale manufacturing and important crops 
sectors have the consequential impact of reducing the growth rate of the large wholesale and retail 
trade sector. 
 
Overall, the GDP growth rate in 2017-18 is unlikely to have exceeded 5%. Given the substantial 
capacity for research and statistics collection and analysis with the SBP, it ought to undertake 
consistency checks of national income estimates by the PBS. The motivation to raise the GDP growth 
rate artificially was, of course, high as 2017-18 is the pre-election year. 
 
There are problems also with other estimates for 2017-18. First, the overall investment rate appears to 
be overstated. In particular, the Compendium shows that public investment has been over target. 
However, the revised estimates in the Budget documents indicate that development spending by the 
Federal and Provincial Governments combined will fall short of the target by as much as Rs 563 billion. 
This short fall is equal to almost 1.6% of the GDP. There are clear indications that both the public and 
private rates of investment as percentage of the GDP have fallen in 2017-18. 
 
The fiscal deficit in 2017-18 was initially projected by the previous Finance Minister at 5.5% of the GDP. 
The present Finance Minister said earlier that it was likely to be 6.1% of the GDP. Now we are told that 
it is closer to 6.8% of the GDP. This is a classic case of the budgetary process going out of control in 



the last month of the financial year. 
 
A critical magnitude is the current account deficit in the balance of payments. The second quarterly 
State of the Economy review of the SBP for 2017-18 has a projection of this deficit in 2017-18 at a low 
of 4% and at a high of 5% of GDP. Despite the large range of this projection, the actual deficit could turn 
out to have been even higher, at close to 5.5% of the GDP. The problem with optimistic projections is 
that they create a state of complacency and lack of timely action. 
 
The projections for 2018-19 contained in the MPS also appear to be optimistic. Despite acute water 
shortage already in the Kharif season, constrained development spending, a negative impact on 
investment due to higher domestic prices of capital goods and cost of capital, limits to export growth 
due, in particular, to increase in the price of electricity, the MPC expects the GDP growth rate to be as 
high as 5.5%. The expectation of 4.5% to 5% growth is perhaps more realistic. 
 
The MPS rightly strikes a note of caution when it states that 'the near term management of the country's 
external accounts is of critical importance.' There is also the indication that the direction of change going 
forward of the NFA will be negative. This amounts to saying that the foreign exchange reserves will 
continue to fall. Unfortunately, there is not much cushion here. Net of 'swap' funds, reserves are close to 
only $3 billion, not even enough to provide import cover of one month. 
 
The SBP ought to be considering the use of diverse instruments to control the size of the trade deficit. 
Regulatory duties on more imported goods are unlikely to work in the presence of under invoicing and 
smuggling. The alternative instrument of a wider coverage of cash margins of up to 30% may be more 
effective, especially in preventing the speculative build-up of inventories by importers. 
 
Further, consideration should be given to simplifying the operation of the export incentive scheme. 
Commercial banks may be instructed to pay the incentive along with the export receipts to the exporter. 
The condition of achieving a minimum growth rate may also be dropped. Banks may then be 
reimbursed by the SBP. 
 
The SBP is advised to make balance of payments projections for 2018-19 of a realistic nature. The 
Compendium indicates that investment-savings gap is projected to be significantly lower as a 
percentage of the GDP than the magnitude observed in 2017-18. This implies a lower overall trade 
deficit in relation to the GDP in 2018-19. The basis for such an assumption has to be made explicit. 
 
The MPC has rightly opted for caution by making a relatively big enhancement in one move of 100 basis 
points in the policy rate. Appropriate justifications have been given for this recommendation, including 
the likelihood of a rising rate of inflation in coming months and the impact of an expansionary fiscal 
policy on particularly the demand for imports. A contractionary monetary policy is, therefore, the right 
choice at this time. 
 
There is the prospect of events unfolding in the next few weeks on the economic front which may 
require some crisis management. The MPC may have to meet more frequently and contemplate further 
enhancements in the policy rate. 
 
(The writer is Professor Emeritus at BNU and former Federal Minister) 
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