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Economy

Monetary Policy Statement

 The State Bank of Pakistan (SBP) is scheduled to announce Monetary
Policy Statement (MPS) for the next two months on Friday 19th March,
2021. We expect policy rate to remain unchanged at current level of 7.0%.
 Monthly inflation displays an upward trend up till Feb-21 with a +1.8%
m/m increase or +8.7%y/y primarily due to electricity tariff hikes.
 SBP will remain accommodative in it policy making in order to support
domestic economic activities while a gradual reversal in its liquidity
easing policy is expected towards 4QCY21 with the target of containing
inflation.
Status quo expected in upcoming monetary policy announcement
The State Bank of Pakistan (SBP) is scheduled to announce Monetary Policy
Statement (MPS) for the next two months on Friday 19th March, 2021. We expect
policy rate to remain ‘Unchanged’ at current level of 7.0%.
Market consensus remains skewed to “unchanged’ status
Market consensus on policy rate decision too hasn’t changed drastically since last
monetary policy statement announced in Jan-21. As for upcoming monetary
policy decision, nearly ~75% respondents are of the view that policy rate would
remain ‘Unchanged’ up from 70% in Jan-21, while 20% (20%) expect a rate
‘Hike’ whereas less than 5% (10%) believe a rate cut is underway.
Exhibit: Market Consensus Mar-21 over Jan-21
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Latest inflation up on electricity prices; rise in food prices seems to have
moderated
Monthly inflation display an upward trend in Feb-21 with a +1.8% m/m increase
or +8.7%y/y. But this increase was primarily due to electricity tariff hikes, rolled
out by the government which has contributed towards an upward trajectory for
overall utility prices.
Apart from utility prices index, the much feared segment, food prices continue to
rise; up by +0.8%m/m or +9.7%y/y in Feb-21; but overall price trend has started
to come-off.
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Real Interest rate are slightly higher than SBP comfort zone
Incorporating the recent rise in headline inflation, 3m forward inflation (CPI:
+10.5%e) as for now remains slightly out of SBP comfort zone, at negative 3.5%.
However, SBP in its last monetary policy statement highlighted that a potential
move is more or less dependent on economic recovery and its durability. Whereby
any rate increase will be done in a gradual fashion. To recall, excerpts from last
monetary policy statement issued in Jan-21;

Exhibit: Food Prices
Urban: Food Prices y/y
Rural: Food Prices y/y
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 Monetary policy to remain unchanged in the near term as SBP waits for
economy recovery to become more durable and the economy returns to full
capacity.
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 Moreover, potential adjustments if necessary will be done in much ‘gradual’
way to achieve positive real interest rates.
Economic recovery and durability; large scale manufacturing, credit growth
and external account
The Large-scale Manufacturing (LSM) evidently has so far responded well to the
rate cut (negative real rates) and by Jan-21 rebounded by +9.13% to its preCovid19 level. However, more importantly, major value-addition is down to MOI
(Ministry of Industries) index a proxy for industrial sector performance which
underwent a growth of +10.38%. Co

Dec/20

Exhibit: Private Sector credit growth

21.4%

Moreover, since Dec-20 Pakistan’s Current Account Balance has posted a deficit
for the second consecutive month bringing 7mFy21 cumulative balance to USD
912mn (Jan-21: 229mn and Dec-20: USD 652mn deficit) suggestive of a spur in
economic activity.
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However, in terms of growth durability a key proxy factor, foreign direct
investments (FDI) although showing positive inflow of USD 1.3bn during
8mFy21, remains rather thin compared to last year; USD 1.8bn (down by
30%y/y). Similarly, private sector credit growth remain subpar, with Dec-20
credit to private sector business up by 5.1% to PKR 6.26trn.

Exhibit: Rising yields
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Similarly, imports bill have gone up by nearly 58% since May-20 to Jan-21, but
more importantly overall machinery imports have more than doubled; 106%
during the same period, with a combined weightage in overall imports now
standing at 16.2% compared to 10.5% back in Feb-20.

4-Mar-21

Yields bracing up for a possible upside inflation surprise
Treasury and bond yields have jumped sharply so far starting 2021 amid concerns
of rising inflation. Bond yields for 3 / 5 & 10 year tenure have gone up by 32 / 75
& 52bps whereas, 3 /6 & 12 m treasury yields have gone up by 32 / 57 & 62bps
till 16 Mar-2021.
Overall inflation has gone up by +1.6% since Dec-20 to Feb-21, (+8.7% mainly
due to rise in electricity prices in Feb-21). For the months leading up to Jun-21,
average inflation expectation remain well anchored around, ~10.5% despite a
healthy demand season (Ramadan).
While the rise in yields have been incorporating surge in domestic prices along
with uptick in international commodity prices in particularly oil prices (up by
+37% to USD ~68/bbl), but this has not fully reflected in actual inflation. For
instance, domestic POL prices have increased by a mere 7/8% for HSD & MS.
In fact core inflation again still remains well above its historic averages. In
comparison, Feb-21 core inflation has dropped nearly 160-170bps below from last
year’s level – Urban: 6.4% in Feb 21 vs. 8.0% last year, Rural: 7.7% in Feb 21 vs.
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Exhibit: Core inflation (Non-food, Non-Energy)
Core Inflation: Urban
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9.4% last year.
Rising yields initially triggered stock market downturn
Amid rise in treasury and bond yields equity market volatility has already
increased. To recall, market began to lose its upward momentum since Mid Feb21 just when the yields started to rise proceeding to high market valuation and
more sharply since 5 Mar-21, plunging about ~4,000 points. But since then,
market has recovered some of its lost grounds, implying further rise in treasury
and bond yields seems to be in the back mirror, topped up with market earnings
growth depicted by forward market P/E of 6.76x.
A reversal in expansionary policy unlikely in the upcoming months.
In FY21 SBP has set an inflation target of 7-9%, with lower bound range based
on ‘absence of demand pressure’, and our assumption is close to SBP range at
8.8%. SBP will remain accommodative in it policy making in order to support
domestic economic activities before moving towards a gradual reversal in its
liquidity easing policy towards 4QCY21 with the target of containing inflation.

Exhibit: Market earnings and 10yr bond yield
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Rating System

Buy
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