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The inflation challenge 
The Monetary Policy Committee of the State Bank of Pakistan (SBP) decided to raise in the discount 
rate by 100 basis points while acknowledging that the inflation projection may be revised upward to 
12 percent. The budget for 2019-20 projects inflation from between 11 to 13 percent, an estimate 
endorsed by the International Monetary Fund (IMF) staff report released after the Board of Directors 
approved the 6 billion dollar Extended Fund Facility (EFF) to Pakistan. Although inflation is 
considered a primary responsibility of a central bank, but in Pakistan, the central bank would have 
difficulty in addressing it alone. This is so because, in our case, it is a function of supply-push rather 
than demand-pull pressures as prices are determined largely by retail fuel prices and rupee to US 
dollar parity as against discount rate. Thus, inflation and its control falls also within the domain of 
the Ministry of Finance and the new economic sovereign besides the SBP. 
 
The governor SBP noted that the 100 basis points increase was expected by the market and one 
would assume with the objective of calming down speculative jittery market elements. He added that 
adjustments related to interest rates and exchange rate from previously accumulated imbalances has 
already taken place; though he was quick to add that going forward action will depend on economic 
developments and data outturns. Be that as it may, reduction in inflationary pressures cannot be 
brought about through monetary tightening (raising discount rate and adopting a market-determined 
exchange rate) alone. It has to be combined with a contractionary fiscal policy. And needless to add, 
the EFF design calls for the SBP to raise the discount rate as well as a fiscal policy that envisages a 
raise in total tax collections by about 1.4 trillion rupees. The budgeted tax collection target for the 
current year has been set at 5.8 trillion rupees with claims that the revised estimates of last year were 
4.39 trillion rupees. The IMF report indicates Federal Board of Revenue's collections for the 
outgoing year at 4.153 trillion rupees and the target set for the current year at 5.503 trillion rupees - a 
difference of 1.35 trillion rupees. 
 
However, what is a source of concern is that while the EFF design fully supports a contractionary 
monetary and fiscal policy it does not envisage any reduction in government expenditure. On the 
contrary, the budget documents reveal an increase in government expenditure in the current year that 
is more than the projected increase in tax collections when compared with the revised estimates of 
the outgoing fiscal year 2018-19. Thus, while taxes are to be raised by 1.4 to 1.6 trillion rupees, 
current expenditure is budgeted to increase from the revised estimates of 2018-19 of 5.589 trillion 
rupees to 7.288 trillion rupees - a raise of 1.69 trillion rupees while federal development expenditure 
is budgeted to rise by 201 billion rupees (revised estimates of last year 500 billion rupees and 
allocations in the current budget 701 billion rupees). Total expenditure rise envisaged in the current 
year 2 trillion rupees. The EFF designers may well argue that government expenditure has not been 
curtailed and instead raised to ensure higher growth rate but then the projected growth rate is given at 
2.4 percent in the budget documents as well as in the IMF staff report, the lowest rate in well over a 
decade. Based on the foregoing, a rate of inflation well above 13 percent in the current year (closer to 
15 to 16 percent) would be a realistic projection as private sector growth will be stifled due to lower 
credit because of its increased cost, while government's current spending has been budgeted to rise at 
a faster pace than development spending. 
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Another area of concern is the more compelling problem that the central bank is required to address. 
It needs to increase the maturity period of the country's market-related debt. That is not likely to 
happen till the market perceives an end to the monetary tightening cycle, or in other words, a signal 
that interest rates have maxed-out, because with rising discount rates banks will remain focused on 3-
month maturity T-Bills. It is only the end of the monetary tightening cycle that would instill 
confidence in the banks to invest in PIBs which is direly needed to improve the domestic debt 
dynamics. 
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