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SBP delivers a 50bps hike; Rate hike cycle to
slowdown in CY18










Exceeding market consensus as well as our estimates, State Bank of Pakistan
(SBP) in latest Monetary Policy Statement, delivered a 50bps hike in policy rate
to 6.5%
In view of SBP, the widening current account deficit of growing imports as well
as the recent increase in oil prices is expected to further push current account
deficit to a higher level
Although the risk in external accounts is imminent, but we view widening trade
deficit as indicative of ‘temporary’ demand supply imbalances arising to
support higher economic activity
Going forward we do not expect rate hike to accelerate, in fact we now expect
a maximum of 25bps before CY18 end compared to market consensus of 5075bps additional rate hike
The overall negative valuations impact for the policy rate increase stands
marginal at ~3-4% (for IGI coverage companies excluding banks), we expect
the event to be relatively a non-mover for the market. For banks, we view
current prices to have already incorporated rate hike to a certain extent

SBP proactively delivered a 50bps hike
Exceeding market consensus as well as our estimates, State Bank of Pakistan (SBP) in
latest Monetary Policy Statement, delivered a 50bps hike in policy rate to 6.5%, with
subsequent increase in discount rate to 7.0%. Given the linguistic tone of the statement,
we sense a rather bleak outlook. Chiefly, the decision to increase policy rate is based on
changes in SBP assessment from its last issued monetary policy meeting held 2months
back. SBP notes,
‘’ […] since the last meeting, in MPC’s assessment the balance-of-risks to the
sustainability of the healthy-growth-low-inflation nexus have shifted […]’’
Here the assessment criteria primarily mean, escalated risk of balance of payments
(BOP) in the wake of a) higher international oil prices and, b) limited financial inflows.
Additionally, higher than initial estimated fiscal deficit at 5.5% of GDP (compared to 4.1%
target) has also led to change in SBP assessment criteria.

The view forward
Having said that, SBP showed confidence on achieving inflation target of below 6.0% for
FY18. However, the regulator is not so confident on government achieving its GDP
growth target of FY19 at >6%, primarily given challenges on external account and its
subsequent impact on PKR. All in all, SBP indicated that the reduction in external account
risk will be a key guidance for monetary policy going forward.
“[…] SBP’s assessment of overall macroeconomic picture suggests that this target is
ambitious and would critically depend on managing the growing pressures on the
external account […]”
Source: SBP & IGI Research
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Should we be expecting faster rate hike in coming months?
In view of SBP, the widening current account deficit of growing imports as well as the
recent increase in oil prices is expected to further push current account deficit to a
higher level. And with insufficient financial inflows, this could be a drain on overall
country’s FX reserves, which are down to USD 10.3bn witnessing a reduction of nearly
USD 5.8bn. Although the risk in external accounts is imminent, but we view widening
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trade deficit as indicative of ‘temporary’ demand supply imbalances arising to support
higher economic activity. Moreover, on oil prices, since the monetary policy statement
issued on 30th march 2018 Arab light was trading at ~USD 67/bbl which is less deviant
from today’s trading price of ~USD 70/bbl. Our outlook for oil prices remains bearish in
the near-to medium term. Since both key factors seem temporary rather than structural
in nature, a quick fix will be hard to come by. Earlier, to restrict imports, government
imposed regulatory duties and increased custom duties on import of luxury goods, while
to induce export growth the government unveiled export packages. However, as we
argued earlier, this will be of less benefit.
Nevertheless, going forward we do not expect rate hike to accelerate, in fact we now
expect a maximum of 25bps before CY18 end compared to market consensus of 5075bps additional rate hike.

Minimal impact for the market; for banks rate hike to an extent already
incorporated
The overall negative valuations impact for the policy rate increase stands marginal at ~34% (for IGI coverage companies excluding banks), we expect the event to be relatively a
non-mover for the market. For banks, we view current prices to have already
incorporated rate hike to a certain extent. Having said that, our banking universe
valuations are impacted only marginally by 4-5% on a 50bps rise in discount rate.
Currently, equities are trading at a forward PE 8.5x, with a dividend yield of 5.3%.
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Basic Definitions and Terminologies used: Target Price: A price target is the projected price level of a financial security stated by an
investment analyst or advisor. It represents a security's price that, if achieved, results in a trader recognizing the best possible outcome
for his investment, Last Closing: Latest closing price, Market Cap.: Market capitalization is calculated by multiplying a company's shares
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