The new monetary policy
By Sultan Ahmed

THE monetary policy for the fiscal year 2007-2008 has been announced by Governor of the State Bank of Pakistan Dr Shamshad Akhtar. It maintains the recent policy of monetary restraint and moderation, seeks to lower the inflation rate to 6.5 per cent and sustain the growth rate of 7.2 per cent.

Whether it will succeed in either or both objectives depends on several other factors including the response of industrialists and businessmen, or simply the traders and the consumers who have done little more than protest against high prices. If they want to achieve a lower level of inflation, they have to play a more pro-active role and reduce consumption of over-priced goods and stop patronising high priced services.

As this is being written, the prices of twenty kitchen items have risen sharply. This is a daily occurrence though the number of items being affected varies.

A key element in the monetary policy is raising the discount rate, the rate at which the State Bank lends its money for three days to commercial banks, by half a per cent to a full 10 per cent, which may raise the banks’ lending rate to 13 per cent from around 11 per cent. The State Bank has followed this time the US central bank which has been raising its interest rate by a quarter per cent quite many times. But unlike that, the State Bank has raised the discount rate by half a per cent and made the total around 10 per cent, enabling banks to raise their rates up to 13 per cent and that is a large area of gains for them and loss to business class.

The monetary expansion in fiscal 2007-2008 will be 13.7 per cent. But not all the bank credit provided maybe used by borrowers. In the last fiscal year, the borrowing was short of the target by Rs9.9 billion.

At the same time, the governor has asked the federal government to return Rs62.3 billion which it had borrowed from the State Bank to reduce the inflationary impact. When the federal government borrows from the State Bank, the money comes through the process of printing extra currency which, when it goes in to the market, aggravates inflation. Hence Dr Akhtar wants the government to borrow through the PIBs. The finance minister has agreed to return the money but not all of it. In making this demand, Dr Akhtar has been both consistent and bold. In 2006-07 the government’s bank borrowing was only 10 billion rupees but last year the amount jumped to 62.3 billion rupees which was excessive.

While enabling the banks to increase the credit by 13.7 per cent, the State Bank has also made the banks increase their capital reserve to three billion rupees. Out of 32 banks, 19 have raised their capital and the others are either trying to merge or go out of business by selling themselves to larger banks.

Similarly the State Bank has done away with the need for banks to have a cash reserve of seven per cent so as to encourage savings. That means the banks will have more money to lend.

The State Bank says one of the factors responsible for a price rise is the recent increase in salaries. But while the salaries of government employees, federal and provincial, have been raised by 15 per cent, those of the judges of the superior courts have gone up by 25 per cent but its contribution to inflation will be small.

Now can the monetary policy lower the inflation rate to 6.5 per cent from seven and particularly the food inflation rate of 10.3 per cent which hits hard the poor and the low income groups? In India the inflation rate has come down to 4.36 per cent from 4.41 per cent. A year ago, it was 4.72 per cent.

The Reserve Bank of India has also acted by making the REPO rate 7.75 per cent and making the cash reserve for banks 50 per cent which reduces the capacity of banks to lend. Businessmen and industrialists who have to pay higher interest rates pass on that to the consumers and make larger profits as well. But the consumer has no such option. He either cuts down what his family eats or has to try to take on a second job if he can get one.

In China, when the interest rate for lending was raised recently, the interest rate for saving was also pushed up correspondingly. It is so because China does not want its savers to be the losers. Not so in Pakistan. We are averse to dictating the interest rates the banks can provide to savers. The ratio of the weighted average of the interest for savers here is one to four of what is provided to the lenders. Hence, the banks gain four times on the income of savers and are making huge profits and offer fabulous bonuses to their chiefs. Justice has to be done to the savers if we are to save more and invest more instead of depending too much on foreign loans with its political overtones. The problem can be solved if the State Bank would fix the interest rate for saving instead of regarding that as interference in free enterprise.

If inflation has to be reduced and exports increased, there has to be more of savings and investments and that can be done only by promoting the savings and rewarding the savers. Now when we are talking of public private partnership, the State Bank should not hesitate to fix reasonable saving rates. It is not necessary that a fair rate of savings should be only for large saving deposits and for long periods. This is a country in which banks ask the students to open bank account with one rupee deposit. Now you need a lakh of rupees to be treated well by well established banks.

If the banks would not listen to reason and persuasion of the State Bank and the interest of millions of savers suffer, the State Bank should not hesitate in fixing or suggesting savings rates.

Now the exporters have the fear that since 30 per cent of the export refinance has to come out of the resources of the bank, the banks may not be promptly doing that or charge the concessional rates for the export refinance. Their concern is genuine and the governor has assured them to review the situation after two or three months in the light of the performance of the new monetary policy.

The monetary policy can have limited success in an environment in which money is afloat from too many sources, particularly in the large informal economy. The foreign investment apart even home remittances of 2.5 billion dollars came from the Gulf region last year. How much of that was real remittance and how much recycled funds is not known. In such an environment a tight monetary policy has limited success particularly in a high profit economy. Still the State Bank has to do the best it can.
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