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Inflation, Interest rate, and Investment outlook amidst a weakening PKR

The signing of Staff Level Agreement (SLA) with IMF 
and subsequent inflows from IMF and friendly coun-
tries initially brought some stability in exchange rate. 
However, the unabated demand for USD with the 
lifting of most of the import restrictions and selective 
allowance of repatriation on account of profits and 
other services, has brought PKR under pressure again. 
The higher than expected Current Account Deficit 
(CAD) of July is reflective of this trend where merchan-
dise imports have again normalized to around USD4.2 
billion as against run rate of USD3.5 billion in last three 
months. Consequently, during August alone, PKR depre-
ciated by around 6.6% and with that, the currency has 
devalued by around 34.9% from January this year till August end. Another worrying aspect in the currency 
market is the widening gap between the open market and interbank rates. Against the IMF’s permitted gap of 
1-1.5% between the kerb and interbank market, the difference has stretched to around 5-7%, which 
portends further weakness in the currency against the greenback. This also implies that inflows through 
formal channels will face pressure, unless the gap is narrowed somehow. Although with IMF program, con-
cerns have somewhat softened but financing of the elevated external debt repayments due in the next 12 
months is still a challenge, which would continue to exert pressure on the local currency. The PKR weakening 
is also fueling inflationary pressure in the economy as a lot of commodities and items in the CPI basket direct-
ly and indirectly get affected by the exchange rate movements. In short, the stress on PKR due to removal of 
restrictions on trade on IMF condition, future debt repayments, & uncertainty on the economic & political 
front has lead to an increase in inflation, and interest rate expectations on account of imported inflation. 

Inflation and Policy Rate outlook for FY24: For FY24, 
we now expect the average inflation to be in vicinity of 
25%, higher than the estimates of SBP. The steep 
increase in administered power tariffs has already 
altered the trajectory of inflation. And as mentioned 
earlier, while inflation will be high on account of PKR 
depreciation and the resultant imported inflation, it 
will also remain elevated due to expected upward 
adjustment in gas utility prices, further increase in retail 
fuel prices, and its second-round impact. In order to 
contain the aggregate demand pressure and control the 
expected rise in inflation, and keeping in view altered 
inflation trajectory, further hike in interest rates is likely. With global commodity super cycle waning gradu-
ally, and slowdown of Chinese economy, we remain cautiously optimistic that the current account deficit 
will be better managed going forward. 

Investment outlook - Fixed Income: In line with the increase in policy rates, returns offered by the fixed 
income avenues have become quite attractive. Similarly, improving returns along with the added benefits 
of ease of withdrawal have made income mutual funds an attractive option for investors in both the conven-
tional and Islamic categories, which are currently offering double-digit returns. These income funds are 
ideal for investors with low risk appetite and higher liquidity requirements.
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As the above charts show, the return on our fixed income funds have increased accordingly with the increase in the 
Policy Rate. NBP Money Market Fund that primarily invests in T-Bills and AA and above rated bank deposits has 
offered its investors an annualized return of 20.8% during August 2023. NBP Islamic Money Market Fund is a Shariah 
Compliant money market scheme that aims to consistently provide better return than the profit rates offered by Islamic 
Banks / Islamic windows of commercial banks. During August 2023, the Fund has provided its investors an annual-
ized return of 19.7%.

Investment outlook - Stock Market: In terms of stock market outlook, we feel that current stock market valuations 
compensate for the risks highlighted. In the past two years (FY21 and FY22), corporate profitability of listed companies 
has almost doubled. For FY23, profitability is expected to grow by around 14%, and the companies are poised to 
exhibit further double-digit growth in FY24 despite imposition of super-tax. Due to mounting inflationary pressures 
amidst steep devaluation seen in the last few quarters, demand as well as margins of cyclical corporates will come 
under pressure. However, for other sectors that remain insulated from demand pressures, and are beneficiaries of PKR 
devaluation and interest rate upcycle like Oil & Gas, Power Generation, Fertilizers, Technology, and Commercial 
Banks, we expect robust earnings growth going ahead, offsetting the decline in cyclical sector profitability. Therefore, 
we expect that overall corporate profitability would continue to grow, albeit at a modest pace. Due to lacklustre 
market performance over the last few years, Price-to-Earnings Ratio (P/E) has come down to a multi-year low of around 
3.9 times (earnings yield of around 25.6% vs 10yr PIB yield of 16.31%). The Market Capitalization to GDP ratio, has 
also touched historic low levels of 6.3% against the long-term average of 22.3%. Any tangible improvement on 
economic and political fronts is expected to trigger a strong rally, whereas the continuation of IMF program remains a 
key support for the market.

Investors with medium to long-term investment horizon are advised to invest in the stock market via our NBP Stock 
Funds to capture attractive valuations, whereas risk averse investors can benefit from high interest rate environment via 
our NBP Savings Funds.
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