Economic Analysis (522)

Second Assignment


Q. 1
Write one page comprehensive note on each of the following:

Ans.
Aggregate supply

The total value of goods and services that a firms would willingly produce in a given time period is called aggregate supply.


Aggregate supply depends upon the price level, the productive capacity of the economy and the level of the costs.


Aggregate supply curve has the same shape as has the aggregate demand and this often uses to analyze macroeconomics conditions.  The aggregate supply curves depicts the amount that businesses would willingly produce and sell at each price level, other things held constant.


National out put and the overall price level are determined at the intersection of the aggregate supply and aggregate demand curves.


Fiscal Policy

Fiscal policy is based on the methods by which the government obtains its revenue and to the objectives under which it incurs its expenditure and obtains loans whenever required.


Fiscal policy plays a vital role in resource allocation to the desired sectors, maintaining macroeconomics stability and accelerating economic growth with equitable distribution of income.


Fiscal policy largely depends upon the decisions made by the government on having tax collection by which resources are transferred from the private sector to the Government.  This is also deals with matters concerning to the government expenditure under which resources are transferred from the government to the private sector.


Monetary Policy

Monetary policy comprises measures taken by the government and state bank to regulate monetary flows.  The policy covers not only the aggregate flows of cash and credit in the economy but also the cost, the regional, sectoral and seasonal distribution of monetary and credit resources, and the dispersion of resources between public and private sectors.  Thus monetary policy is not only a regulatory mechanism, it also performs allocative functions in the economy.  However, it must be remembered that monetary mechanism is a delicate instrument especially for developing countries.  Its execution needs a cautions and balanced approach and in many cases the use of sophisticated indicators.  Decisions regarding the flow of monetary resources and their allocation between competing demands have to be based on a realistic appraisal of the country’s current situation along with projections of future economic trends.


Inflation

Inflation may be defined as a general increase in the level of prices over a given period of time. For example, if the prices in 1996 were 10% higher than the prices in 1995, we can say that the rate of inflation was 10% in 1996.


Higher inflation imposes significant economic and social costs.  The persistence of double-digit inflation is major threat to macroeconomics stability.  Higher inflation reduces the real return on financial assets and hence discourages savings on the one hand and encourages the accumulation of non-financial assets on the other and also inflation distorts the allocation of resources and adversely affects economic efficiency and growth.  A high rate of inflation erodes the country’s external competitiveness by allowing the real effective exchange rate to appreciate and thus acts as a drag on exports and undermines the government’s efforts to improve the trade balance.


Theory of comparative advantage

Theory of comparative advantage is based on that a nation should specialize in producing and exporting those commodities which it can produce at relatively lower cost, and it should import those goods for which it is a relatively high-cost producer so that it can benefit from trade even if it is absolutely more efficient or absolutely less efficient as compared to other countries in the production of every good.


Gross national product

Gross National Product is defined as “the money value of all the final goods and services produced by the people living in a country for a period of one year.


Goods include rice, wheat, furniture, cars etc. and services include professionals’ services rendered by professionals like advocates, doctors, teachers.


So all money value of final goods and services produced in one year are added and the sum come up with the Gross National Product of a country.


Gross domestic product

Gross domestic product refers to the total money value of the final goods and services produced within a nation during a given year.


Gross domestic product is a yardstick to measure economy’s performance of a nation through measuring what the country produces with its land, labour and capital resources.


Gross domestic product equals the sum of the money values of all consumption and investment goods, government purchases and net exports to other countries.


Propensity to save

Propensity to save is defined as the fraction of an extra amount of disposable income that goes to extra saving.


To analyze saving behaviour this is important as saving is such important part of the macroeconomics.


Propensity to save and propensity to consume are relevant to each other as disposable income equals savings plus consumption.  This implies that each extra amount of disposable income must be divided between extra saving and extra consumption.


Propensity to consume

Propensity to consume is the extra amount that people consume when they receive an extra amount of disposable income.


To analyze consumption behaviour this is important as consumption is such important part of the macroeconomics.


Propensity to consume and propensity to save are relevant to each other as disposable income equals consumption plus savings.  This implies that each extra amount of disposable income must be divided between extra consumption and extra saving .


Balance of trade

Balance of trade is defined as a systematic record of all economic transactions, include all the visible and invisible goods imported and exported, of a country with the rest of the world in a given period time.


Balance of trade’s record shows the accounts of exports and imports which are traded in nature e.g. wheat, rice, cotton, jute, machinery, etc.


To consider whether the balance of trade is favourable and unfavourable, the export receipts and import payments of each goods are compared.  If receipts are equal to the payment the trade will neither favourable nor unfavourable.

Q.2
Discuss the importance of the calculation of GNP and narrate the methods for its calculation.

Ans.
Gross National Product (GNP) is defined as “the money value of all the final goods and services produced by the people living in a country for a period of one year.


Goods include rice, wheat, furniture, cars etc. and services include professionals’ services rendered by professionals like advocates, doctors, teachers.


So all money value of final goods and services produced in one year are added and the sum come up with the Gross National Product of a country.


Generally the following method is used for calculation of the GNP.


GNP = C + Ig + G + X - M


Where


C = Personal Consumption Expenditure


Ig = Gross Investment ( Public and Private)


G = Government Expenditure on goods and services.


X-M = Export Surplus (including net foreign investment)


Now in the following the exact meaning of GNP are discussed in point by point:


Personal Consumption Expenditure

This includes the total of expenditure on food, clothing, entertainment, etc. of the people living in a country on consumer goods and services in a period of one year.


Gross Investment ( Private)

This includes the aggregate of all the investments on the construction of new factories, building, etc. made by the people in a country throughout the year.


Gross Investment ( Public )

This includes aggregate investment on construction of roads, dams, etc. made by the government within a period of one year for the development of the country.


Government Expenditure on goods and services

This includes the consumption and capital expenditures e.g. expenditure on the purchase of goods and services from private business enterprises, expenditure on government employees and government transfer payments.


Export Surplus

This includes surplus obtained by deducting the value of imports from the value of exports of a country.  Thus the aggregate earning if a country through net exports is known as the export surplus.


Net Foreign investment

This includes the difference between outgoing capital for investment and the incoming capital for investment.  Payment for securities, bonds, etc. is a part of incoming/outgoing capital for short term investment where as setting up of a factory in foreign country will be part of incoming/outgoing capital for long term investment.

Q.3
Discuss the salient features of the monetary policy of Pakistan.

Ans.
Monetary Policy

Monetary policy comprises measures taken by the government and state bank to regulate monetary flows.  The policy covers not only the aggregate flows of cash and credit in the economy but also the cost, the regional, sectoral and seasonal distribution of monetary and credit resources, and the dispersion of resources between public and private sectors.  Thus monetary policy is not only a regulatory mechanism, it also performs allocative functions in the economy.  However, it must be remembered that monetary mechanism is a delicate instrument especially for developing countries.  Its execution needs a cautions and balanced approach and in many cases the use of sophisticated indicators.  Decisions regarding the flow of monetary resources and their allocation between competing demands have to be based on a realistic appraisal of the country’s current situation along with projections of future economic trends.


Objectives of Monetary Policy

Monetary policy is essentially an instrument for stabilizing the behaviour of such crucial variables as the external value of the currency, the balance of payments position and the general price level and interest rates.  These objectives can be attained if the monetary policy succeeds in balancing the money supply with the demand for money at any particular time.  If the demand for money is even slightly overestimated or underestimated by the monetary authorities, the miscalculation can create a number of complications such as a distortion of saving and investment patterns and income distribution, and balance of payment problems.  


In Pakistan, where money markets and institutions are not fully evolved and governments are politically weak, may face considerable difficulty in the task of influencing and controlling the supply and demand variables of money and credit.


In addition to these essentially short-term goals, monetary policy must also aim at achieving its prime objectives: i.e., continuous economic expansion through the optimum utilization of resources; and controlling inflation which is now becoming almost an integral part of the economic landscape in Pakistan.  While inflation cannot be completely eliminated under current circumstances, monetary policy must at least keep inflationary trends within certain restraints.


In the following salient features of the monetary policy of Pakistan are discussed which are mainly to instruments used in Pakistan since all the conventional control techniques are not applicable in developing countries:

•
Bank rate

This is the rate at which the State Bank buys or discounts bills of exchange and other commercial papers.  This is also the basic interest rate.  All the other interest rates in the banking system, like the deposit rate paid by the banks to their depositors and the rates at which bank lend for short and long periods, are tied to it.  With any change in the bank rate, similar changes take place  in the entire interest rate structure of the banking system.

•
Cash Reserve Requirement

All scheduled banks are required to deposit a certain percentage of their total liquid assets with the State Bank.  Technically, the government can bring about a change in reserve requirement but normally the State Bank exercises this authority on the government’s behalf.  A rise in the cash reserve requirements restricts the bank’s lending operations while a fall can encourage them to advance more credit.

•
Selective Credit Control

The State Bank usually have considerable authority to control the composition of bank credit.  SBP can direct banks regarding the distribution of credit between different sectors and uses, between long term and short-term loans, margin requirements for advances against certain types of assets and the interest to be charged on different types of advances and from different borrowers.

•
Credit Ceiling

A credit ceiling for the banking system as a whole or for each individual bank, can exercise some influence over the total volume of credit though not on its direction or use.

•
Liquidity Ratio

This is the ratio between a bank’s liquid resources and its total liabilities.  While a low liquidity ratio may lower public confidence in the banking system and may also allow banks to liquidate their investments in government securities to finance credit expansion, a high ratio adversely affects the credit flow in the economy and the overall profitability of the bank.

•
Open market operations

This consists of the purchase and sale of securities by the State Bank in the open market.  The quantity of cash in the money market increases with the purchase of securities whereas their sale has contractionary effect.

•
Credit Quota

The State Bank can also limit its own lending to banks by fixing a credit quota for each bank and borrowing over and above the limit may carry a higher interest rate.

In Pakistan, in addition to these instruments, the State Bank of Pakistan also offers informal advice, guidance, and persuasion to banks in various matters.  Such informal control may have become fairly important particularly after the nationalization of banks and the consequent unification of their operating policies.

Q.4
How does fiscal policy help to control the economic operations of a country.


Fiscal Policy

Fiscal policy is based on the methods by which the government obtains its revenue and to the objectives under which it incurs its expenditure and obtains loans whenever required.


Fiscal policy plays a vital role in resource allocation to the desired sectors, maintaining macroeconomics stability and accelerating economic growth with equitable distribution of income.


Fiscal policy largely depends upon the decisions made by the government on having tax collection by which resources are transferred from the private sector to the Government.  This is also deals with matters concerning to the government expenditure under which resources are transferred from the government to the private sector.


Fiscal policy helps in the following manner to control the economic operations of a country:


STABILITY IN PRICES


One of the main objectives of Fiscal Policy is to keep the price stable.  This means allowing persistent and slow increase in the general price level.  This does not mean the price freezing because this retards the growth of an economy while price stability generally promotes the growth of an economy.  Fiscal policy plays a vital role in regulating the price mechanism in a capitalist economy for the most appropriate use of its resources.


Certain level of consumption

Though Fiscal policy government achieves a desirable level of consumption in the society by bringing changes in their market prices.  The government enhances the purchasing power of lower income group by giving raising salaries and pension so that they do not suffer to a great extent during the period of inflation.


At the time to discourage the consumption, the government takes actions to raise the price of the goods by increasing sales tax, excise duty, etc.


Maintaining level of employment

Through fiscal policy, the government struggles to attain a fully level of employment so that it reflects a dynamic growth in the economy.


In our country the  role of fiscal policy is to increase the level of employment to the utmost possible level.  For this purpose the government expenditure is got to be kept extremely high which would deliberately be made through deficit financing under a deficit budget.  Government ensures that its expenditures are high by launching public works programmes and also promotes welfare programmes so that jobs may be provided for a large number of people in the country.


Level of income distribution

Situation of unequal distribution of wealth can be checked by the Government through progressive taxes.  As a measure for overcoming the problem of unequal distribution of wealth, the Government increases the rate of direct taxes so that the upper class of the society pays more out of their high income and to achieve a more or less equal distribution of income in the society.


For Economic Growth and development

Fiscal policy is used to achieve a high rate of economic growth and development so that it releases them from the clutches of poverty.  For this purpose government widens its budgetary deficits and in doing so raises the investment level.  To do this government obtains financial resources internally by selling security to the people and externally by obtaining loan from the International Institutions. The government also provide incentives to foreign investors to attract them to make investments in the country.


EQUILIBRIUM IN THE BALANCE OF PAYMENTS


Fiscal policy is used to promote export and reduce imports.  In order to promote exports of local products the government reduces or withdraw duties on export and also allows subsidies to exporters to induce them into exporting their goods.  In order to control imports the Government increases the duties imposed on imports or even ban such items from entering the country altogether.


By doing this the government rectifies the adverse balance of payment situation and able to achieve the equilibrium in balance of payment.

Q.5
Critically evaluate the international trade policy of Pakistan.

Ans.
Highlights of trade policy of Pakistan for the year 1998-99:


Export target of $ 10 billion


Rs. 25 billion allocated for export refinance.


Exports allowed to CARs through land routes.


Cut in mark up rate from 11 to 8 per cent for export refinance.


Sales tax, income tax and duty drawback refund within 30 days.


Zero-rated invoices facility for exporters.


Restrictions on 15 banned items lifted for exports.


Rs. 5 billion allocated for SMEs at lower mark-up.


Cotton export restricted to 200,000 bales.



The trade policy of Pakistan reflects the government’s high hopes in the field of export.  Undeterred by the country’s poor performance in the export sector in the previous year reflected in the failure to achieve the growth target of 15% despite devaluation, the Commerce minister has fixed an export target of $ 10 billion.



The pioneering export marketing plan will be chalked out, product up-grading fund will be provided to offer matching grants to exporter-manufacturers and warehousing scheme will be introduced to facilitate indirect exporters and small and medium enterprises to get their exported input free of duties and taxes.



The government will lift bank on export of 15 items with the hope that gradually restriction on export of all other items be lifted to diversify export base of the country.



The government will introduce a mechanism for transparent and creditable input and output co-efficient to facilitate the system of duty drawback.  Prompt payment of duty drawback.



The restriction on cotton export to a limit of 200,000 bales to limit the cotton exports so that no shortage of cotton in the local market and the local textile industry can not import cotton at a much higher rate than it was exported out of the country.



Export refinance rate has been reduced from 11 per cent to 8 percent which is expected to boost the textile exports.



The government has allocated a sum of Rs. 60 billion for Kharif and Rabi crops for achieving the target of 23.6 million tonnes of wheat this year.  These factors would be the targets of arresting the import bill and reducing the trade deficit at zero level.  If the wheat target is 23.6 million tonnes against the total requirement of 22 million tonnes, country would have surplus wheat.


Steps to improve the competition edge of exports, encouraging export of value added products and evolving export friendly culture, the Government has also taken the following measures:

•
Availability of raw materials and machinery to exporters at international prices.  Reduction of duty on import of machinery for export oriented industries to 10%.

•
Reduction in import duty on raw materials/components used in exports products.

•
Ensuring access to export finance and reactivating the export credit guarantee scheme.

•
Encouraging the use of ISO 9000 certification.  Incentives package has also been devised for the promotion of information technology.
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