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Monetary Policy
· Monetary policy is concerned with regulation of quantity, cost and allocation of money and credit in the economy. It is a mechanism, which has serious implication for economic development .It helps individuals decide the amount and place of investment, rate of savings and spending.

Definition of Monetary Policy
· The actions of a central bank, currency board or other regulatory committee that determine the size and rate of growth of the money supply, which in turn affects interest rates. Monetary policy is maintained through actions such as increasing the interest rate, or changing the amount of money banks need to keep in the vault 
· Money policy in many countries has been kept away from direct arena of government. The government only establishes basic rules and eventual targets. However, in Pakistan many policy has been a much more government controlled and influenced tool.
· Interest rates have been pre-determined
· Sector credit targets are defined
· Market has not  played an influential role
The monetary management may be divided into two periods
· pre-1991 period
· Post-1991 period
· Pre- 1991 Period
· Pre-1991 period
· Before the 1991 financial sector reforms, the government’s management program was considered to be a loosely managed, highly unorganized system. In 1972, when the banking reforms were taken, a National Credit Consultative Council (NCCC) was established to determine the distribution of credit in the economy.
· An annual credit was  and still is devised each year to determine the extent of monetary expansion for the year. The government administered all rates of return and the whole economy had to accept them. It is far to say that Money Policy prior to 1991 worked fairly well and government had pursued an economic growth strategy :
· By controlling interest rates
· Directing credit to priority  sectors
· Obtaining cheap credit from banking sector                                                                                                                                 
· Post-1991
· Post-1991
· From 1991 till today the financial sector  has been in the throes of  major transformation. The impetus to these drastic reforms is the World bank and International Monetary Fund.
Evolution Of Monetary Policy
· Money Supply
· State Bank of Pakistan was established in 1948 and took charge of money supply in the economy. The low bank rate was fixed at 3% to encourage expansion in the economy. The cash reserve  requirement ratio was reserved at 5% for current deposit and 2.1% for time deposits. While liquidity ratio was fixed at 20%.
· The Monetary Policy of 1950’s
· MP was heavily influenced by changes in the balance of payments position.
· India’s devaluation led to a trade deficit and a consequent monetary expansion
· A  decrease during Korean-War led boom  due to strong export expansion
· The depletion of foreign exchange reserves , the importation of large quantities of food, and general economic contraction led the government to engage in serious deficit financing, resulting in a contraction of the money supply.  		
· Changed Situation in the 1960’s
· When Ayub’s industrialization policies necessitated a need for money to finance the economic growth
· The first half of the 1960’s combination of private-sector demand for capital, liberalization of commercial policy after the ISI-induced restrictions of the 1950s , and credit market led to over 10% growth rates of money supply.
· Monetary Policy in 1970s
· 1970s witnessed major changes in MP Deficit Financing became a major element of monetary policy.
· A combination of  stagnant productivity in the commodity producing sectors and an increase in the general price level in the aftermath of the early 1970s OPEC oil shocks led to an expansionary MP in order to accommodate these increases. 
· By the mid-1970s the nationalization of the commercial banks had taken place, and the government imposed strict controls to regulate the banking sector, with negative effects on the rate of monetary growth.
· In May 1972 rupee was devalued by 131%, bank rate was raised to 6 %, liquidity ratio was raised to 30%, in order to control inflationary effects of devaluation.
· In the late 1970s private investment again showed signs of recovery and bank rate was raised to 10% and growth rate of money supply ranged between 22% and 25% in 1975-1979.
· This policy continued in 1980s
· Rupee was delinked from the $ and monetary expansion was only used to ease balance of payments crises
· Overall rate of inflation for the 1980s averaged 6.6%
· In 1982, floating exchange rate was introduced which brought reduction in trade deficit.
1982-83 was the only year of decade for which rate of growth of money supply went above 20%. This was mainly due to the expansion of credit to the government , which was used by public sector.
· The time deposits also rose by 41.2% which caused monetary expansion.
· In 1983-84 exports fell due to shortfall in production of cotton and hence fall in foreign reserves.
· The era of 1990s
· The equilibrium was disturbed in 1991-92 when growth rate of monetary expansion raised to alarming 28% due to many factors:
· One was the flood of 1992 due to which government borrowing increased, tax revenues fell and expenditures rose due to emergency spending.
· Main reforms of caretaker government in 1993
· Permission to establish private banks was granted
· Privatization commission was established
· Allied Bank and Muslim Commercial Bank were privatized.
· Bank discount rates were raised
· Foreign Currency Bearer Certificates were available for sale, domestically as well as internationally.
· Liquidity Ratio was raised.
· Recent Monetary Policy Framework in Pakistan
· Objective(s) of SBP’s monetary policy is to strike a delicate balance on inflation containment and maintaining/supporting economic growth.
· Change in the monetary policy stance is communicated through adjustment in the policy rate – the overnight rate at which SBP provides collateralized cash to bank(s). If required, changes in the Cash Reserve Requirement (CRR) and Statutory Liquid Reserve requirement (SLR) are also made. 

Fiscal Policy
Definition
Fiscal policy is considered as a tool to control  and adjust the human behavior which can be affected by incentives and  disincentives provided by changes in government revenues and expenditure.
Objectives of Fiscal Policy		
· Achievement of Full Employment
· Economic stability
· Resource Allocation
· Mobilization of Resources
· Equitable Distribution of Income
· To increase exports and control unnecessary imports
· To minimize dependence on foreign aid and achieve self-sufficiency
· To provide inducement for saving and channel those savings into investment
· To increase per capita investment

Fiscal Policy in Pakistan
· Fiscal policy relates to the government’s resource mobilization, collection and expenditure. The government requires funds to finance public investment and social development schemes and day to day running of the government machinery.
· Taxes are levied on incomes, profits, goods and services, which enable the government to carry out their services. Fiscal policy also provides stabilization mechanism, which may be used to control and direct key economic variables such as inflation and unemployment.


Taxation system
· Taxes have a far-reaching effect on the economy. They influence savings and investment decisions in both private and public sectors. There are three major groups of taxes responsible for much of the revenue collected in Pakistan:
· Income tax
· Sales and excise tax
· Taxes on foreign trade
  
SOME SALIENT FEATURES OF PAKISTAN’S  RECENT  TAX SYSTEM 
A. FEDERAL
Income Tax
· Heavy Reliance (53%) on Withholding/Presumptive Taxes
· Progressive Personal Income Tax (max rate: 20-25%)
· Corporate Income Tax (35% rate)
· Universal Self-Assessment Scheme
· Advance Tax Regime 

General Sales Tax
· On Goods only
· VAT features
· Zero Rating, also of domestic sales of exporters
· Standard Rate of 17%
· Exemptions to basic food items, agricultural inputs, medicines, newsprint.

Custom Duty
· Cascaded Tariff Structure (max rate: 25%; six slabs)
· Tariff Peaks in Automobiles and  other luxury goods
· Share of Dutiable Imports (51%)

Excise Duties
· on few industries like cigarettes, beverages and cement
· on Services in VAT mode
· 1% Excise Duty across-the-board on manufacturing and imports 

B. PROVINCIAL
Taxes
· AIT, Land Revenue, Stamp Duty, Motor Vehicle Tax, Property Tax, Excises
· Sales Tax on Services

Exchange Rate
· Exchange Rate is the price of one country's currency expressed in another country's currency. In other words, the rate at which one currency can be exchanged for another. e.g. Rs. 94.50 per one USD
· A country’s exchange rate, which measures the price of its currency against a foreign currency, helps to determine an economy’s competitiveness and the strength of its currency.
· Intersecting with monetary policy and fiscal policy, the exchange rate policy determines the economy’s vulnerability to external shocks, its term of trade and, its current account balance, while frequently a reflection of economic fundamentals—productivity, savings, unit labor costs—the exchange rate helps in influencing these fundamentals.
· A misguided exchange rate policy can have pernicious spillover effects on the rest of the economy.

Evolution of Exchange Rate Policy
· Pakistan’s exchange rate regime has gone through three different phases.
· First Phase ( 1947-1952)
· ER was not used as policy instrument, but was used to respond occasionally  to balance of payments crises.
· Second Phase (1972-1982)
· The rupee was unified and the system of  multiple exchange rates  which  had developed in the 1960s was abolished.
Third phase (1982 onwards)
· The rupee was put on a managed float system, and a deliberate policy was followed to achieve a targeted path for the nominal effective exchange rate.
· Important objectives of the new policy were :
· To boost Pakistan’s monetary stability 
· To increase its competitiveness

First stage of Pakistan’s Exchange Rate
· Fixed exchange rate
· Occasional devaluations in response to payments crises.
· In the 1960s the exchange rate was a passive instrument, with concentration on export incentive schemes rather than devaluation to boost export performance and improve the current account.

Second Stage of Exchange Rate Regime(1971 to 1981)
· From 1972 to 1981 exchange rate was closely tied to the dollar.
· On may 1972, Bhutto administration devalued the real effective exchange rate by 62 % unified all existing multiple exchange rates, and established a new par value of Rs. 10 per US dollar.
· Although the nominal rate was relatively constant over the next decade, the real rate fluctuated in response to changes in the dollar’s international position and international inflation.
· Two major reasons were advanced for not using the exchange rate to achieve balance of payments objectives:
· Firstly, it was postulated that foreign trade flows, especially workers’ remittances, were not responsive to changes in relative prices. The implication that followed from this line of thinking was that an exchange rate policy would be powerless and ineffective.
· Secondly, it was apprehended that further devaluation of the rupee would create inflationary pressures. Which the government wanted to avoid in the inflation- prone international economy of the 1970s.

Third Stage of Exchange Rate regime 1982
· Managed Float Exchange Rate System
· The government de-linked from the dollar and adopted a flexible exchange rate policy.
· US dollar remained the intervention currency, the official dollar/rupee exchange rate was changed continuously to achieve a targeted path for the nominal effective exchange rate.
· The main rationale for the change was to sustain a desired level of external competitiveness through the management of a nominal exchange rate system to achieve a desired outcome for the real effective exchange rate.

Conclusions
· Firstly, the real effective  exchange rate has not remained constant. ( depreciating trend)
· secondly, the US dollar exchange rate has been relatively smooth, contrary to one would have been expected from an economy hit by a series of macroeconomic shocks- High external interest rates, oil price hikes, and reduced remittance inflow.
· Thirdly and most significantly, the NEER and REER have had a remarkably close  association. Since the NEER is a nominal , policy determined variable while the REER is an endogenous variable. This correlation need  not be true. 
· In 1998, to alleviate the financial crisis in Pakistan, the authorities adopted a multiple exchange rate system, which comprised of an official rate (pegged to U.S. dollar), a Floating Interbank Rate (FIBR), and a composite rate (combines the official and FIBR rates). Export proceeds, home remittances, invisible flows, and "non-essential" imports can be traded at the FIBR rate.
· Current Situation
· From 1999-2007 during Musharraf’s rule, the exchange rate remained stable at $1=PKR 60. The reason for this was high amount of foreign aid and remittances inflow in Pakistan
· In 2008 due to sky rocketing rates of oil and unstable political and security conditions, Pakistanfelt short of it foreign reserves and the price of $1 reached all time high to PKR 86.7
· Currently the exchange rate of Pakistani Rupee is $1=PKR 94.36 (June, 2012)
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