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P5: Assess the impact of fiscal and monetary policy on business organisations and their activities (Please refer the book for further explanation.)



1. The role of the state (Government) 



Governments are guided by their constitution.







The Constitution is the fundamental principles by which a state (government) is governed.







This includes the structure and organisation of Government.



The constitution of Bahrain was adopted on 14 February 2002, and states that the Kingdom of Bahrain is a fully sovereign, independent Islamic State and that the regime is that of a hereditary constitutional monarchy.



2. Government influences on business behaviour Policy is a way of expressing the broad purposes of Government activity in a particular field (education, health) with some desired outcome in mind. Government policy affects firms:  By influencing customer demand  By increasing or decreasing the cost of funds (interest rates)  By increasing or decreasing the amount of money taken from businesses (taxation)  By regulating what, and how much, businesses makes and how it goes about it (monopolies vs. oligopolies). We will concentrate on how Government regulates what, and how much, businesses makes and how it goes about it.  Encouraging firms to produce more  Increasing capacity o Overcapacity – is able to produce more than it actually needs to satisfy customer needs o Under capacity – produce less than full capacity (less than it can)  May offer grants to organisations to increase capacity 1



 Control monopolies  Developing regional policies o May provide special economic aid (starting small businesses)  Control demand for specific product or service o Providing subsidies for specific products (food/meat) o Subsidies for petrol  Disinvestment/rationalization o Disinvestments – closing or selling businesses o Rationalization – reorganizing business operations o Disinvestment/rationalization can mean putting people out of work (making people redundant)  Development of new industries o Preventing businesses to operate in certain areas o By placing restriction on foreign firms to enter the country (Bahrain – need to have a Bahraini partner to enter new firms) o By subsidizing local firms  Discourage or encourage new products o Using specific technology in Ministries o Setting standards for development of products o Subsidizing local firms to guard against new entrants to market o Restricting some businesses 



Example liquor stores in Bahrain 



Specific number of liquor stores







Specific location for liquor stores



 Influence competition o Monopolies vs. oligopolies o Using substitute products 



Generic medicine







Subsidizing of food – especially the production of meat (local lamb) in Bahrain.
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3. Impact of policies on an organization 3.1 State influences economic activity in 3 ways •



Through its taxation and interest rates policies



•



Through public spending on goods and services



•



Through regulations



3.2 Aim of government economic policy •



Economic growth



•



Full employment



•



Price stability (No inflation)



3.3 State uses various policy tools to achieve the aims. The tools include 



Fiscal policy and







Monetary policy



3.3.1 Fiscal policy •



Involves – Taxation and other sources of income – Govt. Spending – Borrowing whenever spending exceeds income – Repaying debt when income exceed expenditure



3.3.2 Feature of fiscal policy •



The feature is that government must plan what it wants to spend and how much it need to raise in income or by borrowing.



•



Plan for taxation – (which sector - firms/households/high income earners)



•



Formal fiscal policy planning is done once a year.



•



Taxation is set out in the budget.



3.3.3 Fiscal policy and macroeconomic objectives •



Fiscal policy is concerned with govt. spending and taxation –



if govt spending increases – – Increase in the amount of injections – Expenditure in the economy will rise 3



– National income will rise – If govt taxation is increased– Increase in withdrawals from economy – Expenditure and national income will fall – (govt deliberately raise taxation to take inflationary pressures out of the economy)



3.3.4 Fiscal policy reduce unemployment •



More Government spending on capital projects in construction industries – creates jobs



•



Government funded training schemes – improve the qualification of people



•



Government tax companies on the basis of the numbers and pay of people they employ



•



Since Government spending and tax reductions might be inflationary and higher domestic prices make imports relatively cheaper and exports less competitive in foreign markets, fiscal policy has possible implications for the balance of payments.



3.4 Monetary policy •



involves attempts to influence economic activity through – Interest rates – Exchange rates – Control of the money supply – Control over bank lending and credit



•



Monitory policy can be made to act as a subsidiary support to fiscal policy and demand management.



Since budgets are usually once a year events, a



government must use non-fiscal measures in between budgets to make adjustments to its control of the economy. •



A policy of low interest rates or absence of any form of credit control might stimulate bank lending, which in turn would increase expenditure(demand) in the economy. 4



•



High interest rates might act as a deterrent to borrowing and so reduce spending in the economy



•



Strict credit controls (e.g. Restrictions on bank lending) reduces lending and reduce demand in the economy.



3.5 Which industry sectors in Bahrain will grow fastest, and where are the major investment opportunities in the Bahraini market? •



BMI’s identifies investment opportunities in Bahrain's high growth industries including automotives, defence & security, food & drink, freight transport, infrastructure, oil & gas, pharmaceuticals & healthcare and IT.



3.6 Monetary Policy in Bahrain Interest rate trends (bank lending and deposit rates); inflation (retail price inflation, consumer price inflation); exchange rate policy in country; currency controls; influence of foreign direct investment inflows; exchange rates and foreign exchange reserves •



The Central Bank of Bahrain (CBB) is responsible for setting and implementing monetary policy in the Kingdom of Bahrain.



•



Bahrain maintains a fixed exchange rate regime between the Bahraini dinar and the US dollar.



•



The exchange rate peg provides an anchor for monetary policy, which contributes to controlling inflation and protecting the external value of the Bahraini dinar.



Low inflation and a stable currency are important long-term features of the Bahraini economy which support a stable business environment and high levels of investment, both of domestic and foreign origin. •



Bahrain has a free market economy, with no restrictions on capital movements, foreign exchange, foreign trade or foreign investment.



•



The Kingdom has a leading position in the region as an open, free, transparent and welcoming environment for investors.



•



The monetary policy framework is geared to support the general economic goals of the Kingdom. 5



3.6.1 Monetary policy instruments •



The CBB uses three different types of instruments for the conduct of monetary policy:



•



•CBB offers a foreign exchange facility for buying and selling Bahraini dinars against US dollar at rates very close to the official exchange rate.



•



CBB offers a set of deposit and lending standing facilities in Bahraini dinars. The interest rates on the standing facilities are the CBB policy interest rates. The CBB policy rates guide the short-term interest rates in the Bahraini money market, and ultimately influence the deposit and lending rates that the banks offer to customers. The fixed-exchange rate regime implies that the CBB policy rates are normally closely aligned to US interest rates.



•



CBB requires commercial banks to hold unremunerated reserves with the CBB. The reserve requirement system contributes to adjust the CBB's structural liquidity situation vis-à-vis the banking sector. The reserve requirement system is not intended to serve as an active monetary policy instrument for day-to-day liquidity management.



3.7 Why is monetary policy centered on the exchange rate? •



Bahrain is a small open economy for which external trade, i.e. exports and imports, corresponds to more than 140% of GDP.



•



The Bahraini economy is thus sensitive to international transactions and exchange rate fluctuations.



•



It is therefore important to have a monetary arrangement which mirrors that of major trading partners.



•



The Bahraini dinar is pegged to the US dollar. The peg has been effectively unchanged since 1980.



•



The US dollar peg contributes to low and stable inflation and it also serves to enhance credibility and transparency of monetary policy, thereby reassuring international financial markets of the long-term stability of the Bahraini economy.
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4. Government and Social security Article 5(c) of the Constitution of Bahrain stipulates that – “the state guarantees the requisite (obligatory/necessary) social security for its citizens in old age, sickness, disability, orphanhood, widowhood or unemployment, and also provides them with social insurance and healthcare services”



People pay part of their salary to social insurance. In certain countries (UK, SA) it is compulsory reductions to pay for the following: 



Retirement







Incapacity – when someone cannot work due to an accident, illness or disability







Maternity allowance







Jobseeker’s allowance – Bahrain Government pays a social allowance to registered unemployed people (BD150 for unemployed graduates and 120 for unemployed undergraduates)



Some Government action in providing social security - GDN of 20 April 2011 “Ministry officials have also accepted parliament's demand to have all Bahraini households earning less than BD1,000 given social welfare payments. Under the deal, monthly aid of BD100 for households earning less than BD300, BD70 for those earning below BD700 and BD50 for those with incomes less than BD1,000 will be paid.”



5. The Government and housing



Article 9(f) of the constitution stipulates: “The State shall endeavor to provide housing for all citizens with limited income”



Some Government actions in providing housing - GDN (19th April 2011) stated the following: 7



“A BD200 million plan to build nearly 4,000 "affordable" housing units was unveiled yesterday. Villas and apartments at the mega project by Bahraini company Manara Developments will be available at six different locations and will be ready by the end of 2015, said managing director Dr Hasan Al Bastaki.



He said construction was ongoing or would begin soon at new Tubli Gardens, Janayin Al Hamala, Wahat Al Muharraq and The Bridge as well as Kenaz Al Bahrain in Jiblat Habashi and Darari near Durrat Al Bahrain.



"We have completed strategic plans to build 3,845 housing units, including 2,300 villas, with a minimum of three bedrooms each, and with prices starting at BD45,000," Dr Al Bastaki told a Press conference at the company's Bahrain World Trade Centre headquarters, Manama”



GDN of 20 April 2011 “Their demands included an additional BD600m for housing projects, BD84m to knock down and rebuild 2,000 dilapidated homes and BD10m to renovate and waterproof damaged homes. However, an agreement reached with Finance Ministry officials means BD360m will be earmarked for housing projects, BD30m for dilapidated and BD5m for damaged homes.”



6. Government and Health and social protection



Article 8(a) states: “a. Every citizen is entitled to health care. The State cares for public health and the State ensures the means of prevention and treatment by establishing a variety of hospitals and healthcare institutions.”



Health services are influenced by: 



Population growth
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Year



Population



Percent Change



2003



667,238



2004



688,345



3.16 %



2005



688,345



0.00 %



2006



698,585



1.49 %



2007



708,573



1.43 %



2008



718,306



1.37 %



2009



727,785



1.32 %



2010



738,004



1.40 %



2011



1,214,705



64.59 %



Governments need to provide health services to their citizens. Due to population growth – higher demand on health services. 



Age structure



0-14 years: 20.5% (male 126,313/female 122,359) 15-64 years: 77% (male 595,244/female 339,635)



65 years and over: 2.6
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