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Chapter III Macre Rcenomlc Policies - A Theeretical Survey

3.1 Introduction @ -

This chapter offers a theoretical survey of macroeconomic

S [

policies, the policies which are discussed in greatef datail
within the context of Indian economy in subseguentcchapters. As

5 already mentioned earlier, macrosconomic policies here include

’j ?onetary policy, fiscal policy and exchange rate policye. All
these three policies should be viewd:qsuseful tools of an ovérall
economic policy, which 1s geared to the achievgmant of some
macroeconomic goals, for example, a growing level of output and
a low and stable rate of inflation. Each policy as part of an
overall macroecdnomi; policy ha;ﬂdifferant aspacts;‘?hus,
monetary policy refers to the changes in the .amount of nominal
money stock brought about presumably by central bank of a country
and its effects on interest rates. Fiscal policy, on the other
hand, covers public spending énd taxes; it is the policy which
is concerned with the receipts and expenditure of governments,
the relation between these two flows and their econamic effects
on all functions in which governments are engaged. Exchange
rate policy refers to changag in nomipal exchange rate reguired
to keep a 'satisfactory' balance of payments of an economy. It
is important to keep the distinction betwsen policy goals and
policy instruments. The instruments are the sconomic variables
that governments can control aisectly(e.g.nominal money stock,
taxes, public spending), the goals are the onas théy hope to
affect as a result(e.g.output, inflétionf: 1t is not inconceivabls

otme————,

1. D.C.Rowan (1983) =~ Qutput, inflation and grouth - an
an introduction to macroeconomics, Mac dlane.
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that the governmentes can hope to achieve some specific goals
with a mixture of fiscal and monetary policiese. It should be
noted, houwever, that governments cannot achieve as many goals
as it wishas. Since that would requi;a availability of more
instruments. In general, the number of targets or goals in ¥ $,
most economic systems exceeds the number of policy instruments \
at the disposal of the economic authoritiese. In India, we have
many economic goals such as high=-level employment, sconomic

growth, more equal income distributiony Prige st;bility and

balance of payments equilibrium, to name but a few of the most

wmportant onese. The economic authoritiss have relatively feu

economic instruments with which to accomplish these goals.

One solution to this problem would be either-to reduce the

number of goals or to increase the number of instruments. It is

——— e,

often po}}t;cally difficult, if not impossible, tongef'asida
certain goals completely and cqst them in the ral@.or irrelevant
variables. The other option, increasing the number of instruments,
while more feasible, is not without its costs in increased
government interventicn. Bureaucratic efficiency decreases

as the problem of coordination mounts and resourses are tied up
as the process af coordination becomes larger. Theee considera-
tions usually preclude a simple rqduction in thenumber of goals

or an increase in the number of ;Hstruments usad tn/solve the

economic policy problem. _

The solution more commonly attemptad (to the extent that .

one is sought at all) is what we shall call the shifting hierarchy



of goaié. Certain goals are given priority in their attainment,
and as progress is made in reaching them priority is redirectad
so that available economic instruments are used to achieve other

goalse.

The role of policy makers under this strategy, then is to
identify the priorities of the goals and to constantly reorder
them as progress is made toward achieving them. It is not
inconsistent, therefore, for the central bank first to give

priority to full employment and then to shift -it to price

stability.

An important conclusion is that policy instriments are
not independent in their uses. The value of one instrument
affects the value of other instruments necessary to acgiave a
particular group of goals, so that some degree of coordinaticon
in their applicatién is requirede Houw to achisve this qoordination
is one of the most important unsolved'prablems of Indian economic

policye.

The problems of economic policy therefores center on choosing
goals and establishing their priorities, coordinating the use of
existing instruments of economic policy, and dsveloping new
instruments. It is in this context that Macro-economic policy

must functlon and in which its success must be esvaluated.

In short, at the macro level, the usual classification of
the means of influencing the economy at the disposal of _the
authorities distinguishes :({a) Monetary policy(b) fiscal policy

- b~ N
(c) Exchange rate policye.

e

2« Turnarsky SeJe (1977 ) Macroeconomic analysis and Sfabilization
Policy; Cambridgs University Press.




3.2 Monetary Policy @ -

Monetary policy is defined as discretionary action taken
by the authorities(by Reserve Bank) aimed at influencing (i) the
nominal money supply, and/or (ii) nominal interest rates, and/or
(iii) the ease with which, at any given set of interest rates,
money can be borrowed = which is usually termed'availability'.:
In theoretical analysis, one can apply demand/supply analysis
to the money market, which implies that the authorities can in
principle set egither the nominal money stock or the interest rate
but not both. At a rather formal level of analysis this is

corract. Howewer, it assumes that 'the interest rate is deter-~ .

mined in a market by demand/supply. mlnugractigg,\houaver, many
interest rates are determined administratively and,nin the short
run, are only loosely related to market forces. Hence, to é
certain sxtent, the authorities can influence both the guantity
and its coste This explains why both are referred to in our

definition.

Monetary policy achieves its impact on the economy by
influencing the volume of money and the cost and availability. of
_cradite Thase variables are iﬂ%erdependent. The rate of interest

is closely related to ghanges in the stock of moneyglﬂne may
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regard the achisvement of a given stock of money as the equivalent

of sstablishing a given interest rate. At diffaraﬁt times a given

stock of money may be associated with more than one interest rates

owing to the influence of other factors. If ons had a sufficiently



accurate model of the aconomic system, one could infer the impact
of 1-.: any monetary policy on the economy. Unfortunately, our
models at their present state of development ars not accurate
enough to make policy decisions. At best a welfare evaluation can
- be obtained showing alternative consequencas stemming from ‘
various policy decisions. Ther;_is considerable uncertainty
surrounding the consequence of any policy decision. In general,
the choice of Egolicy instrument will be governed by (l) aconoqic
objectives to be achieved (2) the lags associated with the
instrument (3) the relative strength of the inétrument in_ralation
to objectives we are trying to attain, and (4) its effect on
resource allocation. The chief lnatrumenta of monetary policy
are open market operations, Discount ratas(or Bank rata) and
Reserve requirements. Open market operations and Discount rate
are aimed primarily at determining the monetary base, whareas
reserve requirements affects the size of the money multiplier.
Open market operations are the sale and purchase of government
securities to finance the public sector borrouing requirements.
The discount rate (or bank rate) is the rats at which the authori-
ties will rediscount short-term bills preseanted to them by
financial instaitutions. Raservé requirements represent a reqguest
to banks that a certain proporticon of the value of eithar assets
or deposits be held in specified assets. The three instruments
are to a large degree substitutes for one anntha%&‘ Some substan-
tiation of this is given by the fact that Cegg;;z_banks in other

countries have singled out different instruments among the three

3. \Wadsworth J.E. & Leonard de Juuigny(1979)(ed.) - New approaches

in monatary policy, Sijthaff & Neordhaff international
Publishere, HeVe

-
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basic onas as their principal instrument of monetary policy. for
example, in the United Kingdom and Japan, the discount rate is
the most important monstary instrument, while the reserve requi-
rement is most important in Australia and New Zaalénd and also in

Indig. The choice among the three major instruments must be made

by considering their impact on factors other than the raserve

base and the money multiplier.

The instrumental variahles just described are directly

controllable by the authoritiese. Houever,_the links between thesa
and goals variables are very complexs These—instruments affect
another set of variables which may be called indic?torsg Thess -
may include bank asgets and liabilities, hich powered money, short
term interest rates and also money stock measures. They are

termed indicators as they 'indicate' the dirsction and strength

of monetary policy in a particular period being closely related

to the instruments themselves. The indicators are not directly
controllable by the authorities. This is because there may be
uncertainty over the exact links between instruments and indicators.
Besides, axogenous Faétors may influence the indicator variables.
Indicator variables in turn affect a further set of variables
called targsts. These may include monstary aggregates, bank

credit and long=-run ratees of interest. Particular values for theee
variables: are not desirablé in their own right. Houever, they are
the targets of monetary policy Jhich the authorities believe

will facilitate attainment of the ultimate macroe;onumic objectives.
The distinction between the targets of monetary policy and the

goals of overall economic policy is therefore cgucial.
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The classification of variables intoc instrumente, indicators
and targets and the specification of their interrelationship in
an alaborate framework is necessary since the authorities cannot
be certain of the ultimate effects of a particular policy action
on the goal variables and also as these actions may have lagged
affecte on the goals. One raeason for an slaborate framework is
the problem of uncertainty. This usually takes one of two forms;
firstly, the actual structure of the economy may be unknoun so
that the authorities have no clear idea how a change in an
instrument variable affects the goal variables. Secondly, within
a well established structure, stochastic variations will occur
in the basic functiongt For example, the damand'for money )
function may shift due to an exogenous disturbance and this
may affect the result of any change in a particular policy
instrument. It 18 the existence of large potential exogsnous
influences that introduces major uncertainty into monetary
policy. The aim of an indicator variables is to give a clear
independent (of exogenous factors) signal of the strength and
direction of policy. If it dogs so any divergence of the
money supply, for example, from its target level can be assumad
to be due to exogenous factors. The second major reason for
an elaborate framework 1s the existesnce of 1lags in implamentation
and effect of monetary policy. It is 1n~fict, the lagged

response of certain variables to a policy change that is one

of the key reasons for the use of intermediate (indicator and

target) variables.

4. Saving, T.R.(1967)"Monetary Policy Targets and indicaters”,
Journal of Political economy, 75 (August) P.P.446-56.

s
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Before focussing on the major issues of Monetary policy,
it should be noted that the policies recommended by sconomists
are based on the theoretical paradigmithat the economists have
of the real world. In the context of Macroeconomic policy two
major schools of thought among dthers, are visible? The nso-
keynesians and Monetarist. It is uorthhhiéég;g"g§§@;§§;£ha
approach of thess schools to macroeconomic policy before

dealing with specific issues of N056555§‘551icy;*m

3.3 Neo-Keynesian Views on Policy :

The Neo-Keynesian school of macroeconomic policy is based
on the premise that either monetary policy or Fiséal policy can
and should be used to stabilize the economy. Because neso-
Keynesians believe that either policy tool can incresase or
decrease aggregate demand with squal effectiveness, thase
economists argus that the choce of a policy instrument, in any

given situation should be governed by the effects that such

instruments will have on secondary macroeconomic goals.

Secondary, macroeconomic goals are based on considerations

of equity and efficiency. From the viewpoint of equity, itis’
felt that, ideally, gach secteor of the economy should fesl the
impact of policy = both when it is beneficial and when it

. requires sacrificee. Efficiency is regarded as an important

secondary macrogconomic goal because policies that reduce the

efficient allocation of resources within the economy will be less

effective in correcting present problems and will cause or

contribute to economic problems in the future.
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Monetary Policy

Neo-Keynesians believe that monetary policy has a greater
adverse effect on secondary macroeconomic goals than fiscal
policy doeéq They argue that monetary policy affects economic
sactors unsvenly and distorts the composition of output. Whan
the monetary authorities reduce the growth rate o% the money
supply, neo-Keynesisns beliave interest rates will rise. Uhen
interest rates rise, residential construction and state and
local government construction are especially hard hit. Small
businesses also suffer disproportionately when faced with

monetary restraints, because their ability to borrow declines

-

}

relative to the ability of large corporations to borrou. Monatary
ease, on the other hand, also produces undesirable side affects.
Neo~Keynesians believe that interest rates will decline in
periods of monetary ease and that this decline in turn will

lead to excessive speculation in the construction industry.

Such speculation will encourage other business firms to ovsr
invest in construction, thereby setting the stage for the next

economic dounturn. Hence, neo-Keynesians advise against policies

of excessive monetary restraint or ease, bscause both extremes

have an uneven impact on the compogition of output.

An excessiva reliance on monetary policy is denigrated
by neo~Keynesians because of the impact of such actions on
asset markets. A tight money policy drives up intersst rates
and produces an inverse effaect on the market valus of bonds

and stocks. Houssholds that hold a major share of their wealth

———

5. W.L.5mith{1969)"A Nee-Keynssian vieu of monetary policy}
Tn controlling monetary aggregates, Federal reserve bank
of Boston, Monetary conference, June.
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in the form of bonds and stocks suffer a disproportionate loss
when the value of their wealth decreases. Conversely, thase same
households enpy a disproportionate gain under a policy of monetary

axpansione.

Another negative aspect of excessive gglianceign monetary

policy, the neo-Keynesians fael, is the raduction of the efficilent
functioning of the financial systam.‘iﬁﬁgﬁwgaiénced economy, the
financial system facilitates the mobility of money capital within
the economy. By mobility, we mean the extqnt té which impergonal
transfers of monsy and assets,_auch as stocks and bonds, can be
conducted between lenders and borrowers. A policy of gxcessive
moﬁetary‘festraint will preduce crisis in tha financial system

and increase the risk associated with transactions to lenders

and borrowers alike. This increased risk can permanently removs

participants from the financial markets, thesreby reducing tre

mohility of capital. :

- -

Lastly, neo-Keynesians believe that placing teo much
reliance on monetary policy can adverseiy affact economic grouth
by causing excessive swings in market interest rates. fhaee wide
Bwlngs are considered to cause incrsased uncertainty on the part
of investors and to reduce the rate of capital furmatiun. The
capital stock will therefore grow at a lower rate: the rate of

growth in output will similarly decline.

Given this appraisal of the adverse effects on secondary

macrosconomic policy goals of relying too heavily on monetary

1



policy, neo-Keynasians recommend that monstary policy be keﬁt

in the 'middle of the road! to aveid extreme easse or axtreme
restraint, Neo-Keynesians argue that to determine whether

mone tary policy is in the middle of ths road, long-run concepts
of normal interest rates and normal money-supply growth rates
must be used to formulate policy. Houwever, since tha monetary
authorities can initiate changas in monetary policy with a short
implementation lag, allowance is made for the possibility ef
'small and prompt deviaticms frem the middle-of~-the-~road monatgry
policy. These relatively minor deviationg neo-Keynesians posit,
can be used to offset small and wnexpected changss in aggregate
demand. The extent to which monetary policy should b; allowed to
deviate from the middle of the road is dictated by the subjective
importance the monstary authorities attach to the effects of

these deviations on secondary macroeconomic goals.

Fiscal Policy

In light of their recommendations concerning monetary
policy, the neo~Keynesians quite logically cegg}éfg;fgéj;fﬁécal
policy should be primarily employed to stabilize thes sconomy.
i1t fodlows from this conclusion that if a middle=of-the-road
monetary policy is to be maintained, then fiscal policy must.

be conducted so that the monetary authorities are not forced

to adopt a policy of extreme ease or extreme restraint.

7
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Fiscal policy must provide the required stimulus or
restraint when aggregate demand departs too far ip either
direction from the full-employment lavel. According to the
neo~Keynesians, the appropriaﬁe mgasure of fiscal sase or
restraint 18 the full-employment surplus, which, they argus
should be positive during inflationary periocds and negative
during receesionary periods. The full=employment surplus can
be varied by changing the level of government expenditure or
the rate of taxation. Neo-Keynesians are the first to admig
houwever, that certain institutional factors inhibit the effect

of both of these approaches on the full-employment surplus.

3

. ‘ . A )
3.4 Monetarists views on poligy 3

Fiscal Policy

Monetarists believe that during major and extendad
recessions, fiscal policy can and should ba used to increass
the levels of aggregate demand and of employment. Houesver, given
any economic contraction other than a major recession, monetarists
regard fiscal policy as a weak tool, at best, compared to monetary
policy. The sssence of their position is that an imcrease in
government expenditure, financed by increased taxes or the sale
of bonds to the public, does not cause a permanant shift in the
aggregate demand curve, even if the economy is at lass than the
full-employment level. When the interest rate ie at or above ths
natural interest rate, an increase in the government's demand
for goods and services is offset by a decrease in the private

sector's demand for these goods and servicee. When this occurs,

6+ M.Friedman(l956) “The guantity theory of Money --a-re-statement
In Friedman(ed) Studies in the guantity theory .of Money,
University Praess, Chicago.
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the private sector is said to be crowded out. In their vieus,
fiscal policy is ill suited and an importent care for inflation
and it usually attempts to remedy temporary deviations from

internal balance and hence their effects are only temporary.

In addition to this argument against fiscal policy,
monetarists belisve, as do neo-Keynesians, that a sizable lag
exists betusen the time that the need for an sconomic stimulus
becomes apparent and the time that that stimulus actually
becomes effective. This means that if the economic problem is

one of recession, the increase in aggregate demand that results

from an expansionary fiscal policy will not occur until the

'

economy is well into the expansicnary phase of the business

-

cycle. Hence, monetarists argue, this ili:iiéed4economic stimulus
produces excess aggregate demand and-sets.the_stage for inflation.
Ingtead of ensuring gresater economic atabiliﬁy, fiscal policy
actually increases economic instability due to the procfclical

nature of its implementation.

Monetary Policy

Contrary to what their name implies, monetarists gsnerally
voice modest claims about the effectiveness of monetary policy.
In fact, most monetarist statements on monetary policy ars made
about things that monetary policy cannot dot At the present tima,
monetarists believe that our kﬁouledge of how changes in the
gquantity of money are transmitted to the real s;ctors of the
economy is dnsufficient to enable us to make accurate predictions

about how changes in nominal GNP can be categorized as changas

7% Friedman, M.{1968)"The rols of Monetary Policy" American
Economic Review, 58 (March), P.P.1=17 -
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in real GNP or as changses in the price lsvel. In other words,
knowing that nominal GNP will rise 4% next year doss not provids
us with sufficient information to determiée how that 4% will be
divided betueen increases in real output and increases in the
price lsvele Thus, monetary policy cannot bs relied on ta

control either real output or prices in the short run-the tuwo

primary concerns of macroeconomic policy.

One aspact of this unreliability in ths short run is the
time lag betueén the moment when a monetary bolicy is implemented
and the point at which it bescomes agffective. Ag in the case
of fiscal policy, monetariste believe that expansionary moneta;y
policy in a moderets feceasio;_is worsa than ineffective, baecause
it will increase_ the cyclical instability of the economy. This
increased instability is due to an impact lag between the time

when the monetary stimulus is required and the time uhen it

produces a substantial impact on the economye.

The conseguence of this time lag, monetarists argue, is
that although the monestary authoritiss may quickly and correctly
diagnoss the begimning of a recession, expansionary monetary
policy may not begin to stimulate the sconomy until it is well
into the recovery vhase of the business cycle. This means that
when full employmsnt ie restored, it will be accompanied by
excess demand that willl result 'in inflation. If the monetary
. authorities attempt to -ontract the monsy supply in an effort
to stop the inflation, thay will initiate a recession and the

policy cycle will repeat 1iself. The monetarists concluds,
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therefore, that attempts by $he monetary authorities to dempen
the cyclical behaviour of the economy actually do just the
opposite. Monétarists believe that discretionary monstary
policy not only is unreliable in the short run but also cannot

be used to achieve certain leng-run policy goals.

According to the monatarists, monetary policy, by means

of fixing, or pegging, a certain positive rate of inflation,
cannot reduce the rate of unemployment below the natural rate

of unemployment. Some nonmonstarist economists who belisve

that monetary policy can still be used to reduce unemploymant
in the short run advocate a pollcy“bf”ﬁonétary~gr9uth to create-
the necessary inflation. Monetarists are opposed to this.
policy because it will only be effective if labor has failed

to anticipate the inflation. OBnce the rate of inflation has
been fully and correctly assessed, the unemployment rate will
rise until it returns to the natural rate of unemployment. The
social benefit of increased production and employment then
becomes lost, but the social cost of the continuing inflation
remains. In addition, the possibility exists that the monetary
authorities, in an attempt to once againm reduce the rafe of
unemployment, may increase the inflation rate via even greater
monatary grouth. Hence, monetarists are opposed to inflationary
policies, because they provide only transitory benafits at

best and are apt to create long-run economic problems.

In the same vein, monstarists do not favor monatary
policies that are designed to peg the interest rate. In the

not-too~-distant past, many central banks favored such a policy.

»
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The monetary authorities held this view becauss they believed
that monetary policy had only a weak effect on the economyj if
interast rates could be kept low, then the cost of ssrvicing

the national debt could be reduced. Monetarists belisve that
the monetary authorities couldu;uccessfully reduce the interest
rate belouw the natural interest rate, but this condition can
exist only in the short run. The policy of pegging the interest
rate below the natural interest rate works only if the public
does not anticipate the inflaticn that is boupd to result. When
the inflation is fully anticipated, the qomin;l interest rate

- is higher than it was before the pegging operations began by

an amount wzqual to the expected rate of inflation.’

The mongtarists believe that evéry ma jor recession has
bean caused Ly an absolute contraction of the money supply,
that minor recessions have probably resulted from declines in
the grouwth rate of the money supply, and that every major period
of inflation has been caused by an excessiﬁe expansion of the
money supply. Acccrding to the monetarist view, the nbvicus'
means of preventing major economic disturbances is a monetary
policy that avoids sharp suings between policies of mongtary
gase and mongtary restraint. The sursst way to achieve this
goal, monetarists argue, is to remove all discretionary power
toc establish mgnetary policy from the monetary authorities and

to replace this discretionary policy with a simple rule

stipulating that the monetary base or some appropriate measure

of the money supply will grow at a constant annual rate.
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Although a minor debate exists among moneteriste regarding

the exact rate of growth of the money supply te be chosen,
Friedman has suggested that a growth rate of 3-5% in M2 would

be satisfactory. More recently, David I Meiselman has suggested
that the Ml measure of monay should be kept at a constant
quantity (that is, that its growth rate should be zero). -
Monetarists contend that a policy based on announced monetary
rules would prevent the occurrence of major economic recessions
and would lessen the impact of minor fluctuat;éns by eliminating
discretionary monetary policy - a source of gfaater aconc@ic

instability.

A necessary concomitant to a monstarist mcneiary rule is
a flexible exchange rate system. A nation under a fixed exchange
rate system cannot pursus a monetary policy that is independent
of the monetary policies of the countries with which it maintains
fixed exchange rates. If only®ne of these nations expands itse
monay supply at an inflationary rate, then all of the nations
in the system musi abso;b this excess monaytif the exchange
rates are to remain constante Hence, inflation, which starts in
one country, will spread to all other countries. Conversely,
if one nation expsriences a monestary collapse, like the ons
that occurred in the United States in the 1930s, then the monsy
supplies of all oth;r nations on the fixed exchangs rate will
experience a monetary collépse. "Thus, a decline in the moaey

supply in one nation will cause a recession in that natien, and

that recession will subsequently be transmitted to the othar



‘nations with which that nation maintains fixed exchange rates.
Bacause monetarists advacate a monetary rule.of a fixed rate
of grouwth in the money supply, they are opposed to fixed

exchange rates and recommend a flexible exchange rate system.

. 8
3.5 Issues related to Monetary Policy 3

Besides the analysis of the theoretical role of monsy,
it is important to establish the main issues that the empirical
work shouldattemét to resolve. An issue that has become of
ma jor importance in the empirical debate is thé type of economic
model to be useds The role of money can be explained in a full
'structural' model of the economy. In such a model,’ equatians
are spéél}ied to expiain fully the endogenous variables of the
model such as consumption and investment in terms of both exoge~
nous and other endogenous variablee. ldeally, all the many
complex links between economic variables should be included in
a wodel of this type. Housver, the result is ssually a highly
complex model with an gsnormous number of equations tha?uygx be
viewed as being too cumbersome to evaluate ths-role -of-ons

variable like the money supply. Alternatively, therefore, the

‘reduced form' approach has become preferable i;'fhis area.

A reduced form gquation may be defined as a relationship derived
from a full structural model betueen the endogenous variable to
be explained(i.e. economic activity) and the exogenous variables
that determine 1t. Use of such an approach may reduce the

number of equations to be estimated to one and so minimise the

complaxities of obtaining results.

8. Datta, B.(1978) "Money and economic activity - Problems and
issues", in reserve Bank of -India: Recent develepments in
Monstary theory and Policy, Bombay




A number of arguments may be advanced in favour of the
'reduced form' approach, most of which may be associated with
the monetarist school. Firstly, it is argued by monetarists

. that the transmission mechanism of money is -too.complex- and

operates through too many channels for a structural model to

capture it in full. Therefore, a reduced forﬁuﬁbpfbéch is

mors practicals Secondly, monstarists are generally interested
in the gross association between money and variables such as
ecenomic activity, nominal income and price lsvel. As such,

the numerous avenues through which money affects these variables
are of limited interest to them. 1t is belisved that the private
sector's economic behavicur is basically stable and therefore -

allocative details are less significant.

The major issue is whether money is atati;;ically signi=~
ficant a uariable—in ex;laining the variatidﬁs in nominal incoms.
M. Friedman and D.Meiselman interpreted the quantity theory and
Keynesian thaory as essentially theoriss of monsy income deter--
mination. Accordingly, the gensral comparative static income
expanditure model can explain either the fluctuations in price
level or the fluctuations in real income, but it is ipadequate
to explain the simultanecus determination of real income and
price level. Hence, the Keynssian ané quantity theory approaches

have been interpreted as providing alternative explanations

for changes in level of money incomee.
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The second major issue in the context—ofmonetary policy

is the factors affecting demand for money and stability of the

——— e,

relaticnship. The use of demand for money equations to test

the role of money has been an important part of empirical
analysis since it guaranteses a significant role for money

in determination of nominal income. It is arqued that from a
position of equilibrium in the money market (Mg= M;) any increase
in the money supply must call forth appropriate adjustments

in income and the rate of interest (whatever may be ‘the trans-
mission mechanism may be) before equilibrium is restored. Mors
specifically, a rise in the mog;y supply must gensrate an
increase in the level of income to remocve the excess supply of -
money. The stability of money demand doas not rule out long-term
movements in the velocity of circulation. What is rejected is
tha possibility of short-term fluctuations in velocity which

may offeet any changes in the money supply. Besides the issue

of Aggregate demand for money, the disaggregaﬁed study of damand
for money involving estimates for demand for currency demand

for demand deposits also warrants attention. This is because
setting of targets or monetary budget involves a realistic
asgessmant of the likely levels of money deamanded by the public
on one hand and requirements of credit by different ssctors
including government and Foreign fectors on the othere. The

study of damand for money at the disaggregated level snables the

policy makers to make predictions about or to forscast possible

changes likely to occur in the componsntes of monay stocke.



In recent years, greater attention is given to the
practice of setting growth targets for the money supply and/
or other monetary aggregates. This new approach to monetary
policy has been espoused by many countries with a view to
achieving some prespecified macroeconomic goals. Of course,
the mode of quantifying monetary targets differs considerably
from country to country. The relavant issue hers is about the
choice of the target. dhat should be appropriate target of
monetary policy! In the preeence of more than ons macro
variables for targetting, what is the criteria of decid;ng
about the appropriability of a variable to be the best target
of the monetary policyd In addition to the issue of targets,
the intermediate variable indicating the stance-of policy alseo

assumes significance. The indicator shouws the relativg easenesgs

e e

or tightness of the policy. The question is which variab}a
indicates correctly the stance of the given policy. What criteria
should be used to find out the appropriate indigator of monetary

policy?

It is true that there exists wide agresement about the
goals or objectives that the stabilisation policisé‘should
pursue and it is équally true that diversity of opinion abounds -
regarding the role that should be assignmed to the differant
instruments of sconomic policy. In India, more specifically,
price stability ad an objective 6? gconomic policy is being
assiduously pursued and attended to by the policy makers and
ong often hears such assertions that aconomic policies must
have a strong systematic bias in favour of minimising inflationary

pressures. In this context, the package of stabilisation measures



often include monetary growth rate ruls, Monetary targetting’
reduction in govermment spending @tc. Theses measures aim at
price stability. This is because it is found that inflatian,
if not checked, goes on increasing at a rapid rate and it quite
often generates higher variability of inflation and inflationary
expection which further accentuate inflatiomary trends. Thke
increased variability of inflationm creates uncertainty for

the individual decision making units and forecasting rate of
inflation becomes extremely difficulte. It is important te
examine the relationship between higher inflgtion rataes and

the variability of inflation. The hypothesis will be that of a

positive association betueen higher inflation rates and the

variability of inflation rates.

i}

The primary emphasis of monetary policy is usually placed
on its role as an instrument of macrosconomic demand management.
Hence great importance is attached t; the permissible magnituda
of monetary expansion consistent with the anticipated rates of
growth of the economy as well as some broad assumptions regarding
price trends. Howsver in the formulation of policy, in addition
to the guantity of monsey supply expansion, the 'quality' of
money supply expansion also meritSspecial significance. This is
because the quality of money supply expansion in certain situations
might compensate for more than the anticipated increass in the
quantity of money supply, in other words, differant f‘sources!
of monsy supply expansion may exert varying degrees of pressures
on aggregate demand. This suggests that monetary policy formula=-

tion requires a study of the composition of the ‘sources® of

—



money supply; This exercise can reveal whether the structural

change has occurred in the composition-of the money stock and

what implications it has for the formulation of Monstary policy.

are

3.6

In summary, the major issues related to Monetary Policy

1)

2)

3)

4)

5)

The role of money in influsncing economic activity,

and more specifically the monay incoma.

The factors affacting demand for money, their relsvant

elasticities and the stability of this relationship.

At the disaggregated level, what are the important

variables affecting demand for currency aﬁénaé§§nd

for deposits{ What are the estimated equations/{

What is the most appropriate monetary tafget variable !
What are the criteria for choosing the target variable{

which variable should be assesssed to gaugs tha stance

of the Monetary Policy ¢

The composition of 'sources' of changes in monesy supply
and whether thies composition has undergone a qualitative
change ! What implications it has for formulation of

Monetary budget prepared for a year.

~

Fiscal Policy

- -

It is defined as the discretionary manipulation by the

authorities of (i) Government expenditure on goods and services,

(ii) the function relationg the tax yield to GDP and (iii) the
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function relating transfer payments to GDP. More specifically,
fiscal policy involves alterations in government expenditures for
goods and services, or the level of tax rates. Unlike monetary
policy, these measures involve direct government entrance into
the market for goods and services(in the case of expenditures),
and a direct impact on the private demand(in the cass of taxes).
Basically, this process of shaping taxation and public expenditure
is intended (i) to help- down the swings of the busimess cycle

and (ii) to contribute toward the maintenance of a grouwing,
high-employment economy fres from excessive inflation or 'daflation.
In general, the fiscal authorities 'lean against the pravailing
gconomic winds®, thereby helping provide a favourabls economic )
environment within which the dynamic forces of private initiative
can have the widest opportunity for achievement. This description
of fiscal policy could lead one to believe that fiscal policy
helps stabilize the economy only so long as the authorities are
carefully watching trends, are successfully anticipating future
developmants, and are maeting, promptly to take decisive actions.
Such 'discretionary fiscal policies"™, inveolving the making and
changing of explicit decisions, are important.‘Houevar, they

are but a part of fiscal polic;? The modern fiscal policy has
great inherent automatic stabilizing propertias. Automatic
changes in tax receipts, unemployment compensation and other

we lfare programs, farm aid programs etc. have the effect of
reducing partly any fluctuation iﬁ the ecoqg@é:wiﬁ ;a_ﬁéﬁnd

that as soon as income begins to fall off, the tax receipts

of the government also fall off. Simila£1§;~i£-ia”the case

with unemployment compensation; soon after men are laid off

9. Dennis, G.E.J.{(1981)3: Monetary Economics, Langmén, New York




thay begin to receive payments from the unemployment compsnsa-
tion funds. UWhen they go back toc work, the payments ceasc; and
the taxes collected to finance unamployment compensation riss
when employment is high. During boom years, therefore, the
unemployment reserve funds grow and exert stabilizing pressure
against too great spendingj conversely, during years of slack
employment, the reserve funds are used to pay ocut income to
sustain consumptien and moderate the declinee The various parity
programs to aid agriculture act like bu}ltvin‘sﬁgbi;é?ers. When
Tupae spending drops off and farm prices fall,—-the-gevernment

pays out rupees to farmers and absorb surpluses. When inflation

- e -

brews and prices soar, the governmant uarahou;ea put forth farm
goods and absorb rupees, thus cushioning any movemsnt.‘lt should
be noted that the built-in stabilizers are first line of dafense
in the authotities arsenal but are not by themselves sufficient
to maintain full stability since a built-in stabilizer acts to
reduce part of any fluctuation in the economy, but doss qptuiﬁa
out 100 per cent of the disturbance. It leaves rest of thé

disturbance as a task for fiscal and monetary discretionary

actions

DiscretionaTry fistal policy sntails a change in the structure
of the government budget. A discretionary changs in tax schedulss

alters the volume of tax rsvenuss collected at any selected lavel

84

of economic activity; a discretionary change in government transfer.

programs results in a changed lesvel of transfer payments at any

lavel of business activity; and so one Thus, a discretionary fiscal

policy action shifts the schedule in Figures:f that ehous the

federal budget balance associated with different lgvels of business
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activity. For example, a discretiomary increase in taxes(by,
say, a reducgion in the exemption lesvel er by an across~the=-
board increase in percentage tax rates) would shift the budget
balance schedule upward to reflect an increase in the surplus

(decrease in the deficit) that accompaniss any level of econo-

mic activity.

In Figure 2 there are two schedulqéwéégééégpj}gé, with
different sets of government tax amd outlay prOQramé, the state
of budget balance associafad with differsnt levels of business
actigify. If schedule A in Figure 2 accurately reflects of
the relationship between employment and the budget balancae
prior to a discrationary fiscal policy action, g budget shift
in the direction of schedule B could result from a discretinnary
increase in taxesy, a discretionary reduction in transfer
payments, or a diescretionary reduction in government spending.
Reversing the direction of the discretionary change in tax

structure or outlays would shift the scheduls representing the

budget balance dounward (as from schedule B toward schaduls A).

- -

During an extendsd contraction, the appropriate fiscal
response of a movemant touard budget deficit can result,
obviously, from discretiopary podicy actions as well as from
an automatic response intax receipts and government outlays.
Conversely, during an overly rapid, prolonged sxpansion,
discretionary policy actions can produce the movement toward
budget surplus that stabilization requires, Bf the two budget
postures (reflecting, again, a given set of guvernm;nt tax,

transfer, and expenditure programs) represented in Figure:2
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budget A is clearly more expansionary than budget B hecauss
the budgef deficit is larger (surplus smaller) at every lavel

of economic activity with budget A.

3.7 Measuring the Impact of fiscal Policy 3

Historically, the degree of stimulation (or restrictien)
of economic activity stemming from fiscal policy has been
regarded as dependent on the size of the observed budget
surpius or geficit. The budget has been popularly regarded
as stimulative when in deficit(government outlays exceeding
ravenues), and restrictive whan accruing a surplus. A glance
back at Figure 2 should dispel the notion that observed surpluses
or deficits are ‘adequate measures of the impact. of fiscal policy.
Because the observed surplus or deficit is the result both of
the structure of the budget and of the current lsvael of economic
activity, it is impossible to obtain a clear~cut judgement on
the impact of fiscal policy from the currently measured surplus
or deficite A budget deficit may just reflect a depressed level
of economic activity rather than a stimulative fiscal policy
program. Hence, thé very same budget structurse might be judged
restrictive, expansionary, or neutral, depending on the prevail-

0
ing level of economic actiuityl

The relative impact of two alternative fiscal policy

programs can be judged by comparing the surplus (or deficit)

-,

generated by those alternative programs at a given lsvel of

10. Gupta, G.S. and G.S.iLaumas (1983) :"Some Properties of
Fiscal and Monetary Policy Multipliers®", Southern Economic
Journel, 49,4 {April) P.P.1137-40,




" employment. While this comparison can be made at any arbitra-
rily selected level of employment, the comparison is
conventionally mads at an assumed lavel of smployment of 96
percent of the measured labor force. In the 1960s, this lavel
of employment was assumed to approximate full employment;
consaquently, the resulting measure of bmdggt Pmsture was

labeled the full employment surplus. It is now more fraqusntly

’

referred to as the high employment surplus or deficite.

e e .

—-In Figurse 2, budget A shous, at “Full_employment?wgydaficit
(negative high employment surplus) of soms Rs.Siﬁiliion while
budget B yields just under a Rs.4 billion surplus. UWith the
larger high employment deficit under budget prog}am A raflacting
either larger govermment cutlays or smaller tax ravenuee at
éby level of employment, fiscal program A is more stimulative
'(or iess reatrictiva) than program B is. This conclusion, of .
 courss, does not rest on the observed govermment budget balance.
Indeed, the great advantage of the high employment surplus as
a measure of fiscal influsnce on the economy lies in its ability
to saparate discretionary changes in the budget from induced
{automatic) budget balance changes. The high employment surplus
thle vastly superior to observed deficits and surpluses as a
measure of fiscal posture, is still strictly limited; it only
parmits us to compare budgets, to identify more or less axpa~-
sionary budget programs. To go further, teo judge whether any
particular budget program is compatible with noninflationary,
full-employment equilibrium, we would need more information

then is contained in a budget balance schedule. We alsc would

8t
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need to know the strength of private demand for consumption

goods, investment goods, and nat exports.

When private demand is excessively buoyant, a govarnmant
budget that provides a high employment surplus would be optimal,
With unduly anemie private demand, discretionary fiscal policy
actions that provide a high employment deficit would be ideal,
More specifically, if for simplicity we ignore the internatiomal
sector of the aconomy. We know that commodity market equilibrium
prevails only when planned injections into the income stream
{(investment and government spanding) ars equal to leakages
{(private saving/plus net tax revenues) from that streame. That isg,
the equilibrium condition iz I «+ G = & + T or, rearranging,

I'&:T-Go

If, with output at the Full-employment lgvel, planned
saving exceeds planned investment( a private sector §urplus),
then equilibrium can prevail only if government spending exceeds
net tax revenuas{ a government sacta;wggfig}g*if full employment),
if full-employment planned saving falls short o f plannsd
investment (a private sector deficit), equilibrium would prevail
only if net tax collections exceed government spending{ a public
secto¢ surplus). For a budget structure that yie lds government
budget balance at full employment to be compatible with full-
employment equilibrium, the private sector must be planning
to invest and save squally (private sector budget balance) at

full employment.



Rebirecting attention to Figura-Z,MhE%h"tﬁé'Eaaéat
structure representsd by schedule_A,.ueraﬁtbg“chnomy in
equilibrium with 6 percent unemployment, the measured budget
deficit{T - G) would correspond to an equal excesg of planned
saving over planned investment. While the budget would be
permitting a sizable measured deficit, it could not legiti-
mately be called expansionary because it permits the 6 ﬁer
cent unemployment level of output to remain the equilibrium
levels. Howevér, with a sizabls increase in planned investment,
the same budget would permit demand-pull inflation! The only
budget consistent with full employment equilibrium is one that'

-

fills the gap between- full-semployment output and aggregate
dem;nd. It goes without saying that the b;5§et structure which
fills that gap, providing full employment equilibrium, is not
independent of monetary policy because money supply changes

1
also alter private demand.

3.8 Issues related to Fiscal Poliey ¢

The orthodox theory of public fimance advocated a
'‘valanced budgst' for the govaernment on the ground that a
continuing imbalance would either pile up deficits or involve
a rising public debt. Hence, the ofthodox theory stipulated
that the revenue and expenditurs of the govsrnment must balance
in an accounting period. However, over a period of time,
the concept of budgetary deficit evolved from an initial stage

of 'uar deficits' to a final stage of ‘development deficit'.

——————————

11, quné Me Ko {1969), Macroeconomic Activity New York:
Harper and Rows
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On development grounds, the concept of unbalanced badyﬁ wias

accommodated. It was alsoc argued that the budgetary deficits
are a temporary phenomenon only and uitﬂmgg;_;Qinai of

gconomic prosperity, the deficits will be—wipad out through
surplus budgets and in.fha long run, there will be no deficits.
But this expected scenario has not materialised in many

countries, India being no exception to that. The phesnomenon

of Long run balancing of the budget has failed to occur. iInstead,
countries including India are experiencing substantial grouth

of budgetapy deficits with its serious implications to price
stability and financial soundness of the economy. In..this contaxt,
while the absolute level of deficits is important uwhat is more
important is the changing composition of the total budgetary
deficite The variouws components on revenue account and capital
account are not definitionally different but they have diffarent
implications. This is an issus of fiscal policy which requires

closer examination.

Histerically, the degree of stimulation{or restriction)
of economic activity stemming from fiscal policy haes been regarded
as depandent on the size of the OQSsrved budget surplus or
deficite. The budget has been popularly regarded as stimulative
when in deficit(government outlays exceeding revenuas) and
restrictive when accruing a surpluse 0On the other hand, the
discretionary fiscal policy is assumed to stabilise the economy;
The higher deficite and/or subsgantially larger government
spending would usually be expected to exist in the period of

. . Spending
contraction while lower deficits and/or less governmentkuould



be associated with the period of expansion. Thie suggests that
the question examining whether the government deficits and/or
government expenditure has bshaved in the manner cited above
uould,be an important issue signifQing the appropriability d
fiscal actionse The issue relates to the stabilizing or
destabilizing properties of government deficits and this will
have to be sxamined over the growth cycles. It will tell
whether ‘the fiscal deficits attempt to aggravate or precipitats
cycles or they attempt to smoothen the fluctuations. Besides
the issues of composition of budget deficits and stabilizing
properties of deficits, the issue of the relationship betueen
deficits and moﬁey stock is an important one. Ths public sector
is widely recognized to exercise important inf;;nge_gnmthe
stock of money, either directly or indirectly. The-extent of

this influence depends on the metﬁpd of financing the deficit,

‘Spac;flcally if the deficit is financed by doméstic or external
non-monetary borrowing, ths money stock will remain essentially
unaffaected, but if it is financed through the banking éystem,
caterls paribus, the money stock will incresass. The real

issue 1s whether the monetary policy is independent of the
government budget. What is the underlying relationship bstuwesn
budgetary operations and the reserve money and other money
stock measures? would an increase in governmant d;ficits readlt
into a corresponding increaé; in money supply? How far is it

true that monetary policy is bassive and accomodating to

budgetary operations?®
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There is a further important aspect of fiscal policy
and that of the cole of fiscal policy in sconomic developmaente.
The principal way in whach fiscal policy influences grouth in
a country at some stage of development is through the efficacy
of mobilizing resources for development)fiscal policy also
affects growth by influencing the efficiency of resource
allocations. Thers is further eguity dimension of fiscal policy

where the key issue is who bears the tax hufden ef fiscal

policy and who benefits from public expandifure.

3.9 The exchangs rate Policy ¢

The considerations involving international trade and .
finance are of great significance in the design of economic
policy. The balance of payments and exchange-rate ramifications
play a prominent part in policy deliberations. The sconomic

policy has to take account of open economy influencas.

Ideally, a country aluaye desires to maintain internal
as well as external balance; By internal balance, we mean the
simultaneous occurrence of two policy goals of full employment
and price sbdﬁhgand by external balance, one understands a
situation where a nation is neither gaining nor losing inter-
national monetary ressrves. Under a flexible exchange rate
system, the level of required international reserves is zero
and since this level never varies, the system is said to be

in external balance at all times. Under fiied—eiéhaﬁée rata

system, if the foreign exchange market-is-in.egquilibrium,



then.the central bank is not acquiring or losing foreign
exchange and the country's stock of international monetary
reserves remains constant. In other words, the change in
international monetary reserves would be zero. It is no
denying the fact that the choice of an exchange rate policy
has implications for the external economic viabiligyhpf a

nation. R I

The debate on exchangs rate flexibility.was launched
in -the-early 1950s, by two great economists of very different
ideological parsuasions, Milton Friedman and James Mesade,
arguing in favor of replacing ths postwar system of (more or
less) Pixed exchange rates by floating rataaTzFTiedmaq made
two important positive arguments in favor of flexibility and
ong criticism of the case against. first, he argued that a
floating exchangs rate would give a country the freedom to
choose its own monetary policy without having to be concarned
about the balance of payments impact this would have: any
inconsistency betueeri its monetary policy and that of the
rest of the world would be absorbed by a change in the
exchange rate, rather than leading to reserve losses or gains
that would feed back on the rate of monetary expansion. This
was a point of crucial importance to fFriedman, but steady
expansion of the money supply was the key to achisving

macroeconomic stability. Second, he argues that wher it uas

necessary to achieve a change in the real exchange rate in

12. M.Friedman{1953), "The case of For Flexible Exchange rates"

in his Essays in Positive economics(Chicago: University
of Chicago Press /.

J.E.Meade (1955) "The cass for variable exchange rates” .
Three Banks Review, September.
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order to adjust the balance of payments, it was much sasiaer
to do this by a single changg in the nominal exchange rate

rather than by revising thousands or millions of individual
wages and prices in terms of national currency so as to have

the same effact by changing the internal price level.

His criticism of the case against floating related to
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the queétion of destabilizing speculation, as it was then called.

The Estonian economist Ragnar Nurkse (1907-59) had, during the
Second World War, supervised a study of the interwar expsrience
with floating exchange rates, in which it had been concludsd
that speculative pressurss had time after time resulted in
floating rates being violently unstable. Ffriedmdn countered
thlﬁ'uith the ;iﬁple but pouerful argument that speculators
who really destabilized rates, in the sense of pushing tham
away from equilibrium (rather than“mggﬁgq%g;sequilibrium rates
change suddenly), must lose money! Because a ;peeulapor makes
money by buying something when it is relatively cheap and
selling when it is relatively dear, which raises prices at

the trough and reduces them at the peak, that is, stabilizes
rather than destabilizes. A speculator who did the opposite

must lose money. Since this is not what the game of specula-

tion is suppossd to be about, the key to the observed volatility

of exchange rates must lie elsswhere. Evar since monetarists

have been convinced that that key lies in unstable government

policies(espaciq;ly monetary policy)e
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In contrast to the laissez faire desire to minimize the
role of government of Friedman, Meade's attitude was that of
the technocratic manager seeking tools adequats to the jobe.
Monatary policy was one such tool, but it was not sufficient
alone, nor in combipation with fiscal policys it needed to bs
combined with an expenditure-;Qitching policy. Exchange rate
policy provided the natural candidate (inasmuch as it alone
does not involva creating microeconomic distortions). Meade
also discussed the threat of destabilizing speculation. He did
not share Friedman's confidence that this phenomanon could be
ruled out on the grounds that it would bse inimical to the .
interests of the speculators, but instead argued %hat it could
be overcome by strong and internationally coordinated interven-
tion policies. Although the matter is still not finally sattled,
the volatility of rates observed in the 1970s would suggest
that Meade's fears on this score were more realistic than
Friedman's confidence that it would not happen. A possiblas
eaxplanation is that the speculateors who lose money arg not the
cors of professionals in the market, who would surely gat out
of the businesg if they could not beat the market and make
mongy, but a part of that large frimges of traders, tourists,
and even central banks who take open positions in foreign

exchange lost substantially under risk and uncertainty.

Opponents of flexible exchange rates-develaped a series

of counterarguments in the years that followed, to supplement



the fear that floating would mean volatility because of
speculation. In the first place, they argued that this
volatility would tend to make nmternational trade and invest-
mant more risky and would therefore impede international
integration. Second, they argued that removing the constraint
on monetary policy provided by the need to defend a fixed
exchange rate should be counted as a cost and net a bsnefit:

countries need a discipline of that sert to prevent their

political leaders angaging in irresponsib;a iﬁélﬁtiénary
finance. Supporters of flexibility-replied either that the
democratic process and not the need to defend a fixed egchanga
rate should be allowed to decide how much inflation ; country
should have or that under floating inflationary finance would
quickly lead to a depreciation and thus to internal inflation,
which hits the public directly in a wyay that raserve losses

do not, so that discipline would actually be more effective
under fleatiny. Third, opponents of fleoating argued that a .
fixed rate provided a built-in stabilizer: a boom or recession
would draw in more or feawer imports with a fixed rate and thus
tend to damperr the changs in income, whereas the incoms expansion
would be bottled up at home by a floating exchange rate, leading
to inflation or eiump. Supporters of flexibility retorted that
this situation was crucially dependent on the assumption of

no capital mobility, shce a QOQestic boom would tend to raise
interest rates and thus draw in capital rather than depreciate

the currency where capital was mobile.
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Two further arguments against floating were added in
the 1970s, mainly by the global monetarists(who thus adopted
a posation on this issus oppoégd to that of old-fashionad
monatar;sts). first, ypey argued that exchange rate changes
could produce expenditure-switching effects only if there were
money illusion; in its absence, a devaluation would simply
induce an offsetting inflation rather than a payments improve-
ment. This issue has never been completely resolved, but the
claim is certainly not universally accepted: what absence of
money illusion, plus the strong but usually unmentioned assump-
tion of the uniquenass of equilibrium, jointly imply is that a
devaluation alone will not have a lasting effect in altering -
competitivity. Howsver, the sophisticated advocate of exchange
rate policy envisagee its use as a part of a package, not as
.an isolated policy instrument and there is no reason for
believing that it cannot be useful in that context just becauss
money illusion is abssnt - as it surely is . Second, it was
argued that exchange rate flexibility would tend to accelerate
the avarage rate of inflation because of ratchet effects: a
depreciation would produce a proportionate inflation, whereas
an appreciation would not reduce prices proportionately becauss
of downward stickiness, =0 that variable exﬁgg;;;“;aées would
ratchet up the price lesvel. This sounds pretty plausible, but
no decisive empirical evidence in fawor of the hypothesis has

yat been presented.

In parallel with the long~running debate on fixed varsus

floating exchange rates, there emasrged in the 19608 a literaturs
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on intermediate options. Ong strand of this was initiated by
Robert Mundell, with a paper that asked: what is the optimal
currency area?slBy this, ha meant the optimal arsa within
which exchange rates should be fixad.’ Typically, egch country
has a single money, and different countries have diffarent
monies, so that exchangs rates are fixed within-countries bu}
may vary between theme. Mundell arqued that one should ideally
have ons money for each area within which factors were mobile
but between which they were not, since factor mobility would

make exchange rate changes redundant, while a change in the

exchange rate could provide‘a helpful substitute for factor
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mobility where this was absent. Shortly afteruward Ronald McKinnon
b |

argued that the critical facter was the openness of the economy
rather than the degree of factor mobility, since a relatively
closed economy could hope to use a devaluation to promote
expenditure switching, while in a highly open economy the main
result would be to raiss the price level. Later participants
in the debate argued that the keay factor was the willingness
to accept tha same rate of inflation. Others pointesd to the
nacessijty for a common fiscal system, in order to provide an
alternative mechanism for easing interregional adjustments in
the form of fiscal transfers. Today, the dominant tendency

is to argue that schemes for curréncy unification should be
judged on the basis of a cost-benefit appraisal involving

all these factors, rather th&n appealing to some single

criterion to the exclusion of all others.

13.7R. A Mundell(1961) "A theory of optimum currency areas",
“Amarlcan Economic Revisuw, November.
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A sacond strand to the debate on intermediate options
arose from the observation that there are more alternatives
available than free floating and parmanent fixitye. For example
there are also the two other systems that have in fact been
widely employed in the postwar world: managed floating, where
there is no particular fate that the authorities are committed
to defend But where they navertheless intervene at their
discretion, and the adjustable peg, where the authorities accept
a commitment to defend the rate at the particular level wheaga
it is currently pegged, but uhere they reserve the right to
change that rate under caertain circumstances. There is also
a fifth possible exchange rate regime, generally knoun as tpe'
crauling peg%' This involves a country accepting a parity (or peg)
for its currency but changing this gradually over time in a
series of small steps rathar than in the sudden discrete changas
that are characteristic of the adjustablas peg. Such changes may
be determined according to a formal rule, for example, revalue

when ressrves rise and devalue when they fall, or they may be

determined by discretionary decisions - either_;nnmunced in
advance or made as the occasion arisas in response to what are
considersd relevant criteria. The countries that have employed
the crauwling peg for longest, Colombia and 8razil, both make
discretionary decisions, guided in large measure by the objective
of maintaining PPP with the United States so as to neutralize

the effect of their high domestic ) rates of inflation.

The crawling peg is an_intermediate regime that fits naturally

into the scheme of those who sse exchange rate flexibility as a

l4. R.I.McKinnon(1971), Monetary theory and Controlled
Flexibility in the foreign exchanges,Princten sssays on
international Finance No.84.




tachnaocrat's tool. It gives a country the pouer to reconcile
any internal rate of inflation with cogzinuéd external balance;
the one thing that exchangs rate flexibility really can
neutralize efficiently is differential inflation. This pouer
has up to now besn used to allow countries to inflatg faster
than the world average, but it could equally well bhs used as a
tool to enable countries to repel importad inflatien and enjoy
a greater degree of price stability than the norm. Second, a

crawling change in the exchange rate can be used to promote

expenditure switching when this is needed.

A third strand to the debate on intermediate optiong
{
concerned another form of limited flexibility, known as the

-

wider bande The band refers to the scops around a parity within
which the exchange rate is alloued to fluctuate, even though

it is pegged to the parity. In the Bretton Woods system as

it prevailed up till 1971, countries agreed.ta hold their
axchange rates within a 2 per cent band, that is, within

margins 1 percent either side .of parity. The wider band or

band proposal envisaged widsning- the band of 2 parcent to
something in the range of 5 percemt to 10 percent. The main

idea was to provide somewhat more fresdom for contracyclical

monetary policy to vary between countries.

A nau topic has become important since the move to
floating exchange rates by the principal industrial countries
in 1973. This concerns the exchange rate policy to be pursusd

by the remaining countries, who include virtually all of the
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daveloping countries. It is generally agreed that it would

be unwise or even impractical for these countries to adent
floating rates: the limited scale of the market and the lack

of depth of domestic capital markets preclude that option.
Prior to 1973, the only question that was left was when and

hou to change one's parity, for example, by adopting a crauwling
pegs But nowadays-it is necessary to decide not merely uwhaether
to peg but also to what to pege UWhen all the major countries
were pegged to each other, pegging to the dollar meant pegging
to everything elsei nouw that the major curranc1e§ are Floating;
pegging to the dollar means h;Ling onag's rate fluctuate in terms
of everything else. These fluctuations may have some logic for
the United States, but to a small country pegged to the dollar
they have none whatsoever, and are pure shocks. Hance the
guestion has arisen how the ccuntry can choose a peg - in the
sense of a currency or basket of currencies to which to psg =
with the object of minimizing the damage done by the exchange
rate fluctuations betueen the major currencies. This ha; become
knoun as the guestion of choosing an optimal pe&? Broadly
speaking, the answer is that countries should seek to stabilize
their effective axchangse rates by pegging to a basket of cure-
encles. The effective exchange rate is defined as the trade=-
weighted geometric mean of the bilateral exchange rates with a
country'’s trading partners and competitors. Stabilizing the
effective exchange rate means that, although exchange rate
changes between the major countries will still influence the
competitive positions and costs of individual industries and

firms, at least thece effects will tend to balance.out over the

15, J.Williamson(1982) “A Survey of the eme:gent-Lite:ature
on the optimal peg", Journal of Development Economics
-Rugust.




gconomy as a whole and so not aisturb macroeconomic equilibrium.
A possible disadvantage of pegging to a basket, which has to ke
weighed against the macroeconomic benefit, is the microeconomic
risk imposed on individual traders when they no longer have

a major international currency in which they can write contracts

and against which their own currency is resasonably stable.

3.10 Issues related to.exchange rate policy. ¢

in the context of international saetting, it is the
axternal economic viability and adaptability of an economy to
the advaraé or faveurable changes of the international sconomic
climate that merits attention. This requires an analysis of
the variables considered crucial in its international sconomic
standing. The analysis helps us to arrive at a conclusien
regarding the role of the internation;l aconomy in regard to
domestic development policy. The issue relates to tha feasi-
bility or otherwuise of an autonomous, non-dependant patp of
deva-lopment in the economy. The crucial variablas to be studiad
usually include (a) the balance of payments statistics (b) stock
of official exchange reserves and changes in it and {(c) flow
of net and gross external dabt. These variables do indicate ’
the overall balance of payments situation in an economy uwhich
is very usefuls Houwever, even such an exercise gives only a
partial picture and Analysis of the e. ternal economic viability

of a nation is naver complete in the gnce of an analysis of

the sources of finance for real transfers, if any, from abroad.
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The detailes of thesevcan be obtained from a breakdown of balance
of Payments(BOP) return into real transfers/defined as current
account balance less interest charges on foreign Loans) wni.,

and sources of finance.

Besides this, a study of external economic viability
necessitates an analysis of trends in exports and an assessmant
of export perfcemance. This gives a much nggggg’inéight inte
the major constraints, both internal and external, affecting
the volume of exports. Some of the internal factors could be
costs of production, the pressure of domestic demand and infra-
structural or sectoral bottolenecks. The externaltfactars .
could be grouth of world trade, demand for the exports of a
country and incrsasing incidence of protectionism menifested in

the price and/or guantitative restrictions.

Thaere is a further important issue of the role that
exchange rate plays in promoting exports. It is reasonable to
ask if there is a satisfactory explanation in the wider context
of the policy framework-uhich considers the ‘possible impact of
exchange rate depreciation on exports. To what axtent 1s this
an appropriate policy for managing ths balance of paymsnts
problems. Furthermore, do export promotion policiss have a
role to play in augmenting the exports ? In what way they

alleivate the balance of payments situationd



