o

Chapter 2

Monetary and

Fiscal Policies

N



Monetary and Fiscal Policies

N
|

CHAPTER-2
MONETARY AND FISCAL POLICIES

2.1 INTRODUCTION

q;e economy does not always work smoothly. Therenoft
occur fluctuations in the level of economic acfvitAt times the
economy finds itself in the grip of recession wHewels of national
income, output and employment are far below thdlrdotential levels.
During recession, there is a lot of idle or unméll productive capacity,
that is, available machines and factories are mwtking to their full
capacity. As a result, unemployment of laboureases along with the
existence of excess capital stock. On the othed,han times the
economy is ‘over heated’ which means inflation .(irtesing prices)
occurs in the economy. Thus, in a free market exynitmere is a lot of
economic instability. The classical economistsdweld that an automatic
mechanism works to restore stability in the econoragession would

cure itself and inflation will be automatically doolled.

However, the empirical evidence during the 1930€nvkevere
depression took place in the western capitalishecoes and also the
evidence of post second world Il period amply shdieat no such
automatic mechanism works to bring about stabilitythe economy.
That is why Keynes argued for intervention by tlewegnment to cure
depression and inflation by adopting appropriatelstoof macro

economic policy.
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Macro economic policy refers to the instrument bhich a
government tries to regulate or modify the econommifairs of the
country in keeping with certain objectives. In atkeords, it “attempts
to assess the behaviour of the economy as a whadlécaseek ways in
which its aggregate performance might be improvetdhese are
achieved through certain tools of macro economicyoAccording to
Keynes, Monetary policy was ineffective to lift tleeonomy out of
depression. He emphasized the role of fiscal pagwn effective tool
of stabilizing the economy. However, in view of ttim@dern economists
both fiscal and monetary policies play a usefukerwol stabilizing the

economy.

Monetary and Fiscal policies have powerful effects the
economy. The fact that monetary and fiscal politigge the potential to
affect the economy suggests that these policieshtmiigp used to

improve macro- economic performance.

Monetary policy is conducted by the central bankaodountry.
Fiscal policy is conducted by the Executive andslagve branches of
the government and deals with managing a nationtdgét. Monetary
and fiscal policies are generally thought of as aedn management
policies. The purpose of monetary and fiscal pgoltaken together is to
maintain demand roughly equal to supply in the eamn and to
maintain the existing price level. The appeararfoexoess demand will
probably cause inflation, while an insufficiencyddgmand will bring at

least temporary unemployment and deflation.
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2.2 MONETARY POLICY

According to Harry G. Johnson, “There is probabty freld of
economics in which the writings of economists arstsongly influenced
by both current fashions in opinion and currentbpgms of economic

policy as the field of monetary policy.”

Monetary policy embraces all the measures thatadertaken by
the monetary authorities to bring about desirahlnges in the working
of the financial system. Monetary policy plays auaal role in
moulding the economic character of a country beeausney and credit
in @ modern economy exercise a vital influence ufh@ncourse, nature
and volume of economic activities. An appropriat@wyceived monetary
policy can significantly aid economic growth by asijng the money
supply to the needs of growth by directing the flolvfunds into the
desired channels and by making institutional creditilable to the
specific fields of economic pursuit. Monetary pglican also help in

correcting the economic ills of the economy sucéiation or deflation.

In short, monetary policy is an important econoraol which

can be used to attain many macro economic goals.

2.2.1 Meaning and Definition

Monetary policy is the process by which the govesntncentral
bank or monetary authority manages the supply afeypor trading in
foreign exchange markets. Monetary policy is thereise of the central
bank’s control over conditions governing the qugnbf money or
money supply. It is an instrument for achieving titgective of general

economic policy as set out by the national econayoals i.e. economic
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growth, full employment and price stability by wdéincing the level of
aggregate demand and there by the level of moneyme. Monetary
policy influences the behavior of expenditures patitemployment and

prices.

Because monetary policy is concerned with goverrtiratampts
to provide a more stable economy by regulating éite of growth of the
money supply, no monetary system can work by itskelf modern
economy, credit plays an important part. The exjpenand contraction
of credit through proper Monetary policy is, themef, required in the

best interest of the economy.

Monetary restraint reduces the availability of dreschd increases
its cost; and retards the flow of expenditures, legmpent, income and
output. Monetary expansion on the other hand haofposite effects

on credit and thus encourages these flows.

Monetary policy is usually defined as the centrahlids policy
pertaining to the control of the availability, castd use of money and
credit with the help of monetary measures in otdeachieve specific

goals.

According toHarry G. Johnson, Monetary policy is a “Policy
employing the central bank’s control of the supply money as an

instrument for achieving the objectives of genexanomic policy.”

A. G. Hart defines monetary policy as a policy “Which inflges

the public’'s stock of money substitutes or the m#bldemand for such
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assets, or both. That is, policy which influencks public’s liquidity

position.”

From both these definitions, it is clear that a stany policy is
related to the availability and cost of money sypplthe economy in
order to attain certain broad objectives. The e@ritank of a nation
keeps control on the supply of money toattain thgeaiives of its

monetary policy.

Monetary policy is only a means to an end and nagrad in itself.
The aims, objects and scope of monetary policycareditioned both
severally and collectively by the economic envireminand philosophy
of time. Monetary policy has to be structured aperated within the

institutional framework of the money market of twuntry.

Monetary policy can be explained in two differerays:

In a narrow sense, it is concerned with adminisgeaind controlling
a country’s money supply including currency notesl @oins, credit

money, level of interest rates and managing théaaxge rates.

In a broader sense, monetary policy deals witthalke monetary
and non-monetary measures and decisions that affectotal money
supply and its circulation in an economy. It alsoludes several non-
monetary measures like wages and price contramecpolicy, budgetary
operations taken by the government which indiregtifluence the

monetary situations in an economy.
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2.2.2 Objectives of Monetary Policy

Monetary policy, in essence, is the economic polay the
government in the monetary field. Thus, the objectof monetary
policy must be regarded as being part of the ovecainomic objectives
to be pursued by the government. Monetary polioukhbe directed to
achieve different objectives, depending on the mmvnent and the time

factor.

Monetary policy, being a part of public policy, @boviously
designed and directed to achieve different macron@wmic goals,
depending on the basic problems and the naturecofcemy of the
country, from time to time. The primary objectiveroonetary policy is
price stability, which constitutes a pivotal franeWw condition for
economic activity. Price stability ensures thatsaogmers and businesses
can make their economic decisions under stable pratlictable
conditions and thus has a positive impact on econautivity and
employment. Monetary policy also has short-terme@ff on the
economy, as key interest rates can be raised astoheconomic booms
when the economy threatens to overheat and thuangeds price
stability. During economic downturns, in contrasyts in the key

interest rates can help stimulate investment andwoption.

Monetary policy is discernible in developing couggr and in
India. Much of the early economic theory stressely on real factors

such as savings, investment and technology as faetiors of growth.

Objectives of monetary policy have been differemtdifferent
countries and in different times depending on théure of problems

faced by the monetary authorities of a country.
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1. Neutrality of Money

Economists like Wicksteed, Hayek, Robertson feat the main
objective of the monetary policy is the neutratifiymoney. The policy
of neutral money aims at doing away with the disig effects of the
changes in the quantity of money on important eagoovariables like
income, output, employment and prices. This polimplies that the
guantity of money could be so controlled as to hawenegative effect
on the prices, output and employment. Accordinghts theory money
IS to remain neutral, i.e., to cause no fluctuetioBconomists have
always considered money as a passive factor. Ascaptd them, money
should play only a role of medium of exchange aotimore than that.
Therefore, the monetary policy should regulate sbpply of money.
The change in money supply creates monetary disggum. Thus
monetary policy has to regulate the supply of moaeg neutralize the

effect of money expansion.

According to this policy, money is only a technidalvise having
no other role to play. It should be a passive fattaving only one
function, namely to facilitate exchange. It shouldt inject any
disturbances. It should be neutral in its effectpoces, income, output,
and employment. They considered that changes a tobney supply
are the root cause for all kinds of economic flatians and as such if
money supply is stabilized and money becomes rigtite price level
will vary inversely with the productive power ofeheconomy. If
productivity increases, cost per unit of outputlohes and prices fall
and vice-versa. According to this policy, money @yps not rigidly
fixed. It will change whenever there are changespinductivity,

population, improvements in technology etc to rdige fundamental



Monetary and Fiscal Policies 27

changes in the economy. Under these conditionssase or decrease in
money supply is allowed to result in either fallrarse in general price
level. However, this objective of a monetary polisyalways criticized
on the ground that if money supply is kept constaen it would be

difficult to attain price stability.

In a dynamic economy, this policy cannot be comthand it is

highly impracticable in the present day economy.

2. Stability of Exchange Rates

The traditional objective of monetary policy hasebethe
achievement of stable exchange rates. This obgeetas primary, while
stability of prices and output was secondary owioghe paramount
importance of international trade in the econonatfeading countries
like England, Denmark, and Japan etc. For this teaance and proper
conduct of the gold standard was considered tdhéegtimary function
of the monetary authorities. This way, minor changeexchange rates
were easily noticed. These led to a lot of spemnaand consequent
dislocation of economies. This imposed on themaakeaf inflation and
deflation. This objective is, now considered to dfeonly secondary
importance, except in case of countries like Jagrath England, whose

prosperity still depends upon foreign trade.

Maintenance of stable exchange rates is an eskenitidition for
the creation of international confidence and praomotof smooth
international trade on the largest scale posslbEability in exchange
rates might lead to undesirable effects such asevaag of the value of
currency in the world market, speculation and eflght of capital

abroad.
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Exchange rate is the price of a home currency sgpeckin terms
of any foreign currency. If this exchange rate asywolatile leading to
frequent ups and downs in the exchange rate, tenational community
might lose confidence in our economy. The monefaoiicy aims at
maintaining the relative stability in the exchangge. The RBI by
altering the foreign exchange reserves tries tiemice the demand for

foreign exchange and tries to maintain the exchaatgestability.

3. Maintaining Price Stability

With the suspension of the gold standard, mainesmah domestic
price level has become an important aim of mongpaticy all over the
world. The bitter experience of 1920’s and 193@s made all most all
economies to go for price stability. Both inflati@nd deflation are
dangerous and detrimental to smooth economic grolwtay distort and
disturb the working of the economic system and terehaos. Both of
them are bad as they bring unnecessary loss to gomups where as
undue advantage to some others. They have potgavaér to create
economic inequality, political upheavals and soaimirest in any
economy. In view of this, price stability is considd as one of the main
objectives of monetary policy in recent years.slttd be remembered
that price stability does not mean that pricesllod@mmaodities are kept
constant or fixed over a period of time. It refedghe absence of sharp
variations or fluctuations in the average priceelem the country. A
hundred percent price stability is neither possiide desirable in any
economy. It simply implies relative price stabilith policy of price
stability checks cyclical fluctuations and smoothproduction and
distribution, keeps the value of money stable, pn¢\artificial scarcity

or prosperity, makes economic calculations possibl&oduces an
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element of certainty, eliminate socio-economic utisances, ensure
equitable distribution of income and wealth, secseoeial justice and
promote economic welfare. On account of all theseefits, monetary
authorities have to take concrete steps to cheick scillations. Price
stability is considered as one of the prerequisatedition for economic
development and it contributes positively to theiatment of a steady
rate of growth in an economy. This is because pstesility will build

up public morale and instill confidence in the naraf people, boost up
business activity, expand various kinds of economativities and

ensure distributive justice in the country. ProEBaightly observes, “A
monetary policy which can maintain a reasonablerekegf price

stability and keep employment reasonably full, s#te stage of

economic development”.

4. Full Employment

It refers to absence of involuntary unemploymemtimple words
'Full Employment' stands for a situation in whicles/body who wants
jobs get jobs. However, it does not mean that thisrea zero
unemployment. In that senses the full employmentnéver full.
Monetary policy can be used for achieving full eaywhent. If the
monetary policy is expansionary then credit supggaly be encouraged.
It could help in creating more jobs in differencse of the economy.
Many well-known economists like Crowther, Halm, Gaer Ackley,
William, Beveridge and Lord Keynes have stronglwachted this
objective in the context of present day situationsiost of the countries.
Advanced countries normally work at near full enyohent conditions.
Their major problem is to maintain this high leval employment

situation through various economic policies. Thigeot has become
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much more important and crucial in developing coastas there is
unemployment and under employment of most of thsoueces.

Deliberate efforts are to be made by the monetathaaities to ensure
adequate supply of financial resources to expladt atilize resources in
the best possible manner so as to raise the ldvajjgregate effective
demand in the economy. It should also help to raairttalance between
aggregate savings and aggregate investments. sl wnsure optimum
utilization of all kinds of resources, higher naiab output, income and

higher living standards to the common man.

5. Rapid Economic Growth
This is comparatively a recent objective of monetaolicy.

Achieving a higher rate of per capita output andome over a long
period of time has become one of the supreme gdait®netary policy
in recent years. A higher rate of economic growtbuld ensure full
employment condition, higher output, income anddrdiving standards
to the people. Consequently, monetary authoritiasehto take the
necessary steps to raise the productive capacttyeafconomy, increase
the level of effective demand for various kindsgomiods and services
and ensure balance between demand for and supplyoads and
services in the economy. Also they should take omegsto increase the
rate of savings, capital formation, step up theurn@ of investment,
direct credit money into desired directions, retpilaterest rate structure,
minimize economic and business fluctuations by Ay demand for
money and supply of money, ensure price and ovecathomic stability,
better and full utilization of resources, removep@rfections in money
and capital markets, maintain exchange rate stgbdilow the inflow

of foreign capital into the country, maintain thegth of money supply
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in consistent with the rate of growth of output mize adversity in
balance of payments condition, etc. Depending upenconditions of
the economy money supply has to be changed frora tontime. A
flexible policy of monetary expansion or contraatibas to be adopted
to meet a particular situation. Thus, a growthritily monetary policy
has to be pursued by monetary authorities in daletimulate economic
growth. It is the most important objective of a ratary policy. The
monetary policy can influence economic growth byntoolling real
interest rate and its resultant impact on the itmest. If the RBI opts
for a cheap or easy credit policy by reducing egérrates, the
investment level in the economy can be encouradéds increased
investment can speed up economic growth. Fasteroeaic growth is
possible if the monetary policy succeeds in mamtg income and

price stability.

6. Greater Equality in Income Distribution

As far as the objective of greater equality in thstribution of
income and wealth is concerned, most of the ecostsnargue that
fiscal policy is likely to be more successful asnpared to the monetary
policy. Many economists used to justify the roletlod fiscal policy is
maintaining economic equality. However, in recepting economists
have given the opinion that the monetary policy bafp and play a
supplementary role in attainting an economic egyadlifonetary policy
can make special provisions for the neglect sugplsh as agriculture,
small-scale industries, village industries, etcd gmmovide them with
cheaper credit for longer term. This can provetfuuifor these sectors
to come up. Thus in recent period, monetary pat&y help in reducing

economic inequalities among different sectionsozfety.
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According to S.B. Gupta, the best policy in this respect is a
policy of long run price stability at maximum felalei output. This may
be referred to as the policy of “long-run pricebslity at maximum
feasible output, other goals of economic policylefluemployment, a
high rate of growth, greater equality, and healtajance of payments

are also promoted to the maximum extent”.

7. Equilibrium in the Balance of Payments

This objective has assumed greater importancedrctimtext of
expanding international trade and globalizationddy most of the
countries of the world are experiencing adversaryd of payments on
account of various reasons. It is a situation wiretbe import payments
are in excess of export earnings. Most of the amsitwhich have
embarked on the road to economic development cashma@way with
imports on a large scale. Imports of several itelnasve become
indispensable and without these imports their dgwakent process will
be halted. Hence, monetary authorities have to apkeopriate monetary
measures like deflation, exchange depreciationaldation, exchange
control, current account and capital account cdibibty, regulate
credit facilities and interest rate structures amdhange rates etc. In
order to achieve a higher rate of economic growéthance of payments
equilibrium is very much required and as such manyetauthorities

have to take suitable action in this direction.

2.2.3 Instruments of Monetary Policy
The instruments of monetary policy are of two typésst,

guantitative, general or indirect; and second, itatale, selective or
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direct. The level of aggregate demand throughsilggply of money,

cost of money and availability of credit.

They are meant to regulate the overall level ofditréen the
economy through commercial banks. The selectivditccentrols aim at
controlling specific types of credit. They includdanging margin

requirements and regulation of consumer credit.

A)  Quantitative Credit Controls
The first category includes bank rate variationpero market

operations and changing reserve requirements.

1. Open Market Operations

Open market operations are the most important raongtolicy
tools because they are the primary determinantshahges in interest
rates and the monetary base, the main source coffufitions in the
money supply. The technique of open market opersiEs an instrument
of monetary policy refers to purchasing or selling government
securities from large banks or government secaritiealers. Open
market operations refer to the buying and selliffg government
securities, treasury bills, gold and foreign ex@®hy a central bank in
the open market. Government borrows to financelaticits. Reserve
Bank of India purchases government securities ftbhen public, bank
reserves are increased by corresponding amounugeagovernment
pays for these securities and money flows from guwent accounts
towards public who, in turn, deposit the amounttheir respective
accounts thereby increasing banks deposits. Bailkang their powers

of creation of credit increase the credit supplythe economy. This
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results in more expenditure, output and employmEmiis, open market
operations directly affect the monetary base arel pharchases of
government securities increase the monetary baggen Omarket
purchases expand the monetary base, therebygdienmoney supply

and lowering short-terms interest rates.

Similarly, Reserve Bank of India sells the governisesecurities
in open market to the public. The cash with puldied with banks
decreases because they have to pay for these tmecuyy writing
cheques. The sell of government securities, thesiedises the monetary
base. Open market sales shrink the monetary baserihg the money

supply and raising short term interest rates.

Thus, the open market operations gives direct obnbwver
monetary base and over the past few decades opeetnmgerations
have been done to prevent unchecked expansiomgutliiy through
monetization of government debt. Accordingly, sale government

securities exceeds purchases on an annual basis.

2. Reserve Requirements

The instrument of monetary policy has not beenvabtiused in
India for quite long period until 1956. This weapaas suggested by
Keynes in his ‘Treatise on money’ and the USA wasfirst to adopt it
as a monetary devices. Every bank is required Wyttakeep a certain
percentage of its total deposits in the form oéserve fund in its vaults
and also a certain percentage with the central .b@ftken prices are
rising, the central bank raises the reserve r&anks are required to

keep more with the central bank. Their reservesrageiced and they
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lend less. The volume of investment, output and leympent are
adversely affected. In the opposite case, whenréserve ratio in
lowered, the reserves of commercial banks aredaitkey lend more
and the economic activity is favorably affected.a@Gfes in reserve
requirements affect the money supply by causing rtimney supply
multiplier to change. A rise in reserve requirersemtduces the amount
of the deposits that can be supported by a giveel lef the monetary
base and will lead to a contraction of the monegypsu Conversely, a
decline in reserve requirements leads to an expansi the money

supply because more multiple deposits creatiortaeanplace.

In India RBI act, 1934 puts that all scheduled Isankre required
to maintain a minimum cash reserve of 5 percentheir demand
deposits and 2 percent of their time deposits WithReserve Bank of
India. This system continued till 1956 and thistrament of monetary
policy was never used for complete two decades. RBé act was
amended in 1956 and it was given the power to charggerve
requirements between 5 to 20 percent of demandsispand 2 to 8
percent of time deposits. The Amendment also empsivBBI to issue
instructions to scheduled banks to maintain witteitain percentage of
its liabilities in cash over and above the minimwash reserve
requirements (CRR). The RBI used its power forftret time in 1960
and the additional reserve requirements were fate®5 percent of the
increase in deposits but it did not yield the dmsbiresults. Commercial
banks satisfied the reserve requirements by makpuagtfolio
adjustments. They sold government securities tilftile cash reserve
ratio requirement. In 1962, RBI act was again aredndnd statutory

liquidity ratio (SLR) was fixed at 15 percent ovand above reserve
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requirement. The act was also empowered RBI torchirte statutory
liquidity ratio for commercial banks. The SLR waasised up to 38
percent in 1988. During the economic reforms era te

recommendation of Narsimha Committee SLR and CRRe Haeen
reduced. The rate of CRR and SLR maintained bydsdeéd commercial
banks on total net demand and time liabilities ¥esd at not less than

14.5 percent and 25 percent respectively in 1996.

The technique of reserve requirement (CRR) has begrioyed
quite often in recent years along with the stagutmuidity ratio (SLR).
The purpose of the extensive use of cash resem@ (@RR) is to
control credit creation power of banks in the walethe expanding
liquidity in the banking system due to higher grbwof primary
deposits. It is observed that the nationalized bamkre defaulting in
maintaining CRR and the SLR, thus, defeating they yeirpose. It is
also true that CRR as an instrument of credit ebrd¢annot be used
beyond a certain point since Reserve Bank hasrisider the necessity
of meeting the needs of productive credit of kest@es of the economy.
Compared to other instruments of monetary poliaghsas open market
operation, reserve requirements are more diffituithange frequently.

The CRR does not have quick and selective impabtlamk reserves.

A high cash reserve ratio is inevitable at the gnésime. Before
we can substitute the cash reserve ratio by indinestruments of
control, we need to undertake comprehensive itigtital development

of the government securities market.
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3. Discount Rate

It is also called the bank rate policy. Commerbahks and other
financial institutions can borrow from the centbainks of a country at
discount rate. The amount that these banks andutnst borrow from
central bank affects the monetary base. The impbittang about the
bank rate or discount rate is that it is lower thmmk lending rate,
therefore banks have an incentive to borrow from ¢kntral bank at

discount rate and lend those funds at higher isteetes.

Discount rate policy, which primarily involves clgas in the
discount rate, affects the money supply by affgctihe volume of
discount loans and the monetary base. A rise icodist loans adds to
the monetary base and expands the money supplgll & fdiscount

loans reduces the monetary base and shrinks theynsupply.

The Reserve Bank of India like all other centralniksm is
empowered to use discount rate as an instrumecrteait control. The
discount rate may be raised or lowered dependimg tipe requirement
of credit and overall economic conditions prevalin the country. The
effectiveness of his instrument depends upon:

A.  The availability of funds with the banks,

B.  Availability of such credit instruments whichrec be presented to
central bank for rediscounting and,

C. Dependence of commercial banks for financialsé@nce on the

central bank of a country.

When bank rate is lowered, theoretically speakivanks have

incentive to borrow more and expand credit as gay more by lending
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the funds to business firms at market interest @itmilarly, when it is
raised commercial banks borrow less and it lowleeg power to expand
credit. Increase in discount rate is indicatiortight money policy and
lowering of discount rate is the indication thavgmment is following
easy or cheap money policy. The use of discourd est a tool of
monetary policy has been criticized by many. lyersggys, in a planned
economy which has a large public sector of investmend where
government has a battery of powers of direct raguiaof investment
the efficiency of bank rate changes is less clean it is in industrially
advanced countries with a free economy. But it wdug fallacious to

argue that changes in bank rate are out of plab&lian conditions.

B)  Qualitative Credit Controls
It aims at regulating the volume of credit giverr fpecific
purposes. Selective credit controls include théowahg credit controls

measures.

1. Credit Rationing

When there is shortage of institutional credit ke for the
business sector, the large and financially strawgoss or industries tend
to capture the lion’s share in the total institnabcredit. As a result, the
priority sectors and weaker but essential industrége starved of
necessary funds, mainly because bank credit gogketaon-priority
sectors. In order to curb this tendency, the cebtiak resorts to credit
rationing measures. Generally, three measuresdm@ed: a)lmposition
of upper limits on the credit available to largelustries and firms,
b.)Charging a higher or progressive interest ratéank loans beyond a

certain limit. c.)Providing credit to weaker sestat lower internal rates.
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2. Change in Lending Margins

The banks advance money more often than not agaimsirtgage
of property-land, building, jewellery, shares, $taaf goods etc. The
banks provide loans only upto a certain percentdgie value of the
mortgaged property. The gap between the value ef rtiortgaged
property and amount advanced is called ‘lendinggmdr The central
bank is empowered to increase or decrease thengnmdargin with a

view to decreasing and increasing the bank credit.

3. Moral Suasion

The moral suasion is a method of persuading andicoing the
commercial banks to advance credit in accordantle te directive of
the central bank in the economic interest of thenty. This method is
adopted in addition to quantitative and other dalec methods,
particularly, when effectiveness of these methsdoubtful. Under this
method, the central bank writes letters to and $iad@etings with banks
on money and credit matters with the objectivepersuading banks to
act according to the instructions and advise ofdéetral bank in the

interest of the economy as a whole.

4. Direct Controls

Where all other methods prove ineffective, the ntemyeauthorities
resort to direct central measures with clear diecto the banks to
carry out their lending activity in a specified mn&r. There are

however rare instances of direct control measures.

As a matter of fact it is difficult to say which tfe two methods

iIs more useful. Their choice depends on the ecanaomditions of the
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country concerned. If the objective of the centrahk is to achieve
price stability or to remove the evil affects oflation and deflation,
then it should adopt quantitative credit controh tBe other hand, if the
objectives are: economic development, increaseval lof employment,
and equal distribution of income, then it shouldoere qualitative or
selective credit control. Consequently, differemiustries, sectors and
people should be provided credit in accordance thighpriorities stated

in the plans.

2.3 FISCAL POLICY

The most important instrument of government intatiee in the
economy today is that of fiscal or budgetary paliEiscal policy refers
to the taxation, expenditure and borrowing by tlevegnment. The
economists now hold the government interventioough fiscal policy
Is essential in the matter of overcoming recessioimflation as well as

of promoting and accelerating economic growth.

2.3.1 Meaning and Definitions

The fiscal policy is concerned with the raising gdvernment
revenue and incurring of government expendituree Hovernment
frames a policy called budgetary policy or fiscaligy. So, the fiscal
policy is concerned with government expenditure ajul/ernment
revenue. Fiscal policy has to decide on the sizkpattern of flow of
expenditure from the government to the economyfeord the economy

back to the government.

According to J.M. Culbertson, “By fiscal policy we refer to

government actions affecting its receipts and edjares which we
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ordinarily takes as measured by the governmentts reeeipts, its
surplus or deficit.” The Government may offset widEble variations in
private consumption and investment by anti-cychaiations of public

expenditures and taxes.

Arthur smithies defines fiscal policy as “a policy under which
the government uses its expenditure and revenuggones to produce
desirable effects and avoid undesirable effectshennational income,
production and employment.” Though the ultimate aihfiscal policy
is the long run stabilisation of the economy, yetain only be achieved

by moderating short run economic fluctuations.

Otto Eckstein defines fiscal policy as “Changes in taxes and
expenditures which aim at short run goals of fatipdoyment and price

-level stability.”

During a recession or depression fiscal policy shdwelp in
increasing demand. For this purpose, the governmoamntincrease its
expenditure and spend more on public works. Thidl yiovide
employment to more people. The government can alsmease its
expenditure on subsidies to producers of consunmexdgy so as to
increase consumption spending. Similarly, the govent can lower its
tax rates so as to stimulate consumption and imasst Thus, a budget
deficit during a depression helps greatly in remgvinemployment. On
the other hand, during periods of inflation, thesr¢oo much of demand
and hence the government should reduce its ownnetitpee and curb
private spending by increasing taxes. Thus, ingasriof inflation we

should have surplus budgets. Therefore, there immeErent superiority
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in a balanced or a surplus budget. It all dependsthe prevailing

economic situation. This view of public financecislled as functional
finance because according to this view, public nereeand expenditure
of the government are not to be considered as lggngrned solely by
the requirements of government finances but by rdgirements of

attaining and maintaining full employment and pstability.

2.3.2 Objectives of Fiscal Policy

The importance of fiscal policy is high in underd®ped
countries. The state has to play active and impbrtae. In a democratic
society direct methods are not approved. So, theergoent has to
depend on indirect methods of regulations. Inway, fiscal policy is a
powerful weapon in the hands of government by medinshich it can
achieve the objectives of development. The priecgiijectives of fiscal

policy are given below :

1. Development by Effective Mobilisation of Resowes
The principal objective of fiscal policy is to emsuapid economic
growth and development. This objective of econorgiowth and

development can be achieved by Mobilisation of Rtmal Resources..

The financial resources can be mobilised by :

A. Taxation : Through effective fiscal policies, the governraims
to mobilise resources by way of direct taxes ad a®lindirect
taxes because most important source of resourcelisadion is

taxation.
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B. Public Savings: The resources can be mobilised through public
savings by reducing government expenditure andeasing
surpluses of public sector enterprises.

C. Private Savings: Through effective fiscal measures such as tax
benefits, the government can raise resources frorate sector and
households. Resources can be mobilised through rrgoeat
borrowings by ways of treasury bills, issue of gomeent bonds, etc.,

loans from domestic and foreign parties and bycddinancing.

2. Efficient Allocation of Financial Resources

The central and state governments have tried toenedfcient
allocation of financial resources. These resouraes allocated for
development activities which includes expenditur@ oailways,
infrastructure, etc. While non-development acegtincludes expenditure

on defence, interest payments, subsidies, etc.

But generally the fiscal policy should ensure thatresources are
allocated for generation of goods and services kwhate socially
desirable. Therefore, India's fiscal policy is desid in such a manner
So as to encourage production of desirable goodsda&atourage those

goods which are socially undesirable.

3. Reduction in Inequalities of Income and Wealth

Fiscal policy aims at achieving equity or sociatice by reducing
income inequalities among different sections of $beiety. The direct
taxes such as income tax are charged more on the people as
compared to lower income groups. Indirect taxesadge more in the

case of semi-luxury and luxury items, which are tlyosonsumed by
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the upper middle class and the upper class. Thergment invests a
significant proportion of its tax revenue in the plementation of
Poverty Alleviation Programmes to improve the ctiods of poor

people in society.

4. Price Stability and Control of Inflation

One of the main objective of fiscal policy is tont@l inflation
and stabilize price. Therefore, the government gbvams to control
the inflation by reducing fiscal deficits, introdng tax savings schemes,

productive use of financial resources, etc.

5. Employment Generation

The government is making every possible effort norease
employment in the country through effective fisosasure. Investment
in infrastructure has resulted in direct and incliremployment. Lower
taxes and duties on small-scale industrial (SSQsuencourage more

investment and consequently generates more empliyme

6. Balanced Regional Development

Another main objective of the fiscal policy is teoing about a
balanced regional development. There are variocsniives from the
government for setting up projects in backward sreach as cash
subsidy, concession in taxes and duties in the fofniax holidays,

finance at concessional interest rates, etc.

7. Reducing the Deficit in the Balance of Payment
Fiscal policy attempts to encourage more exporta/ay of fiscal
measures like exemption of income tax on exporiegs, exemption of

central excise duties and customs, exemption eésak and octroi, etc.
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The foreign exchange is also conserved by provitisogl benefits

to import substitute industries, imposing customses on imports, etc.

The foreign exchange earned by way of exports amddsby way
of import substitutes helps to solve balance ohparyts problem. In this
way adverse balance of payment can be correctédrdiy imposing

duties on imports or by giving subsidies to export.

8. Capital Formation

The objective of fiscal policy is to increase tlage of capital
formation so as to accelerate the rate of econogrmwth. An
underdeveloped country is trapped in vicious ciiegpoverty mainly
on account of capital deficiency. In order to irage the rate of capital
formation, the fiscal policy must be efficiently ddgned to encourage

savings and discourage and reduce spending.

9. Increasing National Income

The fiscal policy aims to increase the nationalome of a
country. This is because fiscal policy facilitatbe capital formation.
This results in economic growth, which in turn mases the GDP, per

capita income and national income of the country.

10. Development of Infrastructure

Government has placed emphasis on the infrasteudewrelopment
for the purpose of achieving economic growth. Tikedl policy measure
such as taxation generates revenue to the govetniepart of the
government's revenue is invested in the infrastrectlevelopment. Due

to this, all sectors of the economy get a boost.
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The objectives of fiscal policy such as economiwedi@ment,
price stability, social justice, etc. can be achgkwnly if the tools of
policy like public expenditure, taxation, borrowiagd deficit financing

are effectively used.

The success of fiscal policy depends upon takimgly measures

and their effective administration during imple negin

2.3.3 Instruments of Fiscal Policy

Fiscal policy is an important instrument to staalthe economy,
that is, to overcome recession and control inffatio the economy.
Fiscal policy through variations in government engieure and taxation
profoundly affects national income, employment,potitand prices. An
increase in public expenditure during depressiod Hte aggregate
demand for goods and services and leads to a iacgease in income
via the multiplier process, while a reduction ixda has the effect of
raising disposable income thereby increasing copiamand investment
expenditures of the people. On the other hand,dacten of public
expenditure during inflation reduces aggregate aeimaational income,
employment, output and prices while an increasdaxes tends to
reduce disposable income, and thereby reduces s and
investment expenditures. Thus the government catraodeflationary
and inflationary pressures in the economy by acjods combination of

expenditure and taxation programmes.

Fiscal policy is of two kinds- Discretionary fisgadlicy and non-
discretionary fiscal policy of automatic stabiligerBy discretionary

policy we mean deliberate change in the governmependiture and
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taxes to influence the level of national output @ndes. Fiscal policy

generally aims at managing aggregate demand fadsgaond services.

On the other hand, non-discretionary fiscal polafyautomatic
stabilizers is a built- in tax or expenditure madkan that automatically
increases aggregate demand when recession occu's reghuces
aggregate demand when there is inflation in thenecty without any

special deliberate actions on the part of the guvent.

At the time of recession the government increasesxpenditure
or cuts down taxes or adopts a combination of bOtihthe other hand,
to control inflation the government cuts down itenditure or raises
taxes. In other words, to cure recession expansidiszal policy and to
control inflation contractionary fiscal policy iddapted. Fiscal policy
aims at changing aggregate demand by suitable ehangovernment
spending and taxes. Thus, fiscal policy is mainlgadicy of demand
management. When the government adopts expansitseay/policy to
cure recession, it raises its expenditure withaigimg taxes or cut down
taxes without changing expenditure or increasesmkpure and cuts
down taxes as well. With the adoption of any ofsthaypes of
expansionary fiscal policy government's budget willve a deficit.
Thus expansionary fiscal policy to cure recessiath anemployment is
a deficit budget policy. On the other hand, to oointinflation,
government reduces its expenditure or increasesstax adopts a
combination of the two, it will be planning for audiget surplus. Thus
policy of budget surplus or at least reducing budlgdicit is adopted to

remedy inflation.
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The various instruments of fiscal policy are-

1. Budgetary Policy — Contra Cyclical Fiscal Polig

The budget is the principle instrument of fiscaligy. Budgetary
policy exercises control over size and relationsbip government
receipts and expenditures. There are two commogdiyablicies that

can be adopted for stabilizing the economy.

A.  Budget Deficit-Fiscal Policy During Depression:

Deficit budgeting is an important method of overaogn
depression. When government expenditures exceediptec larger
amounts are put into the stream of national incahen they are
withdrawn. The deficit represents the net expemeiaf the government
which increases national income by the multiplierets the increase in
net expenditure. Thus the budget deficit has amesipnary effect on
aggregate demand whether the fiscal process |eaagnal propensities

unchanged or whether a redistribution of disposedieipts occurs.

Budget deficit may also be secured by reductiortaxes and
without government spending. Reduction in taxesldeto leave larger
disposable income in the hands of the people and #timulates
increased consumption expenditure. This, in tulmldl lead to increase
in aggregate demand output, income and employmEpivever,
reduction in taxes is not so expansionary via iaseel consumption
expenditure because the tax relief may be saved radspent on

consumption.
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B.  Surplus Budget-Fiscal Policy During Boom:

Surplus in the budget occurs when the governmewentges
exceed expenditures. The policy of surplus budgétliowed to control
inflationary pressures with in the economy. It nieythrough increase
in taxation or reduction in government expenditusesdoth. This will
tend to reduce income and aggregate demand byuhglmer times the
reduction in government and private consumptioneegigure. There
may be budget surplus without government spendihgrwtaxes are
raised. Enhanced taxes reduce the disposable ingathethe people
and encourage reduction in consumption expendiiline. result is fall

in aggregate demand, output, income and employment.

2. Compensatory Fiscal Policy

The compensatory fiscal policy aims at continuogsignpensating
the economy against chronic tendencies towardatiofl and deflation
by manipulating public expenditures and taxegshkirefore, necessitates
the adoption of fiscal measures over the long ather than once for all
measures at a point of time. When there are deflaty tendencies in
the economy, the government should increase itereifures through
deficit budgeting and reduction in taxes. Thisgsential to compensate
for the lack in private investment and to raiseeetite demand
employment, output and income with in the econof@wy. the other
hand, when there are inflationary tendencies, theegment should
reduce its expenditures by having a surplus budgdtraising taxes in

order to stabilize the economy at the full emplogtrievel.
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The compensatory fiscal policies have two approsehd.) Built

— in stabilizers and , B.) Discretionary fiscalipg!

A.  Built-in-Stabilizers :

The technique of built-in flexibility or stabilizerinvolves the
automatic adjustment of the expenditures and tawreselation to
cyclical up swings and down swings with in the ewmmg without
deliberate action on the part of the governmentdddnthis system
changes in the budget are automatic and henceetimique is also
known as one of automatic stabilization. The vasioautomatic
stabilizers are corporate profits tax, income &xgise taxes, old age,
survivors and unemployment insurance and unemplaynrelief
payments. As instruments of automatic stabilizatidaxes and
expenditures are related to national income given umchanged
structure of tax rates, tax yields vary directlyttwimovements in
national income, while government expenditures viamersely with
variations in national income. In the downward gha$ the business
cycle when national income is declining, taxes Whéze based on a
percentage of national income automatically declthereby reducing
the tax yield. At the same time, government expgeneé on
unemployment relief and social security benefitomatically increase.
Thus there would be an automatic budget deficit civhiwould
counteract deflationary tendencies. On the othexdhan the upward
phase of the business cycle when national incomisireg rapidly, the
tax yield would automatically increase with theerisn tax rates.
Simultaneously, government expenditures on unennpdoy relief and

social security benefits automatically decline. S&éwo forces would
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automatically create a budget surplus and thustiofiary tendencies

would be controlled automatically.

B. Discretionary Fiscal Policy:

Discretionary fiscal policy requires deliberate ohas in the
budget by such actions as changing tax rates argment expenditures
or both. It may generally take three forms: i) Cdiag taxes with
government expenditure constant, ii) Changing gawvent expenditure
with taxes constant and iii) Variations in both ergitures and taxes

simultaneously.

The First method is, when taxes are reduced, wkeéeping
government expenditure unchanged, they increasdispesable income
of household and businesses. This increases praeding, but the
amount of increase will depend on whose taxes afet@ what extent
and on whether the tax payers regard the cut teampor permanent. If
the beneficiaries of tax cut are in the higher rnaddcome group, the
aggregate demand will increase much. It they beltmghe lower
income group, aggregate demand will not increasehmit they are
businessmen with little incentives to invest, taduction will not
induce them to invest. Lastly, if the tax payergarels tax reductions as
temporary, this policy will again be less effects@ this policy is more
effective in controlling inflation by raising taxdsecause high rate of
taxation will reduce disposable income of indivibuand businesses

there by curtailing aggregate demand.

The second method is more useful in controllingladeinary

tendencies, when the government increases its ditpesnon goods and
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services, keeping taxes constant, aggregate degwaslup by the full
amount of the increase in government spending. l@nother hand,
reducing government expenditure during inflationnst so effective
because of high business expectations in the ecpneinich are not

likely to reduce aggregate demand.

The third method is more effective and superiothi® other two
methods in controlling inflationary and deflatiopatendencies. To
control inflation, taxes may be increased and gowvent expenditure
reduced. On the other hand, taxes may be increasédgovernment

expenditure be raised to fight depression.

To conclude that automatic stabilizers reduce ititensity of
business fluctuations, that is both recession afidtion, however, the
automatic or built-in stabilizers cannot alone ecotrthe recession and

inflation significantly.

Therefore, The role of discretionary fiscal policpamely,
deliberate and explicit changes in tax rates andustof government

expenditure are required to cure recession andintigbion.
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