| BASUDEV GODABARI DEGREE COLLEGE,
KESAIBAHAL

BLENDED LEARNING STUDY
MATERIALS

UNIT-II
DEPARTMENT :-ECONOMICS

SUBJECT :-Macro Economics-11

SEMESTER :-4th Semester.



CONTENT
Topic Page No

Balance of Payments Concept ©) - 02

Meaning of Equilibrium and Disequilibrium in BOP 08 -

Determination of Foregin Exachange rate 03-13
(Y- 20

Fixed vrs Flexiable Exachange rate
Short Run Open economy model (Mundel-Fleming Model ) ab -
Macro economics policies-Fiscal policies &-39

(Crowding In & Crowding Out )
Yo-¢1

Monetary policy and instruments;

The Transmission Mechanism ; £a-55

Effectiveness of macroeconomic policies in open and closed economies. sY- o

S —




_BaLance or PaymenTs

© 'OO’W/WJ)OOO(‘/W/W//J‘/MW/W/M

an unduly high cost as compared

untry exports to other countries the commodities which those

countries prefer to buy from abroad rather than produce at home,

“The balance of payments is 4 Systematic record of economic transactions of the residents of a
country with the rest of the world during a given period of time.” The record s so prepared as to provide

During a given period of time, the e
balance of Payments of trade is said to

and import are not necessarily the same persons, If the value of exports exceeds
the country is said to exp

X erience an export surplus or a favourable balance of
Imports exceeds the value of its exports, the country is said to have a deficit
of trade,

xports and imports may be exactly equal, in which case, the

be balanced. But this is not necessary, for those who export

the value of imports,
trade. If the value of its
or an adverse balance

The termg “favourable” and “unfavourable” are derived from the mercantilist writers of the
{8t eentury. In those days, settlements of the foreign transactions were made in gold. If India had
equrted ¥ 100 crores worth of goods but had imported X 80 crores worth of goods, India would
feceive 3 90 Crores worth of gold from the foreign countries. As gold was regarded as wealth and

'€ Ieceipts of gold made a country wealthy, the mercantilist writer§ regarded exports surplus as
“Ing favourabe to the country, |
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{ will be seen from Tables 34, ; BCCouNt defici; ighiorif stablecapital
copital account (net)] exceedeq 4,

e

2 that fy
' our cury ™ 2005-06 to 2011-12 capital surpl
' the result that °nt accoy ' AP TP
Lgii-12 Wit here was adition 4y o SISt except for the years 2008-09 and
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| ore by volatile capital flows by FIls which js g p
' olatile capital flows affect our foreign exchange
| and thus create macroeconomic 'mstability.

|

rate stability, stock market prices, price stability,
i

EQUILIBRIUM AND DISEQUILIBRIUM IN THE BALANCE OF
PAYMENTS

Before we analyse the causes of disequilibrium in the balance of payments, we would like to
explain what is meant by equilibrium in the balance of payments. We have noted above that when
we add up all the demand for foreign currency and all the sources from which it comes, these two

amounts are necessarily equal and thus the overall account of the balance of payments necessarily
balance or must always be in equilibrium.

What then do we mean by when we say that the balance of payments of a country is ‘in
¢quilibrium or disequilibrium’. As a matter of fact, when we speak of equilibrium or disequilibrium
inthe balance of payments we refer to the balance on those parts of the account which do not include

the accommodating items such as borrowing from the IMF, use of SDRs, drawings from the reserves
of foreign currencies held by the Central Bank, etc. When excluding these accommodating items

lhere is neither deficit nor surplus in the overall balance of payments, it is said to be in equilibrium.
When in this sense, there is either deficit or surplus, the balance of payments is said to be in
| sequilibrium. The deficit in balance of payments can be financed by drawings from the IMF, use of
DR, drawings from the reserves of foreign currencies and loan and aid received from abroac‘L For
- %ample in 2001-02. we added to our foreign exchange reserves to the tune of 11,757 million
US doly , : | years India’s balance of payment on current account was
ey o o ever for previous scveral y ther countries or even resorted
57'::) deficit. To finance the deficits India borrowed from IMF or from other

tom

mercial borrowing from abroad. But India’s balance of payments for the year 2001-02 was
faVourab‘e‘

“ic Balance of Payments, Autonomous Items and Accommodating Items

f payments equilibrium has been
Howey : nd popular concept of balance of A
W bagie ba leal‘, a more mpona?;?ba:i’c% alance is based upon the idea of :z;rongtmou; ﬁ:;nlfc‘:n ::1:‘
balgg nce. The concep i the balance of payments are those items W
- ¢ of payments. The autonomous items h

-
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yomlcs - Theory and Policy m

ach to the determination of exchap

{ foreign exchange is that it cxplmuslﬁ‘ Cory,

d supply analysis. Further, h"Pon‘c deler,m by ).

orts and impons of goods but also other itcm: e ,n Uy

Jong-term capital movements also play o sléll'." the n';"kt,

of forcign exchange and the cquilibrium rqy ey panh"

rect explanation of the delermination of foc Pf °"ch;| X

function of several variables and not just p“:m n %h:p

Iso highlights an important fact that Z::asi gm:"f
Sequif,

Macroeco!

supply appro
\ents theory ©
ral demand an

-4

The chief merit of demand-

sometimes called palance of paym
of foreign exchange raft through gen
out by the theory is that not on!y cxp
of payments such as invisible 1EMS:
determining demand for and supply
Thus. this theory puts forward more ot
xchange asa

rate by visualising foreign ¢ ! This theory a
" ' L . Vel 1S
representing the general prce e can be co
ts. if left to the market forces, rrected through gepr,.. iy
CCla“q“
0

in the balance of paymen
jation in exchange rate.

FACTO

Ha\ving now explained how the exchan
1s determined. we ¢an now explain the factors
tors mentione

currencies. Changes inall those fac
of currencies can influence the exchange rate which

apprec

25 AFFECTING EXCHANGE RATE

ge rate between different currencies of varig,
that are likely to affect the exchange l’ats Oungs,
d above which determine the demand for € bety,
will adjust according to the change:nthai“ﬁrly
Ve

occurred.
Purchasing Power Parity: The Relative Price Levels
If there are no restrictions imposed on trade by the countries the exchange rate betw,

allowed to adjust freely and with the further assumption that costs oft::n %
ountries is nil, then the exchange rate between the two currericies wi]] !
the two countries. This is because with the above-men:-eﬂetx
, dBPLTV set is lower in Britain than in India, then itwiﬁ)md
mraders to buy the BPL, TV sets in Britain and sell them in India. This will reduce the supply ofl;ly

set in Britain pushing up its price there and increase the supply of TV sets in India and thus causig
decline in its price in India. This process would continue till the price differential of the same quﬂ? l
of TV sets is eliminated and the same price of TV set prevails in the two countries. Thus, if law;yr
same price holds and each country consumes the same market basket of goods, the excl;ange rate
between the two currencies would be determined by the relative price levels in the two countries
f or example, if prices in Britain and India are such that a pair of same quality of shoes costs 5 pow
in England and 350 rupees in India, then the exchange rate between rupees and pound would be
?:u;d ior 70 rupees. If the exchang? rate between the two is different from this, it will be possible
onrth :p rﬁl:f:::;:nmmmfarl\fopégﬁts in sending pairs of shoes from a country to the other dcp;pdilfg
untries. We therefore conclude that price levels of commodities

the different countries influence the exchange rate between their currencies.

the tgf:g h?:cvg be notgd that. itis only in the long run and with no restrictions on
untries that relative price level in the two countries will be reflected in the exchanges

national currencies is
of goods berween the
the differences in the price levels in
assumptions if the price of the same goo

the trade betweet
rale.

Rate of Inflation and Exchange Rate
ange rate benV™

Havi . )
e CZ:’rI:IfCiS::»‘\;n the effect of re!atlvc price levels in the countires on the exch
the exchange rate gfci{tisncnow explain how 4 relatively higher rate of inflation in a country can affed
in the USA, how will it :frf?ncy' Suppose in India a relatively higher rate of inflation prevails thot
5 affcct the exchange rate between the rupee and dollar?
mpllﬂ’d

A relatively highi o .
to those in the IstAgl;;rnrz:zk‘;f lljﬂsﬂatmn causing rise in prices of the goods in India 88 cOmP
will serve as incentive for the Indi - ds e latively cheapter and the Indian goods expensive s
USA. This will raise the de ndian individuals and firms to increase their imports of goo% fod
mand for US dollars shifting the demand curve for dollars in the forelf”
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hange rates being Nexible does not necesspyy Mipe
: ;

there will be large fluctuations in them Fven under flexible cxchnpgc rofe system there pegy "“can
large fluctuations in exchange mtes. According to them, chnnm in ?xchunuc rntes wil) oceyy thy |

when economic conditions underlving demand for and supply of foreign currencies changg Fllr;m‘y
according to them, random fluctuations around the normal c.“'!"\"llc ""'C.-“". would be 9'“00'hcncdhcr' |

through operations by private speculators, Thus. according to Soderston “if the currency APprec; oy
above its equilibrium value, if'its prce fell 1n tenms of foreign currency. speculators woy g by iy
currency: and it it depreviated, speculators would sell the cum:ncy.j hcrcby' |.|\cy would smooﬁy, the
fluctuations and help to keep the exchange rate stable. 1fthe underlying conditions changeq, hOWc:‘“
Cr

the price of foreign exchange would also change.™
It ensures individual freedom. The systemof floating exchange ratc is advocated on (he b
philosophy that Government should mtervene inthe

overvalued currency found under the fixed ex¢
rate system. Further. it is contended that exe

cconomy as littlc as possible and the ip div?;ls of
should be lefi free o pursuc ther economic interests. As has been noted above, the altema(ivuals
floating exchange rate system s the fixed exchange rates which require controls and restﬁctic to

work under effective democratic °°ntr2|s

which are implemented by experts who gencrally do not
Generally. they fix the exchange rate out of consideration for other than economic objectiyeg ;
s {0

example. for the purpose of retaining a certain market structure or influencing income dis“fibution

It frees government from problems of balance of payments. A great merit of flexible exchap
rate is that it frees the Government from problems of balance of payments. As has been seeq abwg:
the fixed exchange rate svstem leads either to deficit or surplus in balance of payments. Unde; lhu,
system the Governments remain preoccupied with the questions of devaluation or revaluatiop of
their currencies. Since floating exchange rates work automatically to restore balance of Paymenys
rium. the Governments need not pay any attention to the balance of payments. Instead, tp,

can concentrate on solving their domestic problems of economic stability, inflation

s should therefore give an increased freedom both to
”5

equilib
Governments
and unemplovment. “Flexible exchange rate
individuals and countries to pursue whatever aims they have for their economic policies.

Demerits of Flexible Exchange Rate System
Flexible exchange rate system is also not without shortcomings. It has been opposed on some

important grounds. We briefly explain below some important arguments given against flexible

exchange rates.
1. Flexible Exchange Rates Create a Situation of Instability and Uncertainty. An important

argument against flexible exchange rates is that too frequent fluctuations in exchange rate under it
create uncertainty about the exact amount of receipts and payments in foreign exchange transactions.
This instability hampers foreign trade and capital movements between the countries. However,
Friedman does not accept this charge against flexible exchange rates. He argues that flexible exchange
rate is not necessarily an unstable exchange rate. According to him, it is the underlying economic
conditions determining foreign trade that often change causing changes in the foreign exchange rate

and for this the flexible exchange rates should not be blamed.

2. Dampening Effect on Foreign Trade. Under the flexible exchange rates, the price of foreign
exchange or international value of the national currency is quite uncertain. As a result, they are unable
to take proper decisions regarding exports and imports of goods. Obviously, this has a dampening
effect on the volume and growth of foreign trade. However, Friedman does not agree with this and
points out that traders can always protect themselves against risks arising out of the changes in the
;xf‘haﬂge rate by hedging in the future market. However, Soderston has challenged this VieW of

riedman and points out that no markets exist today that can protect traders against risks arising Ot
of flexible exchange rates.®

5. B. Soderston. on ~if



. “uvertibility of their currencies in View 0

| o r . R T, rateasdetefmine

| :f oclining demand is theoretically possi

F Oreign gy
chan
owever be noted t 9@ Rate o\

It e!;};’ll; it does not appe:ratthf::,ﬂ ‘h_e €Mpirical eyiq . q
e fl trade. In fact, the growy, exible Cxchange ence since 1971 when exchange rates bavs

reig” read Specul of world trage sinc;a:;s have a dampening effect on the g7 owth
 widesp i el:l ulation wigp , Destabj; 71 has been fairly good.
o s e PO 21 the Bround th sIng Effect. The system of flexible exchange
P gnge rates ot currencies which hag g |, nder it there i widespread speculation regarding
” d, con_ten;lls tha:lspeculan'on has a vtaglfﬂ(ilffmnbm’ing effect on these rates. Friedman, on the
e culation has a destabilisin b g influence on exc hether

5 \ B o stabili«; ' on exchange rates. However, W

"rl?oh pas so far remained unresolved. Hlising efect iy o highly controversial issue in economics

e

. S rai . ) )
" 1 inflation. However, in defenos raise the prices of industrial products and thus generate

wsf’pu for i .
" demands for imports declines d iati )
Jhen Ue to appreciation of national currency, the foreign suppliers

' educe their pri
Compe]led to reduce their prices to proteq markets. Though this reduction in prices in the face
up. there are . ble, it may not happen in actual practice.
To sum up, merits and demerits of flexible exchange rate system. Whether a flexible

‘ stem sui ;
xchange Tate Y 1ts an economy depends on circumstances. It depends on characteristics of the

.conomy which adopts flexible t’fxchange rate system. Further, it may be noted that since 1971 when
pretton Woods System representing the fixed exchange rate system was abandoned, it is not perfectly
fee flexible exchange rate S:ystem that has been adopted. Instead, it is what is called Managed Float
ystem that has been prevailing. Under the managed float system, the exchange rates are flexible,
tat is, they ch@gt: as a result of changes in demand and supply of currencies, but the Government
or Central Bank intervenes through demand and supply to keep the variations in exchange rate within
certzin limits so as to ensure stability and certainty of the foreign exchange rate.

CURRENCY CONVERTIBILITY

For the rapid growth of world trade and capital flows between countries convertibility of
a currency is desirable. Without free and unrestricted convertibility of currencies into foreign
exchange trade and capital flows between countries cannot take place smoothly. Therefore, to achieve
higher rate of economic growth and thereby to improve living standards through greater trade and
capital flows, the need for convertibility of currencies of different nations has been greatly felt. Under
Bretton Woods System fixed exchange rate system was adopted by various countries. In order to
maintain the exchange rate of their currencies in terms.of dollar or gold various countries imposed
several controls over the use of foreign exchange. This required some restrictions on the use of foreign
exchange and its allocation among different uses, the currency of a nation was converted into foreign
exchange on the basis of officially fixed exchange rate.
When Bretton Woods System collapsed in 1971, the various cpuntries switched over to
the floating foreign exchange rate gystem. Under the floating or flexible exghange rate system,
“ichange rates between different national currencies are allowed to be determined through market

demang However, various countries still imposed restrictions on the free
or and supply of them. £ their difficult balance of payments situation.

Memng of Currency Convertibillty rtibility. B rtibility of a curren
; : t by currency convertibility. By conve cy
Letus first explain what 1S exactly meant DY od into foreign exchange at market determined

e onvert ‘
‘?‘ejln currency ‘of a country can be freely ¢ by demand for and supply of a curency. For
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6] ;nd employment are far below their ful| potential Ievel.v;
"_lsad productive capacity, that is, available machines
el As3 result, unemployment of labour increases al

During recession. therz 15 2 oz of wdle
and factories are not workmg 0 hexr
ong with the existence of excess capntai

] ‘which means inflation /1 ¢ nsmg prices;
A the econOMY. Thus, in a free market economy there is a lot of economic mstabifity. The

i economists believed that an automatic mechanism works to restore stability i the econoary-
sz would cure itself and inflation will be automatically controlled. However, the empuicai
o2 Gurng the 1930s when severe depression took place in the Western capitalist economnes 2o
< 3¢ evidence of post Second World II period amply shows that no such amomatic mechamsm
= 0 bring about stability in the economy. That is why Keynes argued for imervention by the
~=mment to cure depression and inflation by adopting appropriate tools of macroeconomic pobcy.
« w0 important tools of macroeconomic policy are fiscal policy and monetary policy. According
izves. monetary policy was ineffective to lift the economy out of depression. He emphasized te
=0’ fiscal policy as an effective tool of stabilising the economy. However, in view of the moder
xomsts both fiscal and monetary policies play a useful role m stabilising the econormy. In e
= chapter we shall dwell upon the role of fiscal policy for stabilising the economy and will
€< the role of monetary policy in bringing about stabilisation in the next chapter
“k of Macroeconomic Policy

;  the other hand. at times the economy is * overheared

“ising the economy at a higher level of employment and national output IS BoX the cah goal
economic policy. Ensuring price stability is its another goal. Both inflanos, ‘: Lﬁi
) and deflation (that is, falling prices) have bad econOMIC CONSEQUEBCES. his thm s
" “hleve price stability. Similarly, every nation wants (0 raise th level of \wm@:r, of \bfmp:t —
*tained through bringing about cconomic growth which in tum depeads 88 SR8 E
Wi ang investment and accumulating capital. Macro-economic policies ¢ m P::h Thus. three
"Sing the rate of saving and investment and mercfore ensure r?pl(::zonomk gr‘\:m iou;\“s :

o 8oals or objectives of macroeconomic policy (both fscal and monetEy

(.
" Economiic stability at a high level of output and employraen
23' Price stability.
 Eeonom; o a1 policy i
Iy Omic growth. urselves 1o the discussion of.the mle of fiscal pohcy‘d
Y, ~ Present chapter we shall confine 0 e andin controling e
"8 cconomic stability at full etnployﬂ“mfd .
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nomics : Theory an ,
my} Macroeco

get deficit or increase in Government €Xpeng; ty
Te
.

. interest t
ut will cause the rate of O8O up. Ty Fige
iy h

nt. As we know from the theory Ofi"chm(, _
Thus, increase in Government expendiy,, " h

Whatever the mechanism the bud
€Xpansion in national income nnd'oul]’t )
of interest will discourage private investm

rate of interest, privatc investment dc;:lln,c:;;"em This fall in private investmeng as B
3 s nve! . .
of budget deficit crowds out private

ansionary effect of incr,., .
in rate of interest will offsct or cancel out n.pnrl of m[cT ::tpdcpcn dsrr)n tha claqtfi"?'rc“: ',
expenditurc. The magnitude of this crowding "::t cdccrcﬂsc i private invc;t r:”y' f 1,

. \ H .) N cn )

i st de s more clastic, the Congg, "4
demand. If investment demand is ial and will greatly offset the expang. i,
rise in rafe of interest will be quite substantia . iment demang 7™ toriar, oy
increasc in Government expenditure. On the contrary, if investm andisrelatyy, 1,

. ‘ H M ’ lr|r],’ o
rise in rate of interest will lead to only a small decline in private investment anq y, eref, b

out effect will be relatively small. A
It. therefore, follows that the magnitude of crowding_out we?kens the effcctwo,n,;_‘ ,
policy. The crowding out effect of expansionary fiscal pol!cy .and 'lts effect on Nation, ,“,;,'_ R
employment is graphically shown in Fig. 28.4 and 28.5. To beglfl with the economy i ) '
‘at ¥, level of income where aggregate demand curve C+1, + G, inter s?cts the 45° [ipe and de,
Y, level of income. Let us assume that this is much below the potential or full-employm U
output. Suppose in order to raise the level of national income and oytput, the Govemnmey, 771;:“‘_
expenditure from G, to G, so that the aggregate demand curve shifts upward to e p,, "y
C+1 + G, which intersects the 45° line at point E,. With increase in Government €Xpendityr. ‘ r,

" .
T -
Y

'

I, ™

income will rise by AG x multiplier, that is, by AGX( ) . In the absence of Crowding oy .2,

I-MPC

national income will rise to ¥,. This change in national income, AY or by Y7, is equal to the Loz

5 1
in Government expenditure (G) times the value of multiplier 1-MPC However, as explained v

the increase in Government expenditure or the creation of budget deficit causes the rate of ws
to rise, say from 7, to 7, (See Figure 28.5). It will be seen from Fig. 28.5 that with the rise in in=s
from r, to r, private investment decreases from I to I,. Now, with the decline in private lvems
expenditure, aggregate expenditure curve in Fig. 28 4 shifts below to the new lower positioa (~:
+ G, (dotted) and as a result new equilibrium is reached at Y, level of income. Thus, net rest!
increase in Government expenditure (AG) and crowding out of private investment equal o] .
is the expansion in national income equal to only Y Y, which is relatively very small as COMQ
the rise in income by Y)Y in the absence of crowding out effect. Thus, the crowding out e
weakened the expansionary effect of fiscal policy.

. , Y
quevcr, In view of this author crowding out effect has been blown out of all propomom
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EFFECTIVENESS OF MACROECONOMIC

POLICIES IN THE CONTEXT
OF CLOSED AND OPEN ECONOMY

Abstract

Monetary policy and fiscal policy are the two important macroeconomic policies

which are used to achieve certain major macroeconomic goals like economic growth,

unemployment reduction, counteract inflation and overall economic development of the

nation. The effect of macroeconomic variables may differ in terms of degree, duration,

different economic systems and under different exchange rate regimes. This study analyses

the effectiveness of monetary policy and fiscal policy on the economy in terms of economic

integration and different exchange rate regimes. Regression analysis in this study found that

the fiscal policy is more effective in a closed economy and monetary policy is more effective

in an open economy. Also the study finds that the fiscal policy is more effective under

managed float exchange rate regime and monetary policy is more effective under perfectly {

flexible exchange rate. So this study also validated Mundell- Fleming model.

Introduction

Monetary and fiscal policies have long been the important instruments for

policy makers to achieve their macroeconomic goals like economic growth with

price stability and exchange rate stability and economic development. Monetary

policy is the policy used by the central bank to control the liquidity in the market which

involves controlling inflation, exchange rate oscillations through various

monetary instruments like CRR, SLR various interest rates and open market

operations. Likewise finance ministry uses fiscal policy to achieve its objectives

like economic growth and development through various fiscal tools like public

revenue, public expenditure and public borrowings.

According to traditional macroeconomic theories, fiscal policy is more effective

in the case of fixed exchange rate system and monetary policy is more

effective under flexible exchange rate system. Economists usually compare the

effect of both these policies on different economies under different exchange

any
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rate regimes and different economic systems. The reason behind is both the policies

are equally important to achieve major and common macroeconomic goals
like economic growth (growth rate of GDP) and economic development directly

or indirectly through GDP. In case of economic growth and development, fiscal

policy can be applied directly and results can be obtained immediately, but monetary

can be applied directly for economic growth through decreasing rates and

itis difficult to apply monetary policy directly to achieve development goals. It

is possible only through decreasing interest rate and its impact on investment,

employment and income. Also it will take some time to achieve the development

goals. That’s why it is always necessary and important to test the effectiveness

of fiscal and monetary policy in the economy. In order to analyses the effectiveness

of macroeconomic policies on the economy; this study uses Money Supply

(M1), Interest rate (R), Government expenditure (G), Taxation (T) and Exchange
rates (E) for analysis.

In the last few centuries countries across the world have been increasingly

engaging with one another in terms of trade. The advent of mass production

techniques and discovery of new technology and hence greater demand have

opened up several fronts in global trade. Countries which earlier were self-

-sufficient became reliant on others. Much of the work in economics had an

underlying assumption that the nation was a closed economy.

Several new models were proposed by various eminent economists like

Mundell-Fleming, Trevor Swan and other models widely followed in international

macroeconomics. Globalization has only accelerated the process of higher

trade between nations. The western world was the first to embrace the concept of

open economy. Many Asian countries like South Korea and Singapore adopted

the open economy in early 1960s. Asians giants India and China have been relatively

late in adopting the open economy model. India freed the control of government

over key sectors in the 1990s reforms that had restricted the interaction

of India with foreign nations.

The impacts of these decisions seem to have profound effect on several key

economic parameters and hence their analysis assumes considerable significance.

The present paper is structured as follows: Introduction and significance of

the study are given in Section 1. Section 2 presents review of literature which referred




past studies rigorously. Section 3 provides data sources and methodology which includes

research questions, objectives of the study, tools that are applies for analysis and limitations

of the study. Section 4 examines the effectiveness of macroeconomic. Policies in the context

of open and closed economies. Thought-provoking findings are also discussed in the same

section. Conclusions, policy suggestions and scope for future research is given in the fifth

and final section.

Conclusions

From the regression analysis and case studies, it can be derived that different

solutions are recommended by different economists for different exchange

rate regimes and there is no common solution to major economic problems. It is

generally seen that fiscal policies are more effective in the closed economy and

monetary policy is more effective in the open economy. It was seen that the fiscal

policy was very effective in gaining internal and external equilibrium also in

the managed float exchange rate system in a developed country whereas a monetary

policy was effective in a developing country which follows a managed float

exchange rate regime. In free floating exchange rate regimes, it was found that in

developed countries monetary policy had superior effectiveness then fiscal policy,

in developing countries also the monetary policy has superior effectiveness

which was accompanied by effectiveness of interest rates. In fixed exchange rate

regimes, monetary policies were found to be more effective to bring back the

external and internal balance. Thus, monetary policy is more or less prominent

in the steps being taken by various governmental institutions to maintain balance.

Thus, monetary policy is playing an increasingly significant role in today’s

growing open economies and markets and fiscal policy is playing a significant

role in stabilizing the open economies. Scope for further research relating to the

same area is abundant. This study assessed the effectiveness of monetary and

fiscal policy on money supply, interest rate, government spending, taxation and

exchange rate. It is suggested that this study can be extended to other variables

like fiscal deficit, current account deficit and also on socio economic variables

like poverty, unemployment and infrastructure development. Also the study can

be extended to multi-country analysis or comparative study of two countries.
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