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"RATTONAT, EXPECTATIONS, CAUSALITY AND INTEGRATIVE'

FISCAL — MONETARY POLICY TN THE CARIBBEAN"

Economic‘methodology in .the USA weng through another systemic-
reordering*with the.failure of economic‘poiicies to reduce infla-
tion dqring the 1970's. Macroeconomic policies were far off target
'reiativa-tq-the stated goals and objectives. TIn Keeping with the.
changing nature of ;hange in économics, somé economists turned their
attenticn to;a reevaluation of the underlying principles of macro-
economics. Out of that reqonsideration/reevaluatiop a new éerngCT
tive was déveloped. The new perspectiﬁe centered on expectations .
and credibility*that decision—mékers, consﬁmefs and others could
link to tﬁe-impact 6f mac?oeconomic policies. The concept isr
called the rational expectatioﬁs approach to macroeconomics, some-
times calléd the rationai expectations model.

In recent times the—édyécétes of this fational expectations
model have been Robert Lucasrof the University of Chicago,
-Thomas Sargent and Neil Wallace of the University of Minnesota.
Their warké have.been'varied andrvarious. .A sample includes:
-fSargent,(I973;‘1976); Sargent and Waliace(1973, 1976) ;Lucas,
1975 andMIQSI). Tucas, Sargen;,.and Wallace .are the:three- -
economists bésking in the ratiomal expectétions,limelightﬁ but the

"father of rational expectations’ dis John Muth (1961) who first



épplied the concept to the theory of price moﬁements.

The 1980's have witnessed a host of other macroeconomists who
have accepted the conceﬁt of rational,exﬁecﬁations. who haﬁe blis-
tered the notion and who have modified the view to satisfy their
own objective. Those who accepted the view include economists
such as McCallum (1971; 1978; 1980), McCallum and Whitaker (1979);
Parkin (19f8) and Barro (1976). Kareken‘(l973) has an extreme
view of rational expectations and questions the lack of policy
effectiv;ness of the approach. Some of the modifications and
amplifications of tﬁé approach héve run the gamut from the types
ofrrational expectations (Dornbuséh and Fisher 1984);-re1ati§é
Wagés and wage contracts (Taylor, 1979) and Begg (1983); credibili-
ty and disinflation (Eeilner, 1976) 3 policy making and measures
{Okun, 1980); economic modelling (Swamy, Barth and Tiﬁsley, 1980);
ﬁonetary policy (Woglom;_l979); monetary policy and tax structure
(Fackler,<1982), and "a fundamental chalienge to other academic
models® (Klamer,,l934).

Even though the subjéct has been extensiﬁely discussed, there
is room for more discussion particularly in the céntéxt of
monetary and fiscal policy and specifically within the ambit of the
open economic system. [This is where_ﬁe wisﬁ'to make our coﬁtribﬂ}
tionu Primarily, we are interested in assessing rational expecta-

1

.tions as it highlights links in a causal manner between money and the



economy. .And, carrying the scénaridifurfher we want to offer an
alternative apﬁroaeh that has greater releﬁance‘fo the_Caribbean~
typ; economies. ' That approach is an integrated fiécai-monetary
approach as developed in Jones-Hendrickson (1979) .

The paper is structured as follows: in sectién one we outline
aﬁd present criticisﬁs of the rational expectations model (REM) with
eﬁphasis,on the issue of the transmissjon process by which a change
in the money supply causes a change in the level of income. Section
two expands on thls transmission process w1th1n the framework of
caugality along the lines of Grangff_fgg_ﬁgyhpld (1979) and specifi-
cally in the context of Sheehan (1983) and Shah (1983). Im ‘our dis~
cussions we cite, where approprlate, the arguments on the leading
edge of this causality‘issue in the CaribbeanAliteFature. Finally,
we gonclude with a presentation of an integrativeVfiécal;monetary
- policy model that*we-believe has more releﬁance thanrREM in Carib~
bean-type economies.

The Rational'Expgctations Model

Fundamentally, there are two branches to the rafional expectar- .
tions model. One branch may be termed the theory of expe;tations,
and the second branch may be tefmed the theory of market clearing.
From the expectations branch, it is assumed that under the REM-.

individuals utilize information efficiently, and presumably effec-

—

[

{s.i¥%%, and that tho, <o not incur any systematic errors in their /

——



expectations. In terms of the market clearing branch, it is assumed-
that markets are consistently in equilibrium. This market-clearing
process permits economic actors to eétablish wages and ﬁrices, based .
on their received information, and to maximize their pfofit and
utility functions accordingly. In essence, these two branches of
thé rational_eipéctations model suggest that consumers and firms
establish their expectatioﬁs behaﬁior pattern of-futufé ecﬁnomic
aggregates, such as. GNP, price level and-personal disposable income,
baséé on received information. This means that their expected
behavior will be affected by the future fiscal and mﬁnetary policies
of gévefnment. Since,it.is assuued‘that the actors in this expecta~
tione scenario are rational, they Will be cogﬁizant of the impact
that economic aggregates will have.on their_behaﬁior. This rational
expgctétions approach-is different from the adapﬁiﬁe expecfations
model where the expected éize of tﬁe economic aggregates is a
weighted average of past and present variables. |

In the context of our'papér we are interested in the implicatioms
of the market clearing branch of the REM.. There dre: three implica-

tions {(Dornbusch and Fisher; 1984:566-568). The first is that there .

. R . /
is no involuntary unemployment. We are not interested in this. He
are interested in the second apnd third implications. The second

-implications is that output level, call it Y, cannot be impacted J/

by changes in wzmzszzy=policy "unless the changes are not perceived



.

by individuals in the economy,ﬂ (Dornbusch and Fisher, 1984:567),

A scenario can be developed as follows: Assume consumers and

. . Unletanad, 7
businesses are informed that the money supply has changed, Ceteris
* L. -

paribus, they will know the level of priceé will be higher. Hence
[ |

- they will shift their wage and price parameters such that they will

have immediate full employment - because there is no involuntary
unemployment. If there are gaps in the information flow, lags or
spurious leads in the stock of money, consumers may shift their

price parameters in accordance with their expectationms. Two possi-

_ bilities could arise. If the stock of money is lower than was

expected, aggregate demand will be lower; and éutput will fall.
The assumptipnihere,;srﬁhat.workers will work fewer hours with the
view that their“real"wage'is below the 1e§el it really dis.

On- the other h;ndi if the,éﬁock of‘mgney ds highe§ tﬁan was
expected, there will be’'a rise in aggregate demanﬁ above what was
anticipated. - Output will increase since workers will work harder
on thé erroﬁéoué-éésuﬁpﬁion thét their real purchasing power is
above the current wage. Fundamentally, theréfore, the idea that is’
deduced from this approach te the fational expectations model is
the view that "with regard to monetary policy, only unexpected
chggg§§ i? #hﬁ;ﬁﬁ??%iéﬁ moneyfaffect the“le&el_of output.”

(Dormbusch’ and. Figher, 1984:567).



If this view is accepted that the stock of money can impact
on output only if it is unanticieated, then this suggests that
. monetary lelcy can.onlyaffect the output level by surprlses. The -
EE}ggblmpllcatlun is, therefore, "there appears to be no role for
‘monetary policys(to) Systematically affect output or unemployment.”
If there are any such systematic_golicies; eonsemers will anticipete
and adjust accordingly in a rational mammer. ‘Barro (1978) is sub-
Stantialipreponent ofrthis view,

Criticisms of Surprise'Effect and REM in General:

Mishkin (1982) and Gordon-(i982) haﬁe serious'reserrations
atdutharro'e findings. Barro himself may be:eheegingrhis ﬁiews.“
en this issue. Mishkin's ana Gordon's reeults seem to indicate
thatrunexpeeted and expected changes in the stock of money dmpact on
output. Others have exten&ed the dlseu551onrand p01nted out more
"‘ dlfflcultles with the view ot ne 1mpact from money into output =

except via surpr;ses.‘ They have also taken on the broader questlon

of the link between money and output.

Fair (1974; 1978) criticizes the rational expectations litera- .

ture and concludes that eﬁen if the REM is viewed.in a long-rum ..
static equilibrium,-real variables are not affected by systematic
stabilization policies. = Gertler (1979) also challenges the market .

¥

¢learing approach of the REM.- He contends that monetary variables

. -~ wimpact on real wvariables in the short run. He concludes, however,



.that all markets clear in the long run and hence money is nmeutral in

the steady system (Shah, 1983:462). Swamy, Barth and Tinsley (1980)

r.took-this issue further and noted that monétary policy which is
ant1c1pated may shape or bias the-expectatlons of the publ;c s view
and, 4in turq,~may affect the economy. They agreed, therefore, that
—mdney (M) has QOme iﬁpact on (YY) and it is not by surprise.
v Fackler (1982} takes a decidgdly;harsh‘viey of REM and this
‘notion of surprisés.‘ Essentially it maf be deduced from his work
that:rationai_expectations.is-nothing‘more than an old theorem in
new leﬁmas. ‘Fackler used é ratibnal expectétidns modél.of.the.
macroeconomy.to illustrate that the""détermiﬁistic part of the money- -
‘supply rule-can influénce the 1e§el éf output...” (Fackle;571982:
1065., Rational expectations.contend.that both the.ieﬁel and tofal
probabilit&'distriﬁutidn of-oﬁ£puﬁ are "ihdependent_of.the‘determi-
niséic*pérameters of mohetarﬁ policyﬁ (Fackler, 1982:101). - But,
notes Féckler (1982:1bl) dﬁring;inflationary“periods there is amn
interaétion between monetary policy and the tax structufe an& the
supﬁiy sécﬁor'such tﬁat,}in the énd; the fundamentals of the neutra-
-1lity of~money'afe qﬁité questionable. -.
-'Thereare many ;thér,criticiéms of the REM or aspect of the
" REM both in the closed economy and the open economy. Craine and

Havenner (L981) contend that the rational expectations formulation
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- is drrelevant in terms of an analysis of'fariaﬁce in output and
price, Gray {(1982) is also‘very';riticai of the whole system of
| REM. Pole (1970) raises some questioﬁs.abbut REM in its.opt%k@él
'choiée of monetary policf instruméntsiwithin the ambi£ of a simple
stochastic macroeconémic§ model.- Bﬁandari and Tracy (1983) focus-
on rétional expectationé and the solutions for. the exchangé rate .
and domestic pricé lével. Theyl;cente?ed their discussion on a
stochastic general equilibrium model of the open economy. AMussa
(1978), Bilson (1978), Barro (19?5) and Cox (1980)53150 aannceﬂ
questions about REM within the 6pen economy such as Caribbean-type
econonmies. .. |

In all of these criticisms aﬁﬂ extension of the rational=z
expectations model, particularly as they.relate to the market clear-
ing:branch.éf‘thé REM;'theré,is one-ovéfriding.theme: fi%cal policy
can have impact-on feai Qariableéfqnly if the-poliéy is random such
as the autonomousrcémponent of the demand for ﬁoney. Put aqothef
way, while the rational expectations model‘néy be-an improﬁement
over the Monetarists - Keynésian_debates about. the impo?tance of
money; the ratiomnal expecﬁationsumpdel still suggests -that they
are close to the'monetérists-in-the money-income causal relationship.
This debate has its adherents in the Caribbean, eﬁen th;ugh I will . .
he;itate to designate the personS'inﬁoléed monetafisté‘or rational

expectations advocates.



. Money-Income Causality:

'The intermational literature on mbney—income'causality is wide
as it is deep. TIn 1972 Sims suggqsted,that U.S, money had somg
causal effect on U.S. income, bu£ nofiﬁicé Qefsa; ‘This idea ga%e
support to the ﬁonetarist-ﬁiew.thatb in é manner, money is exogew
heous in the mexus between money and income. After Sims there have
beeﬁja_rash of sﬁudies:u;ing dataufrom'qther cduﬁtiies.- A small
sample includes‘Barth'and Benneg (1974) Witﬁ Canadian data;
Wllllams, Goodhart and Gowland (1976) with United Klngdom data;
Putnam and Wilford (1978) with USA and 1, K data., Sa310761979)
again with Canadian data;_Mixon,,Pratt and Wallace (1979; 1980;
l980a) on a cross country analysié; data from the United-Kingdom
and data from Canada, Atesoglu and Tlllman (1980) with Korean data
and Sheehan (1984) w1th data from Australla, Canada, Germany, Italy,~
Japan, and Unlted Kingdom,- - .

William; Goohhart and Gowiahd (1976) contend ‘that money and
income 4in the United Kingdom aré'ékégultaneously determined;
"Putnam and Wilford used:é.fixed—éxchangé-model keyed to the mone;.
tary apprﬁach to the balance of ?ayﬁents and épncluded that, in
their.model, causality goes from,ﬁoney to income in the reserﬁe
.currency country. - In nop-reser%e currency countries, money is
endogenously-détefmiﬁedr hence éausélity'ggz go from incomé_td

moneyw~ Implicitly, from Putnam and Wilford the implication is
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that "a reserve currency’s money may cause a DONreServe Currency
country's income." (Sheehan, 1984:474).

The Caribbean Setting:

In the Caribbean, Thomas (1972); Bourne_(l974} 1976; 1981);
Howard (1979; 1981) ; Joefield-Napier (1980); McClean (1981; 1982)
and Worrel {(1982) have all generated some inte?estimg argﬁments
: aﬁout the caﬁsality of momey and income. We will now focus on three
steps. .Eirst'we will cast the Putnam and Wilford (1978) aﬁalysis
in a Caribbean framework. Second we Qill illusﬁrate the Vorks of
the Caribbean "mone£arists" abéﬁe and third we will develop thé :
concept'pf causality in the Granger (1969), Simsﬁ(1972),§nd Sheehan
(1983),fraﬁew0rk taking dnto account the conclusion gf the market-
clearing approach of the':atiqnalrexpectations-model. U
| —Firstriet(us aféue-thatltheVCommonwealth‘Ca:ibbean Central -~
Baunks .are keepers of nonréserve-cﬁrrepcies. - They will undergo
chgnges-in tﬁeir.international.reserﬁe poéitions as they maintain
"wfixe§ ﬂexchénge rates, Such changés in the Central Banks‘-déciéion
matrix will impact om the monetéfy-base éﬁd‘money supply.: Follow-.. -
ing Sheehan (1?84) and Putnamn énd‘Wilford (1978)- we argue that the
changes in the money supply may then impact on the nominal income
.in a Mundell (1978) type of conventional monetary~model.
- 5:- Jbefield;Napier (1980).po£ntedfout; iﬁ great detéi}, that his

findings were supportive of Thomas’ (1972) hypothesis "that the
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sion of funds to and from the Caribbean up to the early 1970s,,.
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U.K money market acted as a financial intermedidry in the transmis-~

"

(Joefield -Napier, 1980:48), Giﬁen the monétary links.between the

Commonwealth Caribbean and the USA, we may extend Joefield-Napier's-
and Thomas' argument to the USA., In this respect we can show a

causal rélationship as follows:

up to 1970 M =—P M-—> ¥
UK . - CC | CC

Post 1970: M.U-é——-%> Mo Tog

where M and M refer to the money stock in the United Kingdom

~ and the United States of America, ;espectivelytﬁ MCC and YCC refer

to the money stock and income in the Commonwealth Caribbean.

: The'fundamenﬁal distinction between Post-Keynesians and = -

- Mometarists rests on the characterization of the momey stock.
- Monetarlsts believe that the stock is exogenaous. Postheynesians
spec1£y the stock of money as ba51cally endogeneous as Mbore {1979:.

 120~138) deftly demonstrates. Eichner (1979:15) contends that in

the Post-Keynesian schema, money matters but it matters as an endor
geneous variable which impacts on the level of current business
trends as well as on the ”secular growth of real output."

ThlS exogeneous—endoaeneous argument is at the heart of the .

iﬁ;d@é%yﬂney causality.' Bourne(1974 éB?)notesthatwlth anarrourdef1n1~“"
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tion of money, "income elasticity tends to decline" as the adjust—
ment‘process'is complgted;. Hé.fdund'thatLOQer<thg.ranée'of tﬁé
elasticities, there is "a relatively income—sensiti&é demand for
money” at the‘lower-ena of the‘rahge and an income-sensitive
reminiscent of Friédmanfs_welljknbwn_’luxhry good'" at the uppér
end of the.range. In Boﬁrne (i976:384f he concludes tha; his
'work demonstrated;that the orfhpdox ﬁbney multipiier model in its
Friedman-Schwartz constrﬁction is an efficient short-run predictiﬁé
mechanlsm. o C o

From these two artlcles McClean (1981 137—143) alliﬂg;s that
Bourne commltS'the cgrdlnal error’ in assuming that the money -
éupply'is exogeneous in a cduntry éuch'as Janiaical He argues that
in .."a small Open economy,: the monetary base is an endogeneous’
| variable.ﬂ. (McClean,‘lQBl 141), and, furthermore, ... in the
(speczflc) Barbadlan case, the hlgh degree of openness of the
economy, suggests that the nominal stock of money is an endogeneous
variable... (McClean, 1982'157)

In a bllsterlng reply; Bourne - {1981: 144h148) concludes that .
he fecognlzes and acknowledges that the . monetary base415 partlally.'
endogeneous, In this respect, he noted, McClean'may have missed.
the thruétsofdﬁourne's argument: Bourne, in-my %iew, wade Ehe
1ncome~money causallty leDt in his 1974 article when he concluded

that his model is suggestive of,r.. an important role for income’
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in the analysis of the demwand fox money in the Caribbean":fBourng,
1974:442).. 1In essencé it appears to me that even though‘Bourné
 recognized the tractabilitywa'phe'Friédman ~ Schwartz model, and
the_exoggneity postulate, his results were iﬂdicatiﬁe of endogeneity
¢f the money stdck.. Furthermoré, he saw the causality as going
‘fromef*“4’ Mr 

The other debate o;er the causaiity of money and income was -
between Howard and Worrel, Howard (19?9;-1982) contends that "...
. in the open economy the direction of cgusaﬁibntis froﬁ nominal
income to nominal monej.V Furthermore, his'@bsiﬁianrests on'thé‘
view that_in“thé open economy;thewnomiﬁal money‘stock as well as
the monetary ﬁase are endogeneous variables (Howard, 1982:80).
This was/ah agreemént with the explicit'ﬁiews‘of McClean. However,
Worrel (1982:?7—78) qamé to fhe:réséue of Friedman and his merry
band of monetarists and afgueﬁ‘that-the money stock is exogeneous,
‘unlikg wﬁat_Hoﬁard stated. Fo; him the causation is from M—> Y.

This is a lively debate in the Caribbean.. Without their
acknowledging the thrust of their debate, these "mometarists” have
introduced the notiénlof'rationél‘expectations and causaiity*ing
the money—inéoma Caribbean literaturé. With,this:in mind, let us
ﬁow turn to the theoretical underpinnings of paﬁsality after which
we will present the Caribbean diséussions in a causality sphere.

And in the final seciiuu we <introduce our integrative fiscal-mone-



- tary policy model based on the idea that rational expectations and
- the implications of causality are not as practical as our’ approach.

Theoretical Underpinnings of Causality: o -

Following Grénger and Newbold (1977:2247226) we can cast
causality in the our example along the following lines. Suppose

M (Money) 2nd Y (Income) are the only two random variables in a

universe and wé[g;;;lthat M cannot cause Y. Suppose, further,
S ¥ - .

that we question the possibility of ¥ causing M, it fdilows that,

ceteris paribus, a significant correlation between M and Y could

RS
P

be intefpféted as causal, By our assuming that M does not cause
Y we will have‘enough information to giﬁe texture £o the view of
causality.’ fo give texture to such a.éiew of causality, we will
“follow two rulést |
{a) the future cannot cgﬁéé.thg-past. 'In.other
words pure causality can only take place-;
with the past céusing the présent or the
'f#ture., |
(b) :causality is only meaningful'in the context -
of 2 group of stochastic processes. . Causa-—
v iity in deterministie Procésses is not
deteclkable. -

With thease twovrules; we may follow Granger and Newbold (1977:225):

“-- and define causality as follows: Denote the conditional distribu---;
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-

. - tion function of A given B as P(A/B)., TLet @t.stand for everything
we know at time t. Than, let us ask if the,serieszt,cause the
series Mt? If

P(Mt-hl{ gt) B P(Mt-ﬂ . Q{:: - (1.0)

vhere ﬁt is everything we know outside of Y then we can say that

Y, does not cause M.. If equation (1.0) breaks down, then we can’

say that ¥_ causes M_. We note, here, the Zellner (1979), Grangex

and Newbold (1977) and Sheehan  (1983) caveat éhat caﬁsality in this -
case is a strong word. .Following conﬁention and simplicity ve use
causality.

From*thé two rules above, the notion of 'instantaneous causa-
1ity" is not.possible; there has to be a lag bgtweenrgégsgland
effect.t But, giveg éome.dété,:iqstantanéous causality may be
highly pqssibla. For instance, if the real aelay betwegn—gausé
and efféct-ocqurs éver a day and the stoghastic~p;pégéses_;?g '
obserﬁed over a month, then instantaneous causality cppld pDCccur.,

In this case, instantaneous causality between Yt and,Mt may be
definable if (1.1) holds:

%

S PO P T M) 7 P T T

: 1 _ B 7 , _
If (1.1) noléds we can say that there is inspantaneous’causality

el ween Y

Tt

rpoand Mpgae
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In addition to pure causality between Y, and M;, there could

also be "feedback" between Mt and Yt.. In these stochastic process+

- es, howeﬁér, instantanéoué'causality in forward and backgﬁ%d'direc—;
tions are not easily detgctable,' This suggests that the definitioﬁ
of causalityfié n;t eaéily testablg; as many theorists would haﬁe_
us believe. A testable defini;ioﬁ could be deriﬁed if some strong
and, sometimes severe, conditions are imposed on the definition..
In this respect the definition of causélity maﬁ lose its tractibi-
lity and may really'fe far*removéd from £hafcausality Garden of -
Eden. Since'causality;frqm~§egression énélfses is'ﬁonditioned by

) the specific data set, the nature of the economic system and our
biases, we should use causality with qaﬁtion. We cannot be dbgma—
tic in causality: ..

In'sﬁﬁmary;.fbllowing Granger tl969), Suppes (1970) , Sims’
(1972), Haugh (1972), Pierce (19?4) Pierce and Haugh (1975) and
.Nelsqn (1986) we maj state ‘that like Sheehan (1983:474) thatr"a
time series M céuses a time -series Y :if the present'vaiue of ¥
can be better ﬁredicted usiﬁg past values of M in addition to other -
relevant_informatipn." The Caribbean discussions of causality
seem to ravolve'around-simple‘OLijechniéues. But there are
2 vari?ty of otﬁer techniques-whi@h give more powerful and robust -
iﬁsighés into £he question of causality_ In addition to the Granger

causaliiy method, there is ;he Geweke (1978) complete dynmamic simul-



&

v

. the fact that with a system of m equations we could have 2
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- taneous. equal model, In this simultaneous egquation case, Geweke

tested the Granger causality along the Llines. of the Zellner-

‘Adtken or full—information maxiwum - likelihood estimator (FIML) .

Charles Nelson (1979) also gives a useful test for Granger/Wienef
causality through a Monte Carlo technique.
The upshot of all of this issue of causality therefore is

m(m-1)

possible causal orderings. In the two dimensional case we have

, possibilities: M-% Y (Monetarist) Y- M (Post-Keynesians)

M4 ¥ (a two—way efﬁect; the approach to which we subscribe) and
there could also beAindepenégnce.r With three variables there will
be gixty-four possiﬁilities; with four ﬁariables there will be

2‘12 possible causal o;de:ings. Once. again, therefore, restrictions
haﬁe to be placed -on the models of causality. But this is what

we call the "paradox of the Prisomer of Zenda.” Given the rigid

methodology of causality, and given what has to be tested to

establish a semblance of causality, what is tested may Look like
causality, may operate like causality but may not be causality
in reality.

An Integrative Fiscal-Monetary Policy:

' The orientation of this section is normative. But it is based
TN , o R ;

" om the ﬁwojW§y causality of income impacting on money and money

impacting on dncome, that is M &3 ¥, We have designated it .
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an integfative'fiscalwmonetary policy, but it-could easily be an
integrated-monetary fiscal ﬁdlicy. Following my (1979:36; 56-59)
ﬁorﬁ, fhe intagrative fiscal monetary policy refers to a coordina-
tion of fiscal and monetary policies in the dindividual Caribbean
éountries and at the Céribbean Nation State, broadly defined.

The effective operations of fiscal policies requires that monetary
policy be an integral part of the economic policies and policy
options emanating from a comprehensive public sect)',@n/‘planning‘
Iﬁ'monetary.policy'is used as thé initdial causal-agent ar catalysf
of economic transformation, its use should be in concert with the
specific?parameters-arising out of the planning processes of fiscal
poldicy.

i Tﬁé Dbjectiye,of,ﬁiﬁgalrand monetary policy hbwaﬁer, must
give récognition to income~money causalify. With this iﬁ wind,
let us now turn to the theoretical formulation of the integrative
model of £iscal/monet4;§jpo}icy.

The Integrative Model: =

The objective of fiscal and monetary pelicy is assumed to be
economic transformation. Economic tramsformation is defined as

total changes in all of the social, political and economic systems

of =2 giﬁen.country such that the changes are beneficial to all .

R

"gEratd in the country-at the same time. Fiscal policy is that

poliey which facilitates structural transformation of an economy.
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»-. Mpnetary policy dis that poiicy geaﬁed to increasing the availabdi-
1lity of funds and/of_redqcing thé costé of economic ﬁentures
through the provision of capital. _ o

Economic transformation may be viewed as linked to'or‘the
result of two sets of policies. Monetary pdlic% is assumed to
be comprised of a series of indiﬁidual COmponents, fér example
changing of the interest rates; changing mortgage rates, and 50
on. Fiscal policy 1s also comﬁrised of a series‘of components,
such as changing a tax rate ‘or tax base, introduc@ng a new tax,
and so forth.

Technically, economic transformation is the composition of
the monetary policy and fiscal policy. Therdomain of economic
transformation.pdliaieé is all policies say X in the "domain” of
monetéry péiiéflmiMbnetary policy related Fo-the % policies are
assumed to be in the domain of fiscal policy, The "domain” of the
econowic trénéformation,”fiSCal and monetary policies ATE aS_fciLlows;_
Assqma'tﬁat we are given a process af economi.c ﬁransformation,

~and X is a policy in dts Ydomain,"” we will argue that the policy

ig a definite policy. . By a defdinite policy we mean that the policy
' X has exact limits and scope in its impact on the transformation
‘process. If we see economic transformation as a set of policies,

and we set 'a rule which assigns to each policy in the economic

e transformation some- definite policy, we call that rtule a devalop—

ment. - Thereccncmiértraﬂsformation process is called the domain

- '
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of that developmant.
" ‘When the transformation process is in operatiom, fiséal policﬁ
- ' and monetary policy are no longer indentifiable as individual
entities., They are, iﬁ earnest, transformation policiés. The
integrative nature of the two sets-of policies results in the'tranSf
formation process. This result is achieﬁed because of our assump~—

tion that the integrative nature of the fiscal and monetary policies

transforms the dndividual components of the policies over an income—

.base;procass.

This is a crirical point. It is to be recalled that Keynes
utilized the classical economics proposition which stipulated "the
real wages bears an inverse correlation to the volumé-of employment -
‘FhaﬁJit'declines, for instance, when employment degreases,
(Largentaye, 1979:7). But, -as many scholars have indicated, Keynes .

was;misﬂxai in this proposition. The Caribbean fiscal framework .

entertained this same Keynesian concept, even though there was no
_strong theoretical grounds for its acceptance.
Public policies in the Caribbean followed directives wnich,

1like ‘Keynes, failed to take into account the competitive nature of

efployers. The General Theory assumed that there was imperfect

: _— bompetitibn-among wage earmers.: But it failed to consider the

imperfect competition among employers. 7Tn essence, by assuming

that the real wage is determined by the marginal product of labour,




z
3
a

been & barrier to full employment.
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Keynes mislaid the scope of the problem, .fhe Teal wage is deter-
mined bylthe imperfect deportment of the eﬁplqyer (Largentaye;f“r
1972:8)-, This proBiem was implicit in the Keynesian ﬁdlicies of
employment in the Caribbean,

Car ibbean fiscal poliqymmakefs were oriented to full employ-
mant géaié, using Keynesian téols. But, fﬁndaméntally, they failed

to Tecognize that Keynes' General Theory prescription “contains

some internal contradiction which prevents achievement of-the full

employment goal,” (Largentaye, 1979:12). The General Theory,

1

" However,

from the monetary side, is concerned with credit money.'
"the;e may be a limit to effectiveness of monetary policy expan-
sion as a lever of employment,” (Largentaye; 1979:12), |
Givé;y; the~weakness._ of fiscal policy and'the.limitations_of
monetary policy by themselves, we offer the integrative nature-of
monetaryffiscal'policy which assumes transformation of the economy
bvef income policies as opposed to oﬁer enployment-policies.
Monetary expansion or conitrol has not been able to effectively
change interest rates in the Caribbean, and thereby dmpact on

employment. This is so because of the nature of the interest rates

which is tremendously affected by externmal rate regimes. The

limitation of monetary policy ﬁas been a barrier to full employment.. . .

\ .

-By the same token, the ineffectiveness of fiscal policy has also
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The advantaées of the integrative haturé of the fiscal-mone-
tary policy lie in the linkages and interaction that the two sets .
of policies are géared to achieve. Precisely, the integréti@e
model could be seen as a function of.a function, (composition of
a function), or as two matrices-which are multiplied té generate:
a third matrix. The danger inherent in the integrati@e fiécal—
monetary policy model is tﬁe pQSsisie t&ansference of weaknesses
from one pelicy into weaknesses of the ofher and subséquently
into the transformatibn procesg.

In the model, howevef, it .is assumed ‘that the indifidu&l:
policies are mot internally indeﬁendent. Thg integratiﬁe.nature
constriants the policies to an interdependent effect.,  All policies

—_— , . :
- are geared to economic ‘transformationm. Indepepdencé”of policies
may mean that some policies may be outside of the transformation
" process. Prior to-the transformation ﬁrocess, a policy could be
designated a monetary policy, as a fiscal policy or a ﬁonetary/
fiscal policy, depen&ent upon dits sectoral origins. These will
bé classificatory devises, éince all policies will eﬁentually'ber
transformed into economic transformation policies.

A few references are available which giﬁe some_brief discus-
sions of the interxlocking effect of fiscal ana'monefary policy,

Pal (1956), Prakash (1956) and-Scadding (1971) are some ready
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‘part of every
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references, 7Pal is concerned with. the historical and institutional~”

issues confronting developing countries in the monetary~fiscal
sphere. VPrakésh offers a useful attempt at linking thé two sets
of pbliciés; but his analysis is close to the traditiomal linka-
ges of monetﬁ:y and fiscal policy. Scad@ing congiders the 'fiscal
element in'moﬁetary ?oliqy,f _Alllof thase works are useful, but

they did not go far enough in deﬁeloping the integration of the

two sets of policies for economic transformation policies.

In the final analysis, our view of ratdional expectatiéns,
causality and the dintegrative-fiscal monetary policy could best
be assessed in the céntext of Feléstein'(lQSS) who looks at the
"fiscal framework of monetary policy." Teldstein (l§83;11),potes
that the "failure to deal expiicitly with the fiscaljframework
of monetary policy is a serious shortcoming of*mpderﬁ ﬁonetaxy
policy." This presupposes that the*monétary framework is well .
orgaﬁized. As far as we observe from the litératurea~this is not

the case. TFeldstein {(1983:11) continues that he is "... not

arguing that a full description of an ecomomy's fiscal structure

should be part of every study of monetary economies.” FHere we

part ﬂnﬁrgny. Tt is our wview that the fiscal structure shernld be

) ' - .
study of monetary economics. and vice versa.
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We are happy to observe that the Central Banks iﬁ the Caribbean
have been prgctiéing 5ome of thésé very idegs of ours, if we are -
to belie@e the information from the annual fepofts, Two examples
suffice to make our point: Acceording to Central Bank of Barbados

Annual Report (1983:4) the Bank, in anticipation of the recover§

in the world economy devised a "'strategy f0:21983 to create condi-
tions for the resumption of sustainable‘gf0wth in Bérbédos."
Furthermore, the "conditions included restoration of balance éf
payments equilibfium, reduction of public séctor defipit,'ané the
provigsion of adequate énd Jower financing for the pfoducing sec-—
tors." ihis could be inferpretad as a case of causality from
M~—» Y. Furthermore, the report noted "Government's fiscal
policy complemented the Bank's efforts to re;tr&iﬁ credit. As

- a result of expenditure restraiht;_good revenue giowth and the

surpluges of the National Tnsurance Scheme, public sector borrow-

ing from the banking system declined (Annual Report, 1983:4),
Here the direction of caunsation seems to be Y—>» M,

The second dillustration is from the Central Bank of the

Bahamas. JIn its Quarferly Review (M@rch; 1984:23-26) the Central-
Bank Governor Allen states that he carries out the first duty
of the Central Bank Act, namely "to proﬁmte.and~maintain monetary

stability and credit and balance of payments conditions conducive



-

- 25 -

to the orderiy de%elopment of the -economy.'" .For him, ”orderlf .
economic development' means a situation ﬁhere.”Money plays a.kéy"
jFle in promoting growth in bothhoutputﬂaﬁd income.,.". But Allen
is coénizént 6f thé fact that, as he notes, "... within limits,
the systemrtends to be somewhat insensitive to interest charges
unless they.gre pfonounced." This is the Bourne 1974 coﬁélusion.-
Given this-and otﬁer 4ssues, the béntral Bank Go§ernor safé_that
they use a method of "Measured restraint" in their operations for
they "have...recognized that (they) cannot stimulate econdmic

growth in a period of recession by resorting to monetary expan-

sion." Here, therefore, the Central Bank admits of both types

of causality: explicitly M—> ¥ and weakly implicit Y —> M,

We are of the view that these two Banks capture the essence
and intent of what all of the other Central Banks do oﬂer the
course of their opératiéns. There is, ﬁherefore, some degree of
the tﬁo;way causality'of'monetaryffisdal policy and fiscal~
moﬁetary~policy in the Caribbéén. Iﬁ our ffamework, this ié the
integrative fiscal-monetary policy. We camnot throw caution to
the wind, however, and assume that causality is a simple pheno-
menonfr_By the same token we cénnot accept,‘unequivocally, the
rational expectations view that the Caribbean public is a sophisti-
cated public tb-anticipate vhat macroeconomic policies will be

and adjust their economic behavior, accordingly. Rational expec-
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; tations may be a fundamental challenge to the bﬁpolar debates of.

1y monetary and fiscal policy. Money matters. Fiscal policy also

! matters. The causal links are not one of simple regressiom but

one of simultanecus interaction. Im this respect,-our view of

the integrative fiscal-monetary policy or. the causality—féedback
schema lends more credibility te economic transformation in open

economic, nonreserve currency systems like the Caribbean countries,

than does rational expectations.

Rational expectations-tries to be a_reﬁoluﬁionary approach

to the élimination of inflation. .It seéks to come to grips with

income — momey causality. But given the Caribbean where the level

Aginrn
g

of economic sophistication and the E. G.— Economic Quotient = are

2L e s

: 7 not as high among the masses, consumers and businesses as many
people. would like,the monetary and fiéééi"bblicy¥makers ought to

contimie to play =z key role in the economic development of the

L LA

: ‘ region. However, ;hey'cannot continue to play a game of indiwvi-

duality. They mst work in unity for the total economic trans—

formation of the region. There is some truth to the maxim: that .

unity is stréngth.
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