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Resurgence and limitations of Keynesianism

Instead of focusing on stimulus, EMEs should address supply shocks and structural reforms

& ALOK SHEEL

he dominance of Keyne-

sian economics in the

post Second World War

period is largely credit-

ed to the widely-held be-
lief that it was expansionary fiscal
policy that was effective in counter-
ing the Great Depression of the
1930s. The case for Keynesian stim-
ulus is straightforward, following
directly from the National Income
identity (Y=C+1I+ G+ Net Exports)
and the investment-income multi-
plier. An expansion of government
consumption and investment mere-
ly substitutes for the contraction in
private demand to restore the econ-
omy to trend growth and full em-
ployment through the multiplier
process. Whendomesticdemand de-
structioniscombined with external
demand shock, and monetary poli-
cy is also ineffective, theoretically
there is no alternative to fiscal ex-
pansion to restore growth over the
short-term.Itisrelevanttonotethat
Keynes made no distinction be-
tween government consumption
and government investment as far
as impactis concerned.

Fiscal policy, however, soon be-
came a political minefield, easy to
navigate while in expansionary
mode, but difficult to exit following
therecovery. Fortified by the Philips
curve that postulated a trade-off be-
tween inflation and growth, and dif-
ficulties in estimating potential
growth, governments kept pushing
the fiscal envelope to increase
growth even when fiscal stimulus
was not necessary, and even when it
was contra-indicated. Fiscal policy
therefore had an inherent inflation-
ary biasthat tended to crowd out pri-
vatedemand. This ultimately culmi-
nated in the °‘stagflation’ of the
seventies, withthe widelyacclaimed
Phillips curve breaking down.

Milton Friedman sounded what
appearedatthattimetobethedeath
knell of Keynesian economics by
placing monetary policy at the
heart of macro-economic stabilisa-
tion. He identified inflation as basi-
cally a monetary phenomenon.
While strict monetarism was never
followed, Paul Volcker’sdogged and
aggressive monetary tightening fi-
nally tamed hyper-inflation. Infla-
tion rates have been well anchored
ever since in advanced economies.
Over time, monetary policy tools
were streamlined and became more
rule-bound, with several central
banks following variants of the
‘Taylor Rule’.

The dominance of monetary poli-
cy was assisted, on the one hand, by
the decline in the role of the public
sector in the economy, and the deep-
ening and sophistication of finan-
cial markets through which mone-
tary policy 1is transmitted. It
thereforeemergedasapowerful,and
arguably more easily manageable,
alternative tool to stabilise the econ-
omy. Discretionary fiscal policy fell
intodisrepute,althoughfiscal policy
continued to play arole through ‘au-
tomatic stabilisers’, such as unem-
ployment benefits, that kicked in as
economic activity fell below trend,
and were automatically phased out
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as growth recovered, keeping the
structural balance stable.

Given the sharp contraction in
economicactivity inthe wakeof the
global financial crisis of 2007-08,
both monetary and discretionary
fiscal policy were used in what was
an unprecedented aggressive and
globally coordinated policy re-
sponse under the aegis of the G20.
Asthecrisisdeepened andlingered,
and conventional monetary policy
rapidly reached its lower zero-
bound limits, unconventional mon-
etary policies, such as quantitative
easing (outright purchase of long-
term governmentbonds and private
assets) quickly followed.

The effectiveness of unconven-
tional monetary policies during the
Great Recession is controversial.
There is a broad consensus that the
liquidity pumped in by central
banks was effective in countering
the deflationary spiral that charac-
terised the Great Depression in the
US. Beyond this, opinion is divided
as the current recovery from reces-
sion is the worst on record in the
post-war period. Monetary policy
seems stuck in aliquidity trap, with
the liquidity pumped in by central
banks being washed back through a
sharp and unprecedented increase
in bank reserves parked with cen-
tral banks. Theexcessliquidity isal-
S0 creating asset bubbles and
spilling overseas, with both asset
prices and emerging market ex-
change rates responding to signals
from US monetary policy rather
than to economic fundamentals.

The currentrevival of Keynesian-
ism is underpinned by the realisa-
tion that while both monetary and
fiscal policy have a role to play in
macro-economic stabilisation, dis-
cretionaryfiscal stimulusremainsa
powerful macro-economic policy
tool in certain circumstances. We
needtounderstand whatpolicyisop-
timal in different circumstances.

While each growth crisis has its
own defining features, and are often
hybrid in nature, for the purpose of
analytical clarity one could perhaps
classify growth crises into three dif-
ferent types asfollows:

If thedeclinein growth isbecause
of demand (domestic or external, or
both) slackening over the business
cycle—usually associated with
spare capacity and inflation falling
below target—this could betermeda
Type A growth crisis.

If thedeclinein growth isbecause
of a supply shock (such as oil price
increase, monsoon failure or ‘sud-

The current revival of Keynesianism is underpinned by
the realisation that while both monetary and fiscal
policy have a role to play in macro-economic
stabilisation, discretionary fiscal stimulus remains a
powerful macro-economic policy tool in certain
circumstances

denstops’)—usually associated with
rising inflation and falling real
growth—thiscould betermedaType
B growth crisis.

If the decline in growth is be-
cause of a collapse in both demand
and supply caused by financial
crises and associated deleveraging
and deflationary tendencies—this
could betermedaType C growth cri-
sis. This is the kind of protracted
crisis that advanced economies are
currently experiencing.

In Type A crises, conventional
easy monetary policy along with a
small dose of ‘automatic’ fiscal stim-
ulus over a relatively short period
should ordinarily be adequate to re-
vive growth,asthedeclinein private
demandiscyclical. Theattendant in-
crease in public debt on account of
the decline in revenue (because of
lower growth) and stimulus would
be relatively modest, and the econo-
my should be in a position to grow
out of this subsequently.

In TypeBcrises, Keynesianfiscal
stimulus will only aggravate the cri-
sis—as in the stagflationary seven-
ties—as trend growth may shift
downward permanently if the sup-
ply shock is permanent. Since there
is no decline in private demand,
macro-economic stimulus is not
warranted. Indeed, monetary tight-
ening may be warranted to keep a
lid oninflation, although thiswould
do little to address the underlying
supply shock which lies at the root
of the crisis. If the supply shock
cannot be neutralised through ad-
ministrativeactions,acombination
of adjustingtothedeclineingrowth
over the short-term and structural
reforms over the medium term to
raise growth potential (including
addressing specific supply shocks)
is the optimal strategy. Such a strat-

egy is however politically challeng-
ing, as there would be pressure for
fiscal and monetary expansion to
counteract the decline in growth.

InType Ccrises,theneed forstim-
ulusismanifestonaccountof thede-
cline in private demand. Since mon-
etary policy transmission channels
are likely to be impaired by delever-
aging, and constrained by zero-
bound interest rates, the burden of
stimulusfallsdisproportionately on
fiscal policy. Fiscal multipliers in
such circumstances are therefore
potentially higher than usual, and
even more so if the collapse in de-
mand is global. Fiscal multipliers
however can still be hobbled by Ri-
cardian equivalence and deleverag-
ing. Tax cuts and direct transfers
could be used to pay down debt, or
saved in anticipation of future tax
increases, rather than consumed.
The optimum fiscal strategy in such
circumstances would be to, first, ac-
celerate the deleveraging, and sec-
ond, design a fiscal mix that relies
minimally on broken transmission
channels. This could involve direct
government expenditure in areas
such as investment in infrastruc-
ture which has both demand and
supply side features, and can crowd
In private investment.

There are three caveats to the
stylised argument above. The first
caveat is that if the underlying cri-
sis is national or regional, the re-
covery could be accelerated by ex-
ternal demand, and therefore
extended stimulus may not be nec-
essary. Thisiswhathappenedinthe
aftermath of the East Asian crisis.
However, if the financial crisis is
global, such asthe present one, a pe-
riod of extended fiscal stimulus
may benecessary till such time pri-
vate demand returns, leading to a

Keynes never elaborated how the additional
government expenditure is to be financed. Financing
deficits through money creation and through
borrowing from the public have clearly different
effects. Excessive money creation can stoke inflation
while pure borrowing can push up interest rates
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dramatic rise in public debt over a
relatively short period.

The second caveat isthatif trend
growth is permanently impaired
there is danger of ‘over-stimula-
tion’. Hence inflation—both con-
sumer and asset prices—rather
than the growth rate, should be the
signal for policy makers to exit
stimulative policies. Many ob-
serversarenow of the view that the
US Federal Reserve should have
tightened policy much earlier, in
2003 and 2004, when asset prices
were exploding, even though core
consumer price inflation remained
withinitstargetof 2%. Likewise, in
his testimony before the US Con-
gress on May 22, 2013, while giving
thefirst indications of ‘tapering’ to
markets, Ben Bernanke cited finan-
cial stability as a concern even
though employment, inflation and
GDP growth were all below target.

The third caveat is that the dra-
matic increase in public debt, the
lagged effect of a protracted period
of high budget deficits and falling
revenuesonaccountof low growth,
would need to be addressed and an
answer found.

The historical record indicates
that growth crises caused by finan-
cial crises can be protracted. Fi-
nancing large fiscal deficits over an
extended period is therefore an is-
sue, and depends on a number of
factors. Keynes never elaborated
how the additional government ex-
penditure is to be financed. Financ-
ingdeficitsthrough money creation
and through borrowing from the
public have clearly different effects.
Excessivemoney creation canstoke
inflation while pure borrowing can
push up interest rates.

The ‘flight to quality’ creates
some fiscal space during financial
crises as it enables governments to
finance larger deficits than usual
without an adverse fall out on bor-
rowing costs. Where government
deficits are countervailed by large
private surpluses, as in the case of
Japan, it is even possible to run up
public debt in excess of 200% of
GDP without apparent macro-eco-
nomic instability such as inflation
or high borrowing costs. This fiscal
space is limited by the quantum of
private surpluses available, beyond
which government’s borrowing
costs would begin to rise. However,
where there is a large external de-
mand for domestic debt—as in the
caseof the US—itmay bepossibleto
finance large deficits over extended
periods even in the absence of pri-

vate sector surpluses.

Beyond private and external
sources of demand for public debt
stands the central bank, the lender
of lastresort.Inthecurrenteraof fi-
at money they can theoretically fi-
nance any level of budget deficit to
meet theirnominal interestratetar-
get, which is exactly what quantita-
tive easing is doing. They are con-
strained only by prudential
self-restraint as uncontrolled mon-
ey creation can destabilise their
macro-economic objective of price
stability and full employment,
which is precisely what occurred in
thestagflationary seventies. Indeed,
in such circumstances, to a great ex-
tent the divide between fiscal and
monetary policy collapses as mone-
tary policy becomes simply an ex-
tension of fiscal policy, as it enables
the government to finance large
deficits without tax increases while
keepingborrowing costs low.

Where the initial public debt is
high, and private sector surpluses
and external appetiteareexhausted,
large budget deficits sustained over
long periods can lead to market re-
volt without the central bank back-
stop. This is precisely what hap-
pened in the European Monetary
Union, where the European Central
Bank is not mandated to support
sovereign bonds of individual coun-
tries, and where some ‘peripheral’
countries had run up large amounts
of publicdebt. Followingthe market
revolt, peripheral sovereign bond
yieldsinthe EuroZonestabilised on-
ly after ECB’s announcement of its
programme of outright purchase of
peripheral sovereign bonds without
limit in pursuit of its financial sta-
bility mandate, which is the equiva-
lent of a central bank backstop.

From the above it would be clear
that the ability of a country to run
large budget deficits over an extend-
ed period in a recessionary period
would vary from country to country.
The flip side of this is that the deep-
er a country’s pocket in a recession-
ary environment,and thebiggerand
longer deficits it runs relative to its
underlying growth potential, the
more difficult it might be to exit
these policies when the economy
showssignsof recovery withoutcre-
ating macro-economic instabilities
thatmight derail therecovery itself.

This is the problem that both
Japan and the US face today: the for-
mer hasahugepublicdebt, whilethe
latter’s central bank has a swollen
balance sheet. It is difficult to see
how these can be unwound without
renegotiating social compacts or a
destabilising phase of financial re-
pression. Indeed, all countries will
need a map for the short- and medi-
um-term. Unless there is a convinc-
ingprogramme of medium-termfis-
cal consolidation, market revolt in
the short-term can become severe.

The current Type C crisis in ad-
vanced economies has spilled over
into EMDESs through trade and in-
vestmentchannels,leadingtoaType
A crisis, and in some cases a Type B
crisis. Macro-economic policies in
these economies should therefore be
very different from those in ad-
vanced economies. The focus in
those countries should be not so
much on stimulus as on addressing
the underlying supply shocks and
structural reforms, including invest-
ment in infrastructure through a
change in thefiscal policy mix.

Rangarajan is the chairman
and Sheel is the secretary of the
Prime Minister’s Economic
Advisory Council (PMEAC).
Views are personal

Cooperatives, iIncluding banks, not under RTI

Relaxation in dud

cheques fine

Setting aside a Calcutta High Court
judgment in the case of Somnath
Sarkar vs Utpal Basu, the Supreme
Court hasruled that courts cannot
impose a fine more than twice the

amount a cheque carries if it bounces.

It said that the stringent
provisions in the Negotiable
Instruments Act providing
punishment for bounced cheques is
only a mode to ensure recovery of
money. Under the Act, an accused in a
cheque-bounce case can be sentenced
to amaximum of a year or fined twice
the default amount, or both.

“...the powertolevy fine is
circumscribed under the statute to
twice the cheque amount. Even in a
case where the court may be taking a
lenient view in favour of the accused
by not sending him to prison, it
cannot impose a fine more than twice

the cheque amount. That statutory subsequent 1997 the basis of invoices
limit is inviolable and must be notification only issued by supplier
respected,” the apex court said, while required the Sawan Mal Shibhu Mal
relaxing the sentence on the defaulter. = manufacturer of final Steel Re-Rolling Mills,
In this case, a cheque of 369,500 products to take which allegedly had not
issued by Sarkar bounced. While “reasonable steps” to discharged full duty
waiving his jail term of six months, ensure that the inputs liability.
the HC asked the defaulter to pay a acquired by him are o o7 The adjudicating
compensation amounting to 380,000 goods on which the duty INDU BHAN authority disallowed
plus twice the cheque amount has been paid. the deemed Modvat
(X1,49,500). However, the apex court The proviso requires benefit earlier availed

after accepting Sarkar’s plea that he is
“aman of limited financial means”
reduced the liability to 380,000 as
compensation to the complainant plus
20,000 as fine.

Clarity on Modvat rules
Dismissing the appeal of the
department in a batch of cases led by
Commissioner of Central Excise vs
M/s Kay Kay Industries, the Supreme
Court said that relevant provisions in
the Central Excise Rules 1944 and the

'reasonable care' and not verification
from the revenue authorities whether
the duty stands paid by the assessee, it
said, while rejecting the department’s
view that it was obligatory on the part
of the assessee to ensure that the
appropriate duty of excise had been
paid on the inputs used in the
manufacture of it final product as
required under Rule 57A(6) of the
Central Excise Rules.

In the lead case, Kay Kay Industries
had availed deemed Modvat credit on

and ordered for recovery of the
liability along with interest and
penalty. Both the Customs, Excise and
Service Tax Appellate Tribunal and
the HC favoured the company.

Coop societies not under RTI
Cooperative societies including coop
banks will not fall within the
definition of "public authority' for
purposes of the Right to Information
Act, and hence the Registrar of
Cooperative Societies is not liable to

provide information to the general
public under this law, the Supreme
Court has held in the case,
Thalappalam Service Coop Bank Ltd
vs state of Kerala.

It said that the powers exercised by
the Registrar and others under the
Cooperative Societies Act are “only
regulatory or supervisory” and will
not amount to dominating or
interfering with the management or
affairs of the society so as to control
it. Besides, “the societies are not
statutory bodies and are not
performing any public functions and
will not come within the expression
‘state’ within the meaning under
Article 12 of the Constitution of
India,” it added.

Recognising that therightto
privacy was a sacrosanct facet of
Article 21 of the Constitution, the
apex court said that if the
information relates to personal

information, the disclosure of which
hasnorelationship to any public
activity or interest or which would
cause unwarranted invasion of the
privacy of the individual, the
Registrar, even if he has got that
information, is not bound to furnish
the same to an applicant, unless he is
satisfied that the larger public
interest justifies the disclosure of
such information, that too, for
reasons to berecorded in writing.

In this case, various coop societies
had challenged the full Bench of the
Kerala High Court’s judgment that
upheld the state government’s
circular and brought coops within the
RTI ambit. The state government
claimed the circular to be in the larger
public interest so as to promote
transparency and accountability in
the working of every co-operative
society in Kerala.
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