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Jutroduction

In a paper dealing with financial institutions a definition of the subject matter and an
explanation of why they are important may seem unnecessary, because in every modern society
they are so intermingled with man that without them the economic activities of buman being
can not be promoted. However, with an aim to delimit myself to the area needed for this
dissussion, at first, it has bzen tried to pressnt the background of the less developed countr-
ies where th: financial institutions have to work to meet the requirement of the economic
policy, s:condly, ths structure of various national and international financial institutions res-
poasible for econnomic davelopm:ntk has been dealt, thirdly, the controversy existing in tke

pattern of economic policy has been touched upon and finally, the interrelationship between

financial institutions and economic policy has been analysed.

(a) Financial Institutions : In any economy the procéss of saving and ipvesmtent is the
most important element to make the economy more dynamic. The relétionship between the
two are crusial whethsr we are conerned with business fluctuations; and the level of econo-
mic 1stivity in a developsd economy or the process of economic growth in a less develeped

economy. As the economy goes on developing the saving and inves tment activities are un-

% Dr. Timilsina, formerly Dean of the Institute of Humanities and Social Sciences, is Professor of Ecenomics
at Tribhuvan University, Kirtinur, Nepa).




The Economic Jourmal of Nepal 2

dertaken separately by different individuals and business firms. The process is more facilita
ted by a variety of financial institutions and financial instruments interacting in a complex-

sct of financial systems. However, saving and investment go on in all economies, irrespecti-

ve of their level of development.

In a primitive economy also saving and investment take place, however  in sti:ch ‘an
economy both these clernents act as oae, where the producer himself act as saver and inve-
stor. The more complex the economy becomes the possibiliies of borrowing and iénding ex-
pand the opportunities for both saving and investment, A farmer seeking toexpand his pr-
oduction can borrow seed from someone who has a surplus with his investment. Here even
the interest becomes the part of this transaction, for it is assumed that the borrower can
pay more than what he has borrowed because the investment process is productive one.
Here the process of saving and investment takes place without any financial institution .
or financial instruments. But in this case the shift of resources from a surplus unit to’ a de-
ficit unit took place, The more the economy will advance, the role of shifting resources

from the surplus unit to the deficit unit will be played by financial instiutions, -

More complex and sophisticated financial system extends the alternatives available
to both the suppliers and deminders of funds, When more and more modern sector “will
develop in an economy, more and more sophisticated financial system will be its essential fe-
ature. The mass production and distribution of goods and services and the high dcgrée
of specialization involved are mirrored in the financial sector of the economy by a similar
degree of complex interaction. In such a situation the sé.ving-investmént process is facilita-
ted by numerous institutions that off:r savers a wide variety of substitutes for real goods
ovr money, thus encouraging the flow and diversiﬁéaiion'of saving, ":and‘ma‘ny methods of
providing borrowers with funds to meet their requirements, thus promoting investment sp-
ending. So for us the financial institutions are those organisations which help directly or
indirectly in'mobilising the resources from the' surplus sector or units to the defizit sector

or units,

{(b) The Economic Policy: It is the convention - With  th "*"*eébﬂ‘o“xﬁi;ts‘"f’th‘a_f“‘

at the core of all their study there is one key problem : scarce® resources in relation
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to the demand made upon them. So choices are necessary, <“The task for economic decision
makers. (assuming they are rational) is to do the best they can to maximize some value or
other or several values simultancously--under the constraint of scarcity, Policy is viewed as
a problem of maximization under constraint and attention is concentrated on three sets of
interrelated variables: (i) Independent variables, which are the instruments available to
decision makers, (ii) dependent variables, which are the targets of decision makers, (1i)

parameters, which are the constraints on decision makers”, ?

in analysing certain economic issues models are formed showmo the relationship bet-
ween dependent and independent variables and the nature of each functlonal relationship
is assumed to be determined by the parametric constraints, Hernce an economist trying to
settle a course with regard to certain economic problem, the specific model enables him to
analyse how the existing instruments may be used to maxxmlse a certain target remammg
within the constraints imposed by objective circumstances. As soon as multlp]e targets are
incorporated the problem becomes complicated, where the trade—offs at the margin among

several targets are to be established which ultimately leads to joint maximization of val-a

ues.

. Economic theory while talking on productwn tries to maximise the target of profit 7
by using various mstruments—pmce and quantity of output, subject to such constramts—-—m-(
puts, demand for output and the prices of related goods. Economic theory, when referred
to analyse the individual consumer, it endeavours to maximise the target of pm sonal unt11= ‘
ity by varying purchases, subject to constraints of income and taste In thls sort of 1ssues
relating to one unit, whether that of production or that of consumptlon there is a smgle
dependent variable and such relationship can be very easily quantified, However, when eco-
nomic theory comes to explain the behaviour of the public or governmenfal economlc umts
economic analysis becomes very complex because the economic pohcy maLers w111 have mu-

ltiple policy targets. In this situation, in addition to the economlc varlables, pohuca]

social and cultural variables also enter 'into it and the problem becemes Very comple\ wz A

ere’ the policy makers will have to fiad out trade-offs among all the targets “When we make

1. Benjemin-J. Cohen, Organising the World's Money (New York : Basic Books,‘ l:ne.f"'i”—'ubhshers, 1977y,
p. 42, S
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from domestic econcmic policy making to external economic pelicy, the problem becomes

further complex.

Thus in our subject matter, we have two important elements: (i) financial institutions,

which help to channalize the resources from the surplus to deficit sector and (ii) the econ-

nmic policy, which intends to maximize values, In a given parametric constrainst economic

‘target of a nation is dependent on the capability of the financial institutions to mobilise

reources for economic development of less beveloped countries which are facing several cha-

llenges,

The Challenges of Less Developed Countries

Developing Couniries: Guinea Pig for Economists :

The approaches adopted by economists for the development of less developed countries
from 1950 to the present day remained still on trial, In the 1950’s development economist
treated capital as the only scarce factor, The developed countries and the multilateral age-
ncies providing aid to the less developed countries also shared this view ‘of development
economists, The macro—economic approach adopted by the less developing countries led to
adopt planning and policy concerned more with attracting foreign aid and investment and
squeezing savings of the nations’ population. These resources were heavily invested in infra-
structure and industrialization without taking into consideration the development of proje-
cts which could stand international competition. The heavy imports of inputs _for' industries
and for the development of infrastructure caused heavy pressure on their foreign exchange
reserves, and for servicing cost of debts, and the misfertune of declining commodity prices
produced balance of payments crisis, imposition of foreign exchange control, high tariff o
protect inefficient infant industries, and inflationary pressﬁrcs. These difficulties were exace-

rbated by lagging agricultural sector depressed by low prices for food.controlled at low levels.

The industrialisation fetish has developed in the mind of the policy makers of

the less developed countries, Consequently in some countries more stress was given on
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the development of capital goods producing industries, which virtually led to heavy
pressure on the balance of payment position. In addition to it, the  import
substitution was adopted by the national government, and tried to establish ind-
ustries in areas which did not have adeguate: infrastructure, consequently more
resource were to be invested in building specific infrastructure. The economists of the
developed countries, who were brought up in an era of great economic crisis of
1930’s and the world war II period who had the experiences of rationing and cont-
rol, when turned their attention to the problems of newly emergent nat ionms tried to
prescribe the same type of policy of control and building of national industries, All these
helped to develop some industries in less developed countiies, however, thiscould not help.
to narrow down the inequalities in income distribution, for the income of the rural people
could not grow as that of the people of urban areas.

Some economists further advocated that capital could be generated by moving the lab-
our from the non.capitalist sector—subsistence agriculture, petty trading and domestic serv-
sice of the economy, where the labour has zero or close to zero marginal opportunity cost,
into industry, without sacrificing output of the non-capitalist sector. However, the movems
ent of labour from agriculture to industry is a costly affair and many social costs are to be

incurred in the growth of urban areas around the factories.

Subsequent literature on economic development identified the importance of education
and human capital as a key factor in ﬁcoﬁomic growth in US,A., West BEurope and Japan.
«Once again the ideas were transferred uncritically into the econtext of the developing cou-
ntries’”,2 many less developed countries in 1960°s invested on the developed of education,
however, this tendency caused for the outflux of educated people from rural to urban areas.
Educated unemployment occured mostly in urban areas and ultimately the emmigration also
took place in many less developed countries. The educated preferred mostly white coloured
jobs, which could not be created rapidly to cope with the rising number of educated people.

|

More recently in 1970’s the development economists have concentrated their attention

2 . Alasdair | Mac Bean and V. N. Balasubramanyam, Meeting the Third World Challenge (New
.York: St, Martin’s Press for Trade Policy Research Centre, London, 1976), P. 234,
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on technology as a factor responsible for accelerafing rate of economic development. The ad-
option of new technology has helped in improving the cultivaiion of rice and wheat in late

60’s and 70’s, This has also attracted the less developed countries, for adopting more adva-
neced and sophisticated technology, however, due to lack of other infrastructure such as ma-

rket, skill and management more developed technology became difficult to maintain in
less developed countries, 85 they have been trying to adopt intermediate technology.

"The stress on the various elements capital, education skill, technology as factors enha-
cing economic growth could not virtually improve the living standard of the mass of peo-
ple living in the less developed countries, though they have brought certain changes in the
economy by enhancing the per capita GNP yet because of the existence of inequalities in
the distribution of income the higher per capita income is not necessarily higher standard
of living of the mass of people, The development economists and the policy makers of the
present have a feeling that if the general condition of the mass is not improved and a dua-
listic situation is created, the less developed countries will have to face various sorts of ins-
tability which may even create political disturbances, so they are trying ~ to adopt a basic
needs approach in development, endeavouring tovprovide essential elements such as food,
shelter, clothing, health and education, In spite of various efforts of national governments
as well as multilateral organisations, less developed countries are facing still various chall
enges and the efforts so far carried have made the developing countries simply a field for
experimenting various appreaches, bﬁt giving no fruitful results to the masses of poor pe-

ople of the less developed countries.

The Challenges to the Less Developed Countries in 1980°s

The less developed countris are beset with various sorts of problems encompa-
ssing all the sectors of the economy. Less developed economies are having the scarcity

economy with rising expectations. The people of the developing ~ countries - coming into

close contact with the developed market: economies through direct = contact or. indi--

rectly through various forms of communication, are also allured by the "physical

wellbeing however, the income generating capability of such countries is very low.

A big gap between the expectations and.income in less developed  countries ‘have

'
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further created frustration in the less developed economies, This is further manifested in
various international forums where the northern and southern nations meet. The
less developed southern nations begging for better markets for their products in the
markets of the developed economies of the northern nations could not be accepted
by‘ the northern nations. The developed nations are more guided by their self in-

terest in providing aid or market facilities.

| 'The less developed countries do not have the séme level of development, they are
more heterogeneolis There are (i) low income economies with a per capita GNP of
Iess than U.S. Dollars 400 ( 1981 ) (ii) lower middle income economies with
an average per cap1ta GNP of U. S, Dollar 850 (iii ) upper middle income econo-
mies with an average per capita GNP of U.S. Dollar 2490 ( iv ) high income oil
exporting economies with an average per capita GNP of U. S. dollar 13,4605 The
nature of the proble of each group is quite different making them less cohesive while
bargaining with the more developed economies,

The World = Development Report 1983, published by the World Bank cleally
dépicts the position of the less developed economies in the “world economy. The
_economies of less developed countries are so linked with the world economy that
any upheaval occuring in the world economy is shared more severly by less developed
economies, The recession existing in the world economy from 1980--82 have affected the less

developed économies. Protectionist sentiments have been growing in the industrial coun-

tries,# Debt servicing has become a problem to those less developed countries who have
borrowed heavily. VIn' this way for the last <“Three years ( 198082 ) world wide
development has "been s’t’unted by recession. = While  population *continues to grow
ihekérab]y, [Sroduction and trade have lagged, unemployment has risen, much industrial
capamty remained 1dle and: the standatd of living in Africa and Latin America

has declmed” 6

3 IBAD, World Development Report 1983 ( New York: Oxford University Press, Pubished for the
World Bank, 1983 ). Pp. 168169
4, Ibid, P. 3 ’

5, Ibid, P. 125.
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In this sort of challénges to the less developed economies, the financial institu-
, tions and the economic policy of the government have to play important role in

o
solving both the short term and long term problems. y

Structure of Financial Institutions

In a modern economy various financial institutions operate to finance different
sectors of an economy. It has been tried to present an overview on the operation
of different financial institutions= national and intemationﬁl, which are responsible in
financing mnational economies of the less developed countries directly or indirectly

to accelerate the rate of economic growth.

1. The financial System

The financial system of an economy is composed  of :
a. The financial Market : It is the market for medium term and long term loans,
It serves the needs of indusiry and commerce, government and local authority,
Business firms raise their fixed capital by an issue of shares or from their own - reser=
ves, the shares being taken up by individuals, insurance companies, investment trusts.
Companies also go to the capital market to borrow by means. of debentures, the gove-

rnment or a local authority by the issue of a new stock.

b.  The Money Marker: 1t is the market for very short term loans. The commodity
exchanged in the money market is investible funds. A money market handles the

transactions in short term government obligations, bankers acceptances and commer-

cial papers. Funds are made available for short period  investment to the business
community who are in need of such funds. Generally the demand for funds in the

money market is {rom the government, business- firms; securities brokers and dealers,

state and local governments, Supply of funds to the money markets are made mostly

by commercial banks. Other organisationé like business firms, other financial institutions,

central bank also supply fund to money market.
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Compurercial Banks: Banks are indispensable-organisation of economic progress. The
of the bank enhances. It

c.
more the economy develops the .more the importance

provides an opportunity to the savers to invest their saving, and provides the business

firms with ample of fund for enhancing production ina nation. The scattered savings

of individuals, and business firms are collected in the form of deposits. In the past
commercial banks used to finance for short term, however, bank lending operations
haiv__c changed considerably over the years, the banks have started advancing loans

to industrial and agricultural sectors. In addition to deposit services and ﬁpancmg

activities, banks provide some additional services to their customers.

d. " Development Banks: Wit an aim to provide long term finance to indusiries, agri-
culture and other sectors, special financial institutions are being created even in the
developed economies, where such - institutions concentrate in expanding the existing conc-
erns, - whereas, -in the less developed countries, where there is not -the gquestion of
expansion, but there is the question of setting up of -in dustries and tra nsforming agricult-
“ure from subsistence household scctor tomore capitalistic type, the need of such organisa-

tions have further been felt. These banks are generally creat=d by the government to mect

the requirements of capital in the productive sectors.

€. Non-Depository Intermediaries:  Unlike the commercial banks, there exist some
financial mstltutlons, which do ‘not have hwhly lqulld liabilities, such institutions are
retlrement fund, the life i insnrance company a and other insurance companies, The liability
of retirement fund (provident fund) is delayed till old age, of the life insurance company
till death, and of the other insurance companies til) catasuophe Since payments to retired
employees arc on a definite contractual basis, the retirement funds have little need for
liquidity. Generally the assets of such funds are invested in bohds, stocks and mortgages,
(in Nepal theyalso depesit in time depasit). The liquidity needs of life insurance
companies .are not very great. Alrtnouv;gh. liquidity - needs arc small, safety. is extre-
mely important to a life insurance company, . for this reason; most of the assets of life

insurance companie are invested in bo nds and mortgages.
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£ C’oopemﬁvé‘ Socleties: In most “of the - devéloping countries coopemtive: credit
" Societies are formed by mobilising voluntarily the resources of the interested groups;
T hese societies are generally formed in the rural areas to provide creditfo the

agricu]turists In some countries, even the consumer credit societics are formed te

: prov1de goods to the consumers at a reasonable pr ice.-

g Cer‘ztral Bank: The Central Bank of a country has vxrtuaily two types of roRe. At
ﬁrst 1t has to funcnon as a financial institution act1v1smg othcr ﬁnancxai mstxtutmns
to channehse the1r mvestmcnt f_or accelerating ’ thcv rate of cconomxc
growth, In  this regard the central bank provides long term and shor

" term 5capital to other financial institutions, creates specific infrastructure (o channe-
‘ lise the' inx'eélnieht of the commercial banks to the desired sector. In addition
to it, the central bank in the less developed countries helps to the government to

* raise capital By purchésing government. bonds, Secondly, the central bank has
“6t1{ér‘1 vt.x‘aditio":nal funiction “of maintaining monetary policy of the govermment. The
_central bank, being the - regulator. of currency, supp]xes currency - in accondancc

" with  the reqmrements of - business -and the vcneral public, Lontrol credit in

accordance with the needs of business, acts as the custody of nation’s reserve of

foreign currency, acts as the banker to the goverrment and the commercial banks

and carries various other functions in malntammv congenial financial atmosphczc

‘m tne ’coumry (the Monetaly Policy will' be discussed in dctall in the

: subsequent seutlon) So the centrai bank is the 1mportant monetary 1nsutut1cm

whxch manaovcs the monetary svstem, §0 dS to affect” t’ﬂr awgrcgatc level of spcndmer

i

2. International Financing

7 “Inthe’*modern - world - financing doesnot- stop- at national boundaries, but there
is+‘no distinet line - seperating - inter -and international financing, Activities ‘of multi.
wational. corporations ‘are not easily ‘assigned toany one - géographical ared. <‘The' Ame.

rican role in international finance is uniqug i the world, because the U. 8 Dollar
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serves. as a fype of international money. Dollars are the unit of accounting for many
international transactions, and dollars are also the payments media, even [or transac-
tions in whxoh the United States is not a direct party. The Amerman dollar becamc
the unchallenged international money following world war II. Tt was the only currency
that governments could hold and convert to gold, hut the cessatxon o!,gol_dj qony'g;’—
tibility in 1971 did not 1opplc the dollar as an international mone)

’Hle basic reason For dollar bemfr accepted asa currency for mternauonal transa-

S e

ction is_attributed  to the freedom of access that the United States allows to.its ﬁnap-
cial " miarkeis  as compared - to  other countries. In the vyear 1982, thc‘i sbarc of the
U. 5. Dollar in total identified official holding of foreign exchange was 71 percent,
In t‘qc mtcrnatlozml ﬁn'mcmg, thc Eurodollars and Eurocurrency and the- petmdollars
havc played - a smmﬁcant role. In addlnon to it, there are various mtematlonal
financial " institutions which are involved in meeting the requirement of ‘international
transactions. -

a. International Monetary Fund: International Monetary Fund (IMF),}S:g.m{.uil}vi,iatc‘x:g;l
organisation. established after world war II to foster international -ecopemic :vxelqt‘:iqu}!s
and currency stability. In addition, it is also a . facility..by which -member couns
tries. may obtain” funds for defense ‘of their exchange rates: ~Each . country -has..a
quota with the fund,. which inan advance commitment to lend its.currency. up to
2 limit. Countries: whose currencies are strong * become - ‘lenders” 10 sthose . esr\'hosé
currencies .are . weak.. Borrowing of a ‘certain amount based ina COuntry:s. . quota
is almost automatically avidilable, and thus countries count zs- part ol their regerves; theu“
““IMF potitions™. In. 1969, -<Special Drawing Right’ involving 16 of ‘the'-member,s;co;ma-
tries as unit of account, the SDR was createds with - specified "J‘f'propbl"i'i@i}&. ‘of
cach of the countraes curriencies in it Participating countries arﬁwv"}}ocated SDR.

which can be used -to purchasé: foreign e¢xchange: from cther ‘participating:: coun-

G Peul M Horvnz and Rlchard A ward Monetary Po//ay and tﬁe F/nanc/a/ System th Edmon (New
o Jersey. Prentlco Hall Inc. 1983) p. 209, '

7Annua1 Report 1983 of Intarnationa’ Monetary” Fund: Washington.-DC;: 1983 . . 70

S E:
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tries. tapping those whose reserve positions are strongest. The . basis for wvaluation
of the SDR is the weighted average of ‘exchange rates of five .major = currencics,
The SDR systemi has so far played a” rather limited = role in the internatipnal
monetary system, and its structure is'sub’ject: to° further change. (Value of "SDR
cqmputed by IMF on Jnne 30, 1983 was s 1.06835 per SDR)

b. The World Bank Group The three other international o;uamcatlons which are
often referred to Collectlve]y as the World Bank Group, are established’ with “an
aim" to develop a strong sytem of international trade by promoting econcmic development

and growth in many of the underdeveloped’ countries of ‘the world,

The fiirst is the International Bank for Reconétruction aﬁd Devclo‘pmcnt.(IB
RD), which was created alpng with. the IMF The . Bank and IMF arc seperate
organisations but they are cloce]y lated The IMF engages in sho't and inmter-
mediate transactions, whereas the H’RD makes long term loans. IBRD makes loa-
ns, on specific projects that are expected to pay for. themselves, and the borrow-
ing countries must repay in hard’ currencies. The Bank may fund directly, gua-
rantee loans made to by other to govermment or private enterprises: of the - me-
mber countries. It generally finances ~for public utilities, and -does mot finance ‘sec-
tors of social character.. The Bank charges all borrowers ‘the same. rate a rate hi-
gh  enough ~apparently, to .cover fully the bank's cost. The Bank: has. three sources
for - its capital—20 per cent -of the subscription quotas, the Bank’s -borrowing . in
the international capital market and net carnings. The. International - Finance - Cor-
poration  ( IFC) which s ‘associated: with: IBRD, - was: established “in.:1956.. It, ma-
kes investment including-- certain: types of - equity = claims, to pmvate ‘business  firms
in underdeveloped countries.. The loans of the IFC do. not require guarantees. fr-
om the goverment of the -country in. which ~the: investment will be madeé.. Rates
and means of repayment are-subject- to. negot iation, The international Devclorm—
ent Assomatmn (IDA)  was estabhshed in 1939 to granf loaps * to uuderdeveloped‘
“cmmtmes on easier terms “than those of IBRD, Loans madc by IDA carry ]ow

interest rates and .long. maturities. and “may. be r_gpaxdv in_ 1ocal currcncy
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e.  Other Iustitutions: various regional international flinancial institutions have been
established to assist the less ‘dcvelopcd countries.
(i) Jmter-American Develspment Bank (IDB) was established in 19539 to assist the develo-

pment of Latin American Countries. Its lending terms are softer than that of IBRD,

(i) The Asian Development Bank (ADB) was established in 1966 to foster economic
development in Asia. Although in the begining United States played a major role
in the creatoin of ADB, today Japan is the largest contributor to the bank. ADB
has tended to have a more conservative lending policy than the other international

financial institutions -

(iii) The African Development Fund (AFDF) established in 1973, provides soft loans to Af-

rican nations.

(iv) Bank of International settlement (BIS) is based in Basel Switzerland, isa sort of

central bank for central banks. it has been involved in arranging currency swaps. The
monthly meeting of central bankers of the leading countries of the world have been

the occassion for discussions and bilateral and multilateral arrangements designed to

support the international financial system,

Features of Economié Policy

As mentioned above, economic policy aims to maximise the value with a judicious

utilisaticn of scarce resources, The principal aims of economic policy are:

(i) to maintain full employment

(‘1) to maintain as high a rate of-economic growth as possible, so as to raise the level of
living of the people. ‘

- (i‘ii’) td increase economic welfare by redistributing the wealth and income, and

(iv] to maintain stability of the monetary unit i. e. tokeep inflation in check.

As economic is.also concerned with man, an economic policy of a nation aims to bri-
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ng human improvement. Economic Policy is often very closely related to social poliey, which

considers the social security and improvement of the livi;ng‘gpndiﬁonu
1. Development of Economic po! ficy

A controversy regarding the approach of economic policy has been developed just
before the development of the science of Economics in 1776 by Adam Smith. Pricr to him
the mercantilists held a view that controlled foreign trade with the formation of “monopo-

lies, will foster economic development. However, - Adam Smith and his forerunners the

French Physiccrates, viewed that free - trade or laissez faire. policy is. the precondition

for bringing harmonic economic relation in the society there by causing full’ utilisation of

resources. This prevailed for a Iong time as c]as»xclai approach The role of tle state was

Iimited to the feld of mamtalmna Iaw and order and mamtdmance of publw unlmes

However, the German nationalists in the ninteenth century viewed that frec trade policy

_# would not promote the development of Germany, so they advocated for the mtervmtmn of

the state, to protect the German industries. Later on, Marx, desectlng the capxta!m mode of

production, ‘“denies for the final state, the pillars of the market economy ..taking

as his starting point a society without private - ownershlp of the means of productxan and
the collective contral of the economy he lays the foundatmn for the controlled economy”$
This has become the core of the economic policy of the socialist countries. Not until the
world Depression between the two world wars does economic policy - detach itself from the
classicists faith in self-regulating market economy, In 1933 the United States created a 5Y5-
tem of control measures for the economy, which ‘cakes place in e(‘OI’IOmlC hlstmy as the
“New Deal”, for this sort of governmental 1ntervent10n in - an economy, Keynes cteatcs a
new theoritical framework in his book Gemeral Theory of Employment Interest and

Money in 1936, ) _—

After the world war 11 the economic policy has been much directed ‘towards the poli-

cy of economic grcwth, which makes a growing economy the subjec’:t"of:its‘-aﬁhl):?s'ié;‘f

8 Reinhard Blum, ‘The Interrelat/ansmps ‘between Econom/c Pollcy and Econom/c Theor

The Ge man
Economic Revie w Vol. 8 No. 1 1970 p. 18 T
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2.7 Blements of Economic Policy
The Goals of economic policy demand for various sorts of actions frcm the side of the
wovcxnment so both the macro and sectoral level policies are fmmed Of them basically the

monetary and fiscal Duhcxes are more 1mportant

a. .Moneiary Poiwy Money is 1tself an xmportant subject for it will have significant efl-
cct on the economy V\ ¢ measure many economic variables in terms of a curreacy amount
income, wages producuon and s0 on. Once we 'u:eept the view that money can affect the
ccanomv we are attracted t'o the possxbxhty of mﬂucncmor the economy by means of
monetary policy, But economists differ greatly about the mechanism by which money afl-
ccts the economy, the extent of such effects, and the time within which they operate. Ins-
tead of indulging on -the cause and effect ralationship between money and the national

cconomy by explaining various theories developed so far, it is for us appropr iate to analy-

se the monetary policy. The aims of the monetary policy of a government can be classified
as: (i).Stabilization (ii) Full employment, and (iii) Economic growth. Many specific acti-
ons of government overlap in their goals, and there maybe many sub-goals within these

classification.

“:T"St'ability m the price level is the only goal that many economists and policy makers
level is the only goal that many economists : nd policy makers advocate, for they feel that
inflationary and deflationary situation ne_gratﬂivcly affect the goals of econcmic policy,

Some other adhere to full employment as the economic goal of national economy.
Th‘csc policy makers are coccerncd about. unemployment because it will have negative
effect on the goal of . distributional equity, and in the aggregate uncmploymeot is a waste
of productive reasources and means that the goal of maximum economic growth is not

heing achieved.

. _.Some economists, with an objective to provide maximum welfare advocate that the
employment alone may not be effective ifthe: the economy ismnot growing, With the growth
they mean (i) increase.in physical output, (ii).goods produced should satisfy consumers’

wants, (iii) Growth should be achived within the framework: of reasonable degree of econo-




The Economic Journal of Nepal 18
mic freedom. So far achieving economic growth in a market oriented economy the produ-
ctive capacity should increase with a corresponding increase in the demand for the increase
goods and services. The monetary policy might contribute to economic growth in two
wayss (1) balancing the total money demand with the production capacity and (iiy by

Lelping to create favourable environment for saving and investment.

In these objectives also we find various sorts of conflicts. The goals of inc-
reasing rate of growth and controliing inflation conflicts. Similarly, it is difficult to
achicve higher rate of growth when we consider more employment So the policy mak-

ers have to be very cautious in. adopting policy measures.

b.  Fiscal Policy: Some other economists believe ‘that monctary policy alone is-not
in a position to achieve the desired eccnomic goals in an  economy, ‘when 'the
government’s earnings and spendings constitute- a large portien of the resources.
In addition to it, the governments of many nations are also participating in var-
ious developmental activities of an economy, their spendings are dircctly affecting
on the level of employment and income. The revenue raised by the government
through taxes takes away the purchasing power from the public, and the spend-
ings of the government enhances the purchasing capacity with the flow of funds in

the economy.

Monetary and fiscal policies are complementary to each other. Monetary po-
licy affect the income and expenditure, ‘particularly in the private sector, through
the supply of money and the cost of borrowing it, and the fiscal policy affect
income and expenditure through the amount, character and timing of government

expenditures and revenues.

In fact both the policies take into consideration ‘the fHow  of funds .into .the
economy and out of the ecomomy, whether = they are activised by the monetary
or fiscal authoritiecs. In modera . economies the financial = institutions -act as ifters

mediaries between the monetary and fiscal authorities and different economic var-

iables ‘employment, income production and . so on.
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Financial Institutions and Economic Policy: Their Interrelationship

Financial Tnstitutions act as financial intermediaries between the savings and the
goals of an economy. In less developed countries the surplus of a unit is financed to defi-
cit unit directly without financial intermediaries. However, as the ecconomy goes on
developing with the development of various industries the financial institution will play
dominant role in transferring the resources . from the surplus sector or unit to the
dificit sector or unit. When the cconomy is in the process of economic growth, this process
of ' intermediation is further essential for :

i, The small savers in less developed countries may muot be in a pesiticn to identify
proper market for the investment of fund.

i, The securities issued by the financial institution or the deposits of the commercial
banks tend to have less risk than primary securities.

ili. The financial institutions can invest in wide range of different primary seourities,
which will diversefy risk.

iv, The financial institutions can develop expertise in investment, for they can properly
assess the credit worthiness of borrowers.

v. The assets kept with financial institutions are more liquid than primary securities.

vi. The savers get better benefits from the investment in financial instituticns than from
the investment in primary securities, for they will have lesser irritation.
vii.  The borrowers also gain from financial institutions for the latter can supply ample
of fund by selling their primary securities.
viii. The Liorrowers, showing their creditworthiness will be in a position to borrow
from the financial institutions,

In this way it is seen that financial institutions do have very close relation with the
econnmy and it exerts lot of influence in the national economy.

The working of the financial institutions at the same time is dependent en the

economic policy. If the monetary and fiscal authorities do not create a congenial atmos-

phere for enhancing investment, the financial instilution can not function.
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If the goal of economic policy is directed towards achieving higher rate of economiic
growth by devcloping agriculture and industry, the economy needs more invesiment in
these sectors ‘and if financial institution hesitale 1o invest in agricul\'ur‘e and induﬂr’y, then
the desired rate of growth may not be achicved. In this situation the monetary autho-
rity and the government should provide subsidies or imsure the investment so that the
ﬁnéngial institutions can also share the reponsibility of acclerating giox«:rtll.

“The tighf money policy and surplus budget of the government will curtail the activi-
ties of the financial institutions and they may mnot be in a position to czpand. Conversely,
deficit budgeting reinforced by cheap money policy will promote the investment of the
ﬁnahéial institutions. In this way, the economic prlicy of a nation influences the activities

of the financial institutions.

Similarly, the financial institutions acting as intermediaries can exert influence in an
economy, As they are the agents supplying funds to the econcmy, they help to add to
the stock of money by supplying additional credit to the eccnomy 1l;ibs may lead to an
inflationary situaticn in the economy, leading to higher price rise and changing the
output of goods and services in the short run,

‘So, in the coming years when the volume of transactions thxo{tgh financial inte-
rm;dilfies will grow in tht less. developed countries, the economic policy should not
conéeﬁtrate on the shorter terms problem of economic stabilization, Inflation has under-
mined the public’s confidence in financial saving, and there is the possibility that this
“could threaten the saving—investment flows so | important to the developing economies.
The monetary policy should be discretionary: while »consideréing the “implementaticn
and incidence 6f such policy.

While inmiplementing monetary  policy certaln -time lag will be there between the
initiation and implementation of the policy, because in less developed countries, there
will generally be lags in collection of data” and uncertainties in their interp'rétation’."Co;
ming to the incidence, the policy makers should . ‘pay-more attention ‘1o {he' goals than

to tHe game. The aim of the monetary policy‘in' less developed. oun ries should béts

develop properly the financial intermedicries without Shaking the confidence of * the savers,
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50 thet more investment could be channalised to the desired sector of the economy.
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