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Abstract. This paper develops a multivariate model to test the effectiveness of 
monetary and fiscal policy for the economic growth in five Asian Countries 
(Pakistan, India, Thailand, Indonesia and Malaysia). Most of the previous studies 
in this area have paid less attention to stationarity, cointegration and causality 
issues. The series M1 (Money Stock), Government Expenditure, GDP and exports 
are tested for time series properties. It is found that the series are non-stationary 
in their levels but stationary at the difference and hence can be cointegrated. 
Cointegration analysis shows that long-run relationship exists among the 
variables. Having established the fact of long-run relationship we further extend 
our analysis to focus on the causal relationship among the variables. On applying 
Granger Causality Test two problems were met. One is the choice of optimum lag 
and second is that the standard Granger or Sims tests results provide invalid 
causal inferences, as error-correction terms are omitted in these tests. To 
overcome the issue concerning optimal lag length the minimum final prediction 
criterion suggested by Hsiao is used, the order in which the variables entered into 
the model is also considered by using specific gravity criterion (SGC) proposed 
by Canies and Sethi. This criterion also provides temporary causal inferences 
between the variables. The second problem is avoided by applying alternative 
tests for Granger causality based on error correction model. The results show that 
there exists a strong bi-directional causality between fiscal policy and economic 
growth and also between monetary policy and economic growth for Thailand. In 
the case of Indonesia we observed a unidirectional causality between monetary 
policy and economic growth and a unidirectional causality between fiscal policy 
and economic growth. Estimation results for Malaysia show only unidirectional 
causality between the variables representing both of the policies and economic 
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growth. In the case of Pakistan, monetary policy is found to be influencing 
economic growth. While for India study found out a unidirectional causality 
between monetary policy and economic growth. 

I.  INTRODUCTION 
In recent years, the relative effectiveness of monetary and fiscal policy action 
on economic activity has been the source of considerable debate among 
economists. Empirical studies using monetarist models suggest that 
monetary actions have a greater impact on economic activities of the 
developed countries. On the other hand, studies using the structural models 
suggest that fiscal actions appear to have a dominant influence on economic 
activity in these countries (Chowdhury, 1986). While a macroeconomic 
policy regime consists of both the monetary and fiscal policy strategies that 
are implemented, the monetary and fiscal policy strategies are interacting and 
their joint implementations affect macroeconomic adjustments. Even in the 
simple framework, there are clear interrelations between monetary and fiscal 
policy rule. The design of the monetary rule will affect the macroeconomic 
conditions, which on their turn affect the fiscal policy (Aarle et al., 2003). In 
his classic article on the subject, Mundell (1962) concluded that in dis-
equilibrium situation “Monetary policy ought to be aimed at external 
objectives and fiscal policy at internal objectives.” On the ground that to do 
the opposite would worsen the dis-equilibrium situation. Ott et al. (1968) 
claims that this view is probably accepted by a majority of economists, and 
what is important, since 1961 monetary and fiscal policy measures, by design 
or accident, have tended to confirm to the mix prescribed by Mundell. 
Extending the traditional research several studies have presented different 
results, but still the recent macroeconomic research controversy among the 
economists over the effectiveness of monetary and fiscal policies could not 
die out. Many of these empirical studies in this issue have focused on the 
experience of the developed countries using St. Louis1 equation. Their 
findings suggest that monetary actions have a stronger, more predictable and 

                                                 
1A three variable equation, known as St. Louis equation in the economics literature, was 

developed by Anderson and Jordan (1968) with the object of testing the relative 
effectiveness of monetary and fiscal policies for economic stabilization in the US. This 
equation had the following linear form: Y = α0 + α1 MO + α2 F + u 

  Where α0 is the intercept, α1 is the regression coefficient of MO and α2 is the regression 
coefficient of F, a general variable representing monetary actions and u is the unexplained 
error term. When the relevant variables were expressed in the first difference, this equation 
assumed the following form: ΔY = α0 + α1 ΔMO + α2 ΔF + u 
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faster impact on economic activities than fiscal actions. Debating on the 
issue, Friedman and Meiselman (1963) found out the consumption was also 
correlated with changes in money but not fiscal variables, suggesting that 
monetary policy can have a stronger impact on taming business cycle than 
fiscal policy. They, along with other monetarists, using a “St. Louis” 
equation argued against the effectiveness of fiscal policy based on its 
inflationary and crowding out effects. 

 While Darrat (1984) using same St. Louis type reduced form single 
equation model found out that fiscal actions were more effective in 
explaining the GNP growth in developing countries. Taylor (1993) and 
Blanchard and Perotti (1999) also provide evidence for the effectiveness of 
fiscal policy. Chowdhury (1988) shows that fiscal policy effects are different 
across industrialized countries and very dependent upon institutional factors 
in each country. He later suggests that increase in government expenditures 
is fully offset by negative wealth and substitution effects on private 
investments, resulting expansionary fiscal policy eventually lowering income 
by crowding out private investment. Chowdhury (1988) working on 
St. Louis equation argued that most of the studies on this subject have 
confined their attention to the experience in developed countries and the 
result of these studies cannot be generalized for developing economies. He 
proposed that St. Louis type equation approach should be applied to the less 
developed countries in order to determine the relative effectiveness of 
monetary and fiscal policy. 

 Upadhyaya (1991) concluded that St. Louis type reduced form single 
equation method may not be applicable in all the developing countries. His 
empirical analysis shows a lack of uniform result across the countries. The 
estimates of his paper show that only monetary policy is significant in 
explaining the changes in GNP of Nepal and Pakistan. But in case of Sri 
Lanka neither variable is found to be significant, while in the case of India, 
St. Louis type reduced form equation is found to be inapplicable, as the 
monetary variable is not exogenous. Cosewell and Bruce (2001) also noted 
that this single equation (St. Louis type) makes exogeneity assumptions, 
which places structural causality assumptions on to the model. Following 
Choudhury et al. (1986), they employ a VAR technique instead of the 
“St. Louis” type approach to avoid imposing potentially spurious a priori 
constraint on the erogeneity of the variables in the system. This helps them to 
avoid a simultaneity bias. A VAR approach also allows to incorporate the 
proper lags of each series to avoid an omitted variable bias. 
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 Taking into consideration all these controversies and arguments on 
“St. Louis” type equation, this study attempts to examine the relative 
effectiveness of both types of policies in the context of modern time series 
econometrics. The analysis is done for five Asian countries (Thailand, 
Indonesia, Malaysia, India and Pakistan). The paper has applied ADF test to 
check the stationarity, cointegration test to check the long-run relationship 
among the variables and final prediction error (FPE) criterion to test the 
causal inference among the variables and to choose the optimal lags of the 
series. By using Granger causality model based on error correction model the 
study further checks the causality, as it was argued that without error 
correction term in the model any causal inferences detected from the 
standard Granger test is invalid. The paper is structured as follows. Section II 
gives a brief overview of the fiscal and monetary policies rule discussed in 
the prior literature. Section III discusses the methodology and data used in 
the paper while Section IV provides empirical analysis of the data and 
Section V concludes. 

II.  BASIC FRAMEWORK OF THE STUDY 
After a period of accelerating inflation in the early 1970s, the industrial 
countries in 1974-75 entered their most severe recession since the 1930s. The 
recession was brought on primarily by restrictive monetary and fiscal 
policies coupled with the dramatic rise in petroleum prices during 1973-74. 
Since early 1976 there have been some recovery, but unemployment 
continues to be a problem while inflation rates, although gradually 
moderating, remain at historically high levels. In this environment, 
governments have acted with caution in formulating their policies. In many 
of the industrial countries, monetary targets have been maintained at fairly 
modest levels and fiscal policy, which was expansionary during 1975, 
revered itself in 1976 and remained conservative. Overall, the desire to 
stimulate production has been tempered by concern over the inflationary 
consequences (Vector et al., 1979). But much has happened in macro-
economics since the 1960s and 1970s (when discretionary counter-cyclical 
fiscal policy was last considered a serious option). Monetary policy-making 
also has changed substantially over the last two decades in United States, the 
Federal Reserve’s interest rate decisions have become more explicit, more 
systematic and more reactive to changes in both inflation and output. The 
Fed has placed a greater emphasis on keeping inflation low. The experience 
with this new policy has been very favourable, inflation has been low since 
the early 1980s and the real economy has been more stable. The 1980s and 
the 1990s saw two lengthy expansions in the history of US separated by a 
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relatively short and mild recession. In term of the trade off between output 
variability and inflation variability, monetary policy has helped to move the 
US economy closer to the efficient frontier. 

 In the case of USA, empirical studies using a reduced form “St. Louis” 
equation has shown that monetary actions have a permanent influence on 
economic activity while fiscal actions have no lasting influence whatsoever 
(see Anderson and Carlson, 1970; Carlson, 1978; Hafer, 1982). On the other 
hand, structural models such as the FRB-MIT model, suggest that fiscal 
rather than monetary action exerts the dominant influence on economic 
activity in the USA (see deLeeuw and Kalchbrenner, 1969; Modigliani and 
Ando, 1976). Keran (1970), Dewald and Marchon (1978) and Batten and 
Hafer (1983) have discussed the relative effectiveness of the two 
stabilization tools in certain other developed countries within the “St. Louis” 
equation framework. However, their analysis has been limited to countries 
with a highly developed and sophisticated economy, such as Canada, France, 
Germany, Japan and the United Kingdom. Substantially less work has been 
done for countries with a much less developed and sophisticated economy 
except studies by Atesoglu (1975) and Atesoglu and Tillman (1980) for the 
case of Korea and Turkey and by Darrat (1984) for five Latin American 
countries. 

 Influenced by the monetarist assertion that monetary policy is more 
effective in economic stabilization in developed countries than fiscal policy, 
a number of economists have suggested that a monetary policy could be 
more effective in developing countries (Park, 1970; Polak, 1957). The 
explanation given for this phenomenon runs like this: Because the volume of 
financial assets such as government securities, treasury bills, industrial bonds 
and readily marketable shares is usually very limited in developing countries, 
the impact of increases in money supply is not diffused among various 
money substitutes but is transmitted directly to the real asset markets. 
Consequently, the increase in a money supply directly impinge on 
expenditures and thus the monetary policy could be expected to exert a 
quicker and stronger impact in developing countries then in more developed 
countries (Hussain, 1982). 

 Keynesian economists are of the view that fiscal policy is more effective 
than monetary policy in economic stabilization and they hold that the “full-
employment budget surplus” is the crucial and strategic variable in the 
context of implementation of fiscal policy. Soligo (1967) argued that in 
developing countries where significant non-monetized sector exists and 
where a few financial assets and financial intermediaries are available and 
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where financial assets are very imperfect substitute for cash or currency, the 
conventional monetary policy will have very limited success. Hafer (1982) 
has tried to establish the monetarist position on the relative effectiveness of 
the monetary and fiscal policies by using Granger’s causality test in US data 
from the first quarter 1960 to fourth quarter 1980. According this test, if 
unidirectional causality from money to GNP is detected and a unidirectional 
causality from GNP to an appropriate indicator of fiscal policy is detected or 
independence between GNP and the fiscal indicator is found, then it would 
indicate that monetary variables are exogenous while the fiscal variable is 
not exogenous with respect to nominal GNP. Consequently, we shall be in a 
position to say that monetary policy is relatively more effective in 
influencing GNP than fiscal policy. Empirical findings contrary to the above 
will indicate that fiscal policy is more effective than the monetary policy. 
Earlier Andersen and Jordan (1968), using US quarterly data in the first 
differences for the period from the first quarter of 1952 to the second quarter 
of 1968 estimated St. Louis equation and found that “the response of 
economic activity to monetary actions compared with that of fiscal actions is 
larger, more predictable and faster” (Davis, 1969). 

 The most recent literature on this issue is of Taylor (2000), who points 
out that a rule-based approach towards fiscal policy may be useful and 
delivering new insights. He shows how a simple fiscal rule can be used to 
explain most fluctuations in fiscal deficits. Taylor’s starting point is the 
division of the fiscal deficit into a cyclical component and a structural 
component. The first part can be interpreted as the systematic response of 
fiscal policy to output fluctuations, the second part contains structural and 
discretionary components of fiscal policy. Taylor estimates this fiscal rule in 
order to evaluate the respective roles of automatic stabilizers and 
discretionary fiscal policy in stabilizing output fluctuations in the US 
economy. 

III.  TESTING THE TIME SERIES PROPERTIES 
OF THE DATA 

The distinction between whether the levels or differences of a series is 
stationary leads to substantially different conclusions and hence test of non-
stationarity, that is unit roots are the usual practical today. Engle and Granger 
(1987) define a non-stationary time series to be integrated of order d if it 
achieves stationarity after being differentiated d times. This notion is usually 
denoted by Xt ~ I (d). Hence, all the series are tested for the probable order of 
difference stationarity. 
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APPENDIX 

TABLE  1 

Unit Root Test 
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TABLE  2 

Johansen Cointegration Test Series: Y, Z, M and X 
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TABLE  3 

Hsiao’s Version of Granger Causality 
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TABLE  4 

Granger Causality Based on Error Correction Model 

 
 


