Union Budget for 1993-94

Some Macro-Economic Considerations

Pulapre Balakrishnan

The claim that the budget iv ‘growth orfented’ is puzzling. First, the fiscal siance is deflationary. Secondly,
capital spending by government is down. For each of these reasons if is not ul aif vlear that @ recovery will be
triggered or that private investment will take off. As far as the role of budgets go, perhaps, this one may be accurately
described as non-inflationary. But then inflation does have orher crucial determinanis. Since the budyget’s
book-kezping has been much lauded it bears mentioning that the revenue deficit is still with us, and growing.
Apparently, the government’s macro-economic adjustment programme is vet to catch up with its own CONSHmp-
iton, Finally, for exporis we have been provided with an enthusiasm raiher than a sirategy.

APART from somesignificant changes in
policy instituted in the budget, the Minance
minister this time seems (o have caught
the imagination of many by some very
defll book-keeping. There is widespread
wonder ai ‘give-aways’ not having had 1o
be combined with “take-aways’. Obviously

these gentlemen have not heard of the.

newly introduced 364-day bills! Coming
to specifics, for instance the media has
focused on ‘the lowest budgetary deficit
(woral expenditure minus total revenue) in
a decade’. This is indeed correct. In fact,

the deficil projected for 1993-94 is close.

to hall that estimated (revised) for
1992-93. However, note (Table 1) that the
decline is maiched almost exactly by
the increase in ‘borrowings and other
liabilities™. Thus the inance minister may
be seen to have borrowed to reduce the
budgetary dehcit. This is no achievement.
While still on the question of balances,
the fiscal deficit is actually marginally
highet. Thus the lower projected ratio of
this deficit with respect 1o national income
is t0 come about solely due to the an-
ticipated increase in (he laner, The revenue
deficit, on the other hand, is projected to
increase substantially, which is a marked
turnabout Fromm the provision last year
when it was at least slated to fall, even
though the budget estimates were exceed-
ed by close to 25 per cent. Thus if deficit
reducticn is considered a desirable objec-
tive, at least with respect (o the revenue
account, this budget makes little progress,
The implication of a revenue deficit is tha
we are borrowing {or priuing money) (o
finance governmen! <onsumption. ln
response Lo this it has been pointed aut
by the government that one cannot be oo
eritical of revenue deficits in the Indian
case for some crucial government expen-
ditures such as on cducation occur on
revenue account. This is entirely to be dis-
counted when it s made clear that expen-
“diture on ‘education and public health®
amounts 10 2.9 per cent of total expen-
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diture on revenue account, This after the
much fouted increase in expenditure on
education in the budget, On the whole, an
attempt to rein-in expenditure has been
made alright, However, while the growth
in tolal expenditure has been curtailed,
notice that the decline has been brought
about by a reduction in the ‘level” of ex-
penditure on capital account ({Table 1),
This 15 of grave import, and with likely
consequences of to which I shall torn
subsequently. Fiscal stabilisation via
reduction of capital spending reflects the
political economy of macro-economic ad-
justment being attempiled in India today.
Simply put, it is obvicus that this govern-
ment has been unable to take the really
hard decisions. But so much for the
arithmetic, and on to thc economic
questions.

Crowrk: The claim that this budget is
‘growth oriented’ is puzzling, for there is
hittle among its provisions to warrant the
view, First, the projected fiscal deflicit as
a sharc of the national income is lower.
This can hardly be considered cxpan-
sionary. In act, it signals the continua-
tion of the policy of deflation. The reduc-
tion in excise duty may perhaps be ex-
pected (0 contribute at least a little to a
higher level of industrial production, but,
surely, this cannot be considered the basis
for a recovery. That will come, most pro-
bably, from the considerably higher
{Table 2). agricaltural production in
1992-93. For we know that among ‘macro-
economic' variables, indusirial production
is influey ced must by agriculural growth,
and most ukely with a year's lag. The
question of growth in the economy leads
naturally to that of investment. In the
final analysis, growth is dependent upon
investment. The budget contains no direct
ineentives for investment. In fact, [ believe
that some of its provisions might have el-
fects that are actually negative. For, unless
the Indian economy is characterised by
‘crowding out’ the decline in real capilal
spending by the government referred Lo
earlier may be expected to act as a
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-gdampenet on private investment, All in

all, the temporary introduction of an ‘in-
vestmen( allowance’ would have been ap-
propriate. Incidentally, it may be expected
1o nave been more etfective in stimulating
growth than the lowering of excise duty.
Mow, it may very well be claimed that
private investment is actually governed by
entrepreneurs’ expectations and that
Industry is mow upbeal about the pro-
spects of the Indian economy. If so, we
would have to wait and see, My own belief
is that this is precisely what the en-
trepreneurs would, do i e wait to see the
progress of structural reforms, the
siabilisation programme, and the response
of the cconomy. Once again, in terms of
its direci provisions, the budget does lit-
tle for investment. The reduction of the
interest rate by one percentage point can
hardly be taken sericusly here. Finally, it
bears 10 point to the folly of focusing an
the stock markel as an indicator of what
is likely to happen Lo capilal formation.
We have actually begun 1o observe
rights issues 1o finance working-capital
requirements.

Fnflarion; That this budget is
non-inflationary is perhaps a reasonably
accurate claim. Contrary (0 what has been
suggested, the move 1o a floating exchanges
rate regime per se need not lead to a
depreciation of the rapee. In facl, cereris
paribus, we would expect to observe a
one-shot appreciation. And the rupee did
strengthen soon after the budget, even
though this may have been at least partly
due to potential ‘repatriates’ having held
on to their dollars in anticipation of al
least partal progress towards a unified
exchange rate. A full floar implies that
there will be more dollars on the market.
But just as dollar recipients have complete
access to the market, the government musit
now finance its imports at the market race
Therefore, bulk imports will cost more,
This is essentially what the unified
cxchange rate implies, i e, the government
must lind moere funds for the same quan-
tity of imporis. The surplus on the OCC
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account is a temporary cushion and onc
cannot predict for how long, Whether the
government would have 10 raise the price
of oil would depend on movements of the
exchange rate and whether world prices
will harden. But the writing is on the wall,
In the future, unless it is decided to sub-
sidise its consumption (mosily by govern-
ment) we pay the interpational price of
ail. For an economy that is a nel importer
this is entirely appropriate.

Independently of the move to a unified
exchange rate, the reduction in tariffs
could actually be infationary. This could
happen if the reduction in tariffs leads (o
a worsening of the trade deficit and a con-
sequent deprectation of the rupee. Since
tarift reduction has been complemented
by a cut o excise duty the extent of the
increase in imports witl depend wpon the
degree of substitutability between imporls
and domestic goods on the margin. To the
extent that these are oon-competing
groups, an increase in impeorts and thus
a depreciation in the exchanpe rate may
be expecied. The very fact that the budget
estimates credit higher ‘customs revenues
suggests that, ignoring higher import
prices, import quantitics are expected 1o
be higher. Singe excite revenues too arc
budgeted 1o be higher, despite the redue-
tion in the rates, it suggests too that the
tariff and excisc reductions pertain to two
different sets of goods. But returning (o
the ¢laim that the stance of this budeet
is non-inflationary, it must be tempercd
by the recognition that nearly all the rele-
vant administersd prices (notably those of
oil and coal) have been raised in the early
part of the year. The budget for 1993-%4
has simply reaped the benefit, [t needs to
be mentioned, however, that for a wide
variety of goods the reduction in excise
duty is being passed on as lower prices.

Exports: A justification often
encountered for the move 10 a wnified
exchange rate is that il removes an implicit
tax on exporters. This is expected to acl
as an incentive for them [0 export more.
I would however be far from wise to
predicate a growth in exporis on this, a
sort-of  supply-side  measure, Llnless
exporters are assumed to always be on
their supply curves, i g, that they can sell
as much as they wish (o ar (he poing price.
The point is that the move to a unified
exchange rate has no implications for the
‘demand price’. Thus an expansion of
exports under the circumsiances would
require that the market for Indian exports
i5 characterised by cxcess demand. This
can hardly be a sensible assumption.
Cenerally, on the question of exports it
cannot be exagperated that, while getting
prices (including that of foreign eichange)
right is importam this can only be part
of the story. Exporl promotion seems to
require interventions on more than one
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front simultaneously. From the experience
of successful cconomics we know thal a
tareeted approach defining areas with an
export potential and providing these with
preferential treatment might be necessary.
In this conmection it might be worth
introducing duty-free import of capital
and intermediate goods lor one hundred
per cent expori-oriented production units,
Lower tarifis on capital and imermediare
goods used by the garment industry of
India’s competitors {mostly South Asian
and Chinese) is often cited as one reasin
why Indian products arc being edged out
of the inernational market. Irrespective
of the merits of this argwment it provides
an instance of how specific interventions
might be peoessary (o bring aboutl an
‘increase in exporis. Such interventions
might be against The grain of the presenr
podicy-shitt iowards uniformity of ap-
praach, but if in rightly attempring o jer-
tison a system of strangulating contrals
we end up ignoring the potential bencfit
of some interventions, then we are throw-
ing the baby out with the bathwater, While
no single insirument appears sulficient
when it comes to attaining growth in
exports, il is clear that a hands-alf policy
sich as aiming at a stable macro-
economic covironment is inadequate 1o
the 1ask. The hudger is complacent on the
question of the growth of exports,

Since 1991 the union budget has in-
creasingly become a vehicle for introduc-
ing pohuy shilis, This budger may be seen
as representing a stage in this govern-

menl_‘s progranmime, And by all ap-

pearances fiscal cotrection is begitming ta
be soft-pedalled (signalled by a very
marginal reduction in the ratio of the
fiscal deficit to the national invome Trom
5.2 per cenl 1o 4.7 per cent) and stroctural
reforms are being brought on 10 cenire
stage. Inm this budeer the principal
elements of structural reform pertain, in
oty view, 1o the external scctor, While these
mighs have some immediale consequences
for the current account their intended
beneficial eitects {notably the efficiency-
inducing cffects of tasiff reduction) are in
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any case claimed o occur only with time,
Thus it must be on stabilisation that the
CUTTENE CCOOOmIc programme must be
judged,

In Table 2 are presented some perfor-
mance indicators for the Indian economy
over the past three vears, Clearly inflation
i5 down, and even though the annual
average lgure for 1992-93 is yet high the
monthly inflation rate (fgures nol provid-
ed here} is falling. It is however apparent
that this decline is due (o improved
agricultural performance reflected in a
declimng relative prive of agriculture
{loodgrains). The slow growth of industry
in 1992-93 has obviously helped too, for
notice (lable 2} that ‘the growth in
agricultural (foodgrain) production {pro-
visional) for this year exceeds that of the
growth in industry (recorded April 1o
October), -

But the most disappoiniing figures ane
those for the external sector. They point
10 & disappointing propress of the
stabilisation programme with regard to the
current account. This must now call into
guestion the entire purpose of the Mseal
correction. The two principal counts on
which the latterhas been rationalised are
its ability to correct the trade deficit and
to rein-in the inflation rate. The Tirst ob-
jective has not been achieved. As regards
the very considerable improvermnent in the
current account during 1991-92 it is quite
likely due to the severe import compres-
s1on measures pul into effect in that year.
The current account worsens in 1992-93
despite the revival of positive inflow on
‘invisibles’ account. As for the second
ohbective, notice that the relation berween
the fiscal deficit and the inflation rate is’
hardly as simple as all that. Chver these
past two years (Table 2}, first a savage cul
in the fiscal deficit is associated with a
Righer infTation rate, then a mild redue-
tion in the former is associated with a
decline in the latter [ have already spoken
of what must most Likely have brought the
inflation rate down. It must, of course, be
granted that over the medium rerm ac-
counted for by the last three yvears the
[owering of the fiscal deficit has had the
effect of lowering government borrowing
and thus the mte of growth of public debt.
However, not only is this process not
steady in that borrowing is actually up this
year, but also external borrowing is up by
about 20 per cent (Table 3} in the budpet.
Three budgets have been unable o bring
about a reduction in our cxternal
dependence. This represents a weakness,
It must alse draw attention o the weak
link in the present government's strategy,
the dependence on external borrowing in
the absence of an export stralegy.

[11hank Balaram Menon, Bharat Ramaswami
and Arunava Sen for commenis, Errors il any
can anly be mine]
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