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The Tragedy of Confusing Economy by S L Rao

The American economy showed growth in the GDP, employment and productivity through the 1990’s. Foreign debt and foreign investment in the USA rose. The growth was based on infirm foundations. A declining dollar corroborated this. However the substantial budget surpluses of the Clinton years gave room to hope that things were changing. The surplus has transformed into a huge and growing deficit. The Bush tax cuts and overseas ‘preemptive’ invasions unless paid for by other countries as with the First Gulf War will increase the deficit. The growing strength of the Euro gives an alternative to holders of dollars. The confidence of the world in the American economy and its currency is in the balance.

After two bad monsoons we have forecasts of another poor monsoon. Inflation has reached a three-year peak, driven by rising fuel and food prices. The first is sought to be explained by the Gulf War and the second to the poor monsoons. But internal oil and gas prices are administered by government and have risen by more than they fall and with a long lag in relation to international prices. The government and the oil companies profit at the expense of the consumer and the economy. Coal prices from government companies have risen regularly over the years. Both are without transparent and independent tariff regulation. Fuels primarily consumed by the transport, electricity, and fertilizers. Rising passenger fares and of road and rail freights increases costs of almost all products. Losses of the state owned electricity undertakings despite their raising electricity tariffs have gone up, and of central government liabilities for fertilizer subsidies. These will further increase the already large central and state revenue deficits.  Even a marginal monsoon failure is likely to increase prices of agricultural products. Thus the inflationary pressures in the economy are strong, have a cascading effect and are not likely to go away soon. Our external payments situation is very strong and could help to balance these internal inflationary pressures. Foreign exchange reserves are large and rising. The rupee has improved in relation to the dollar (not the Euro or the yen) and with the American situation being as described, could improve further. But there are concerns about the stability of some of the components of the reserves.  

Hence the further drop in the bank rate and the relaxation of the CRR are inexplicable and confusing. Have the earlier reductions in interest been helpful when banks are so cautious about lending to industry? Industrial production has improved but the improvement is modest and cannot be attributed to declining interest costs. A further reduction apart will reduce interest costs of government. When demand growth is uncertain (primarily due to poor rural demand which will not change if the monsoon is weak as predicted) we cannot expect a 0.25% reduction in the bank rate to stimulate growth. Rather it could lead to savings rising at the cost of consumption as people safeguard incomes for post-retirement. Lower interest rates could also increase the buying of durables with borrowings, made more likely with the extra liquidity because of the further cut in CRR. But all this may not mean greater credit for industry, agriculture, small scale, cottage and handicraft industries, and the sectors that need it to enable their growth. 

This Finance Minister and his Government are enthusiasts for growth with ‘modest’ inflation. But neither they nor anyone else can ensure modesty. Instead of addressing the fundamental problems of uncontrolled government expenditures, uneconomic and unsustainable user charges for electricity, water and others, we are witness to short-term measures that will neither have much effect on the real problems nor give growth. 

There is also the lack of investment in the economy. This is mostly due to lack of confidence of investors in equity markets, over capacity built in the boom years up to 1995 and poor demand growth. With capacity limits apparently being reached in many industries, capital expenditures may grow. But investment needs equity to leverage it and there is no sign of improvement in primary markets. The growing government expenditures on roads, airports and metro rail will stimulate demand for basic goods. But the neglect of agricultural investment is hurting and making monsoon shortfalls have greater adverse impact on growth than they should. The decline in margins in the service sector (retail, I.T., hotels) is bound to hurt its growth as well.

The economic situation is confusing because the remedies being applied are of small relevance. A blueprint for poor long-term growth is being crafted. If the consequences were not tragic we could treat this as a mere intellectual exercise. (785)

