Budget 2000-2001
Vision and lllusion In ) going 1o face capial sperding

share of the fiscal deficit going to finance
. . the revenue deficit has increased over the

F ISca O rreCtI O n three years for which data are provided.
No matter that in this budget the finance
minister has raised the share of investment
In a bid to contain the fiscal deficit, the government has in this over the previous year, he has not been
budget targeted outlay on subsidies. This note focuses on the Iik?é to reverse the trend. The trend in the

consequences in the case of the food subsidy. revg:]'ﬁ;at:joe'}igi Egemrgﬁgarga%%ergngf ttﬁs

magnitude of the deficit in relation to the

PuULAPRE BALAKRISHNAN , to nurture the recovery phase of a growttfiscal deficit by now unacceptably high.
BHARAT RAMASWAMI cycle” (p 38, ‘Speech of Shri Yashwant Itisinthis sense thatthe adjustmentclaimed
Sinha’, Part-B, Budget Documents). Ac-by the finance minister is an illusion. This
| tually, it is possible to argue that there hadittle snapshot should be enough to con-
In a Fiscally-Challenged Polity been no fiscal correction worth the namevince one to think deep about the measures
in this budget. upon which evaluation of the manage-

I ndia today is a fiscally challenged It was the Washington Consensus — nanent of the public finances is based. For

polity. The reference to the polity ratherlonger a confident position — which gavewe see how a lower fiscal deficit can be

than the economy is to suggest that theise to the suspicion associated with ao-terminus with a higher revenue deficit.
current fiscal situation is the outcome ofconcern for the fiscal deficit. The obses- In this brief note we shall not attempt
a political process, requiring a solutibrat ~ sive attention bordering on fundamentalto track the reasons for the worsening
must be politically mediated. It is fiscally ism, the shoddy use of economic theorsituation with respect to the revenue deficit.
challenged in the sense that the finances @&nd, what is much worse, the poor emThis is, however, an urgent task. It is also
the Indian state are set in a quagmire of itpirical fit between the deficit and the crucial to see this very situation in per-
own making. The continuation over time variables of interest — notably inflation spective. A deficit on the revenue account
of the condition, withparties of varying and the balance of payments — all lent d@s a relatively recent development in the
persuasions in power, suggests that thisertain spuriousness to the repeated corhistory of Indian public finance. In fact,
has little to do with ideology. More @ially, ~ cern. However, this restilis unfortunate the combined balance on revenue account
it suggests that any improvement in thefor the management of the public financeof the centre and the states was in surplus
government’s finances would require ais far from irrelevant to both economic even into the eighties. If the account was
visionary finance minister who is no lessgrowth and the sustainability of any bud-in surplus for the first three decades of the
a courageous politician. His third budgetgetary welfare provision. republic there is nothing inevitable about
does not help Sinha earn such a descrip- The fiscal deficit precisely captures thethe recent emergence of a deficit on rev-
tion. Altogether, he has failed to correct theextent of intended borrowing by the enue account. Indeed, it only represents
underlying weakness of public finances,government. Where the government bormismanagement and a violation of the
shown little initiative in shaping the courserowing goes to finance public investmentprinciple of sound public finance that
of the economy and, worse still, hdswled  one can find little economic grounds uponconsumption must be financed by current
the market, via its valuing of the IT sector,which to object. On the other hand, wherancome. Consumption financed through
to determine at least some part of highe fiscal deficit goes also to financeborrowing only postpones the inevitable
judgment. Being the statement of theexpenditure on revenue account, or curadjustment. In this sense, consumption
financial intent of the government a bud-rent consumption, it would not do to view financed through borrowing, or even the
get must perforce touch upon evespect the fiscal deficit benignly. And this is the running down of assets, is unsustainable.
of its expenditure and cite evesgurce of its  situation in the Indian economy today. FarEqually, when the adjustment does come,
revenue. In stark contrast here, in thisrom borrowing by government going failing the tapping of fresh sources of rev-
paper only those proposed outcomes anexclusively into the building of assets enue the first cut must fall on consutiop.
those instrumental changes envisagedapable of yielding revenue in the future The maintenance, for a period beyond
which are of some significance are discusse@ part of borrowing is going into the

financing of current consumption. In the Table
Il Table argresented some statistics meant 1998-99 1999-2000 2000-2001
On Picking the Right Deficit to provide asharp angle on both the state Qfiscai defioi (7o)
the public finances and an anatomy of theas share of GDP 5.0 5.6 5.1
Speaking of the outcome of his exercisekind of adjustment that has occurred inCapital spending
as share of FD 54.6 46.5 51.6

which left a fiscal deficit of 5.1 per cent this budget. The series has been, deliedy, revenue deficit

Sinha had the following to say for his kept brief — extending up to three yearsasshareof FD 599 675 69.5
efforts: “...1 had to carefully balance the only — so that focus is maintained. Notes, --";icuiated from the Budget Documents
need for fiscal consolidation with the needthat the share of the fiscal deficit (borrow- and Economic Survey 1999-2000, Gol.
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that of an emergency, of a revenue deficit997] that, given the current state of theluring the Second World War to keep the
contravenes a basic tenet of public financ@ublic distribution system (PDS) in India,cities supplied with grain.

And to the extent that the fiscal deficithiking the issue price is unlikely to serve Now then a significant section, indeed
conceals a revenue deficit, changes in thtbe purpose of lowering the budgetaryhe bulk, of India’s poor must depend upon
former viewed in isolation could be a poorutlay termed ‘food subsidy’, even thoughthe market for their purchase of grain [Dev
indicator of its soundness. After all, cor-this may be expected on grounds of ecand Suryanarayana 1991]. Quite counter-
rection allegedly signalled by a reductiomomic theory. This is so because there isituitively though, they are not left unaf-
in the fiscal deficit is consistent with anevidence of lower off-take as the differ-fected by a rise in the issue price. Indeed
increase in the revenue deficit. Indeed, thisnce between the market price and thihis section is made worse off. How is this
would be a kind of perverse adjustmentissue price narrows. This has implicationso? We have evidence that the issue price
with borrowing for consumption purposesfor the food subsidy and thus to efforteand the market price of foodgrains are
now replacing the borrowing for invest-at improving the fiscal balance. At thepositively correlated. This implies substi-
ment that had existed. Those with an eysame time, consumers substitute PDS grafation of market purchases for the hitherto
to the history of Indian public finance will by open market supplies, which ha$’DS purchases as the issue price rises in
be able to see that the term fiscal deficimplications for food security. relation to market price. The higher market
is of relatively recent vintage in terms of Lower off-take from the PDS implies, demand drives up the market price. Sub-
its usage in the Indian context. Histori-ceteris paribus, larger stocks with the govstitution of this type must imply that
cally, even into the seventies, the goverrernment. Under the circumstances, a hikeonsumers view the PDS grain as inferior
ment of India and the Reserve Bank oin the issue price expands the subsidyp the grain in the market. This may be
India appear to have preferred ‘budgetarthrough a pincer movement in reverse asstablished as follows: if the grain sold
deficit’. The budgetary deficit of courseit were. The food subsidy is defined as théhough the PDS is identical in quality to
excludes receipts from borrowing (as idifference between the operating cost ahat sold in the open market a rise in the
should), capturing the unborrowed deficithe Food Corporation of India (FCI) andPDS price will not cause a demand switch
and thus, under normal circumstances, thts realisation from sales. The subsidy wilbf the type being discussed here, and thus
extent of monetisation. The shift of focusbe enlarged if the increase in operatingn increase in the market price. Indeed the
to the fiscal deficit internationally hascosts, due to the carrying cost of a largemarket price may be expected to fall. Not
largely to do with the shift in thinking on stock-pile, exceeds any positive change ianly do we have evidence [Balakrishnan
macroeconomics with the New Classicatealisation from sales (since sales = price and Ramaswami 1997] of changes in the
Macroeconomics on the ascendant. Irreguantity, the change in sales wouldssue price being directly related to changes
spective of one’s views on the new macrodepend on the elasticity of demand foin the market price, we have also estimated
economics, however, it is easy to see th&odgrain). To take a cue from the ninetiesan econometric model [Balakrishnan and
both the fiscal deficit and the budgetaryaising the issue price has not resulted iRamaswami 2000] which shows consumer
deficit emphasise the macroeconomic corany reduction of the subsidy even as offakswitching out of the PDS when the price
sequences of borrowing and monetarhas not increased, signalling that thelifferential narrows.

growth, respectively. These consequencesechanism that we are speaking of here The precise reasons why consumers see
themselves are not uncontroversial. On this very likely at work. To digress a bit, wePDS grain as inferior in quality to that in
other hand, revenue deficits have cledind that the relationship between PDShe open market is not obvious to us. We
negative implications as discussed here dfftake and the price differential holdshave of course suggested [Balakrishnan
have elsewhere [Balakrishnan 1997] conifrespective of how it is brought about.and Ramaswami1997]some specific ones.
trasted more elaborately the macroThat is, the relationship survives even irHowever, our observations here are not
economic versus the public financesituations where the issue price is fixed budependent upon an identification of these

perspectives on deficits. the market price rises over the crop cycleeasons. We have two comments to make.
following the harvest. The first is that where the stockpile is
1 Our point regarding the unlikely succesendogenous to the price-quality configu-
PDS, Food Security and of lowering the food subsidy via issue-ration of PDS grain, using the ‘economic
Fiscal Balance price hikes made, we move on to the roleost’ of the FCI as the benchmark in fixing

of the PDS in relation to food security.the PDS price, as has been proposed in this

In a bid to contain the fiscal deficit theFirst, a theoretically trivial but nonethelessbudget, would be to institutionalise the
government has, in this budget, targettedrucial observation. The PDS is a form opoor quality of the system as a whole. For
the budgetary outlay on subsidies. Theupply management and cannot deal witafter all, the economic costwould be higher
major subsidies in the economy ardapd  chronic malnutrition arising out of the lackas the stockpile rises due to higher carrying
and fertiliser. By increasing the price abf purchasing power. Generically, it is notcost. It would be an apposite case of what
which the recipients, households and farmeven a particularly radical intervention fromRajiv Gandhi appeared to have hachimd
ers, respectively, are entitled to purchasthis point of view. In its implementation when he remarked: “We have been run-
these goods, the finance minister believes India, it is not universal in practice eveming an inefficient system, calling it so-
he can reduce the outlay on thedesidies. though it may be in principle. Some seceialism and billing it to the poor.” Sec-
We focus on the likely congaences in the tions, oftenthe most needy —such as migraahdly, we would like to caution those who
case of the food subsidyh@re are two labourers without a certifiable address -have embarked upon such an exercise that
issues here, those ofiamprovement in the have no access, apart from entire cohortbe factors which contribute to the percep-
fiscal balance and of the maintenance df the rural areas of much of the countrytion that PDS grain is of lower quality, an
food security. For some years now we hava geography determined by the history ahdication of the ‘inefficiency of the PDS,
argued [Balakrishnan and Ramaswanthe PDS as an ad hoc measure devisednnot be captured in comparisons of the
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operating cost of the FCl and that of privat&inally, note that when the issue price isevel of public services is particularly high
traders. Conversely, the PDS can never liminsmitted across the foodgrains markem India when compared in per capita terms
universally competitive so long as meathe number of persons made worse off i what exists internationally. It is not
sure for measure of identical cost of supmuch larger than the original cohort ofdifficultto see thoughthatincreasing public
plying the good, its grain may be seen athose with access to the PDS. Where marprovision, as is evident from the experi-
being of lower quality than what is avail-among those outside the PDS are amoremnce of both the advanced capitalist econo-
able in the market, at least by some. Ahe poorestin the economy, improving thenies of the west and of the newly
lower food subsidy cannot come abouefficiency of the PDS might even haveindustrialised economies of the east, can

without an improvement in the function-positive equity implications. come about only with growth. Increasing
ing of the PDS. In the absence of this, the subsidy or consumption generally, other
hiking the issue price is likely to fail as|V things being the same, makes less avail-
a strategy, apart from lowering foodGuns or Grain? A False Dilemma able for investment. It must lower the rate
security for many as it raises the open of growth in the next period cutting into

market price. Elsewhere [Balakrishnan and In this article we have pointed out thathe prospect of a permanent increase in
Ramaswami 2000] we have argued why with subsidies, as in the case of the PD$gvel of consumption. This has been the
lower quality of grain in the PDS is not arthere is more than a danger of subsidisingle of the widening deficit on revenue
optimal intervention, in the sense of inducinefficiency. C Subramaniam, the mamakt account of the government of India, left
ing self-selection by the poor, thus satisfyentirely responsible for the political arrangeunaddressed in Yashwant Sinha’s third
ing the criterion of targetting. Moreover,ments underlying the Green Revolutionbudget. And itis in this sense that a dézl
where the grain when originally sold to thehas recently suggested [Subramaniatime-bound plan to eliminate this deficit
FCl is of the same quality as that sold to th2000] that this may well be the case withmust be a part of any serious development
private traders the decline in its quality ashe Retention Price Scheme associated wittrategy for Indidilil
it passes through the PDS marketing chaiie production of fertiliser in this country.
is a ‘deadweight loss’ and not a transferHowever, none of the arguments mad@&ote
We hope to have conveyed that théere are either against the provision of th - i
- . . &amaswaml s liability extends only to Section 3.
relation between poverty levels and theubsidy per se, nor is there a rule proposgq, gajakrishnan, alas, liability is not thus limited ]
budgetary allocation currently termed thdor the levels of subsidy that may apply. it may be of some interest to those concerned
food sub5|_dy_ is tenuous. This is not _solndeed it is abhorrer}t that after 50 yearé with the development of ideas that economists
on an a priori grounds, it has to (_jo W|th/\{e are faced with ggltuatlon wherger- in India were debating the country’s public
the definition of the subsidy in thediture on defence is increased by a record finances long before the fiscal deficit was raised
government’s accounts — whereby thenargin while the provision for food is less. ::‘Lg; Ocr:ls”gfncvﬁ;‘:?;'g%g%ee'go'r:‘ct)‘;:i’laggﬁg dF'i'r
h|gher.the stpcks the hlgher. the recorded reduction in the outlay of food is not  {\ctance, | recall this being discussed at the
per unit subsidy, due to carrying cost—anthe only necessary outcome even if, for pepartment of Economics in my university
of the manner in which the PDS is manpurely for argument’s sake, the hawks have where Sukhamoy Chakravarty had come vis-
aged which contributes to consumer petthe right picture on our defence require- iing, as the Jawaharlal Nehru professor for
i f litv. The PDS ts. F hile th dit food the year, in the first half of the eighties. Like
cepuon or poor quality. The answergnents. For, whilé theé expendituré on1ood ) gepglars, Chakravarty was naturally quite
to alimited definition of food security, andand fertiliser is visible since it is explicitly  alert to the individual sources of ideas. In this
to persist with it as it is would not nec-accounted for, the underpricing of a whole context, he was quick to point out that he had
essarily be a service to the poor. Footlost of human services and of natural Erei;rs‘g}etr‘:gssttg ti‘,’i;‘ggsfg:ﬁ) exth()etgoﬁeemﬂsgsalr
stamps entitling the poor to larger rationsesources results in a loss of income to the |ngian situation! This had left us agitate& fory
than now, for instance, would not only beexchequer which is the so-called invisible ‘X' had been our own, and in our eyes most
more radical in intent than preserving theubsidy. So long as we stick to the central glamourous, teacher back in India. At that time,
PDS per se but would also manage to avoltidget the argument may be made that 'ﬁuhrﬁ‘ir?"%Sgdeﬁﬁidénﬁ'éﬁ?sr"%t°ai§iﬁs i‘j'fttf]z
the inefficiency of the PDS contained inthese invisible subsidies are incurred by confidence associated with Indian sconomists
private perceptions of it. Under a systenthe states. But this can hardly serve as anof that generation who were able to evaluate
of food stamps, rupee for rupee, a rise inrgument from the point of view of food ideas for what they are worth, irrespective of
the subsidy would reflect a pure transfesecurity. States after all have the option of their area of origin.
to the poor, not, as it does now, the inraising surpluses on the services the f
efficiency of the system that we haveprovide so that they may subsidise foo eterences
spawned. We hope also to have demoffidrther than that permitted by the level oBalakrishnan, P (1997): ‘The Fiscal Deficit in
strated here that a criticism of the PDSthe centralissue price for PDS grain. Where Maclfoet?onoml_c Pl_efSPeCtlvef’ in S 'Vflundla
therefore, need not be based on the viethe moneys are fungible, both at the centre Bﬁ%ﬁr;‘&agﬁggoggﬂhﬁsues or Ingiaxford
that subsidies are for the cutting, but thaand in the states, we can see a direct rgajakrishnan, P and B Ramaswami (1997): ‘The
criticism may be based solely on a concerationship between waste or loss of public  Quality of the Public Distribution System:
for whether the system delivers foodncome due to unmerited subsidy else- Why It Matters’, Economic and Political
security. Above all, we hope to have demonwhere in the economy and what is avail- Weekly 32:162-65. .
_ . . . . .. — (2000): ‘Reducing Food Subsidies:
strated that an ef_f|C|_ent PDS is necessamble for food. Even as_llght ratlonal!satlon Consequences of Peacemeal Measures’,
not only to maintain fiscal balance but als@f the range of subsidies that exist cur- mimeo, Indian Statistical Institute, New Delhi.
to strengthen food security. And, what igently may well be sufficient to ensure thaPev, SMand M H Suryanarayana (1991): ‘s PDS
not the same thing, improving the effi-the food subsidy need not be cut. gg‘l’igga?'ﬁggk?;gg ;‘g?;?gfconom'c and
ciency of the PDS means seeing both food Despite high and continuing outlay ong,pramaniam, C (2000): ‘Why Subsidise
security and the fiscal balance improvesubsidies neither their level nor that of the Inefficiency?’, The Hindy March 1.
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