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The Excellent with some Bad and Ugly:Budget 2005-by S L Rao

Growth, Stability and Equity were Mr Chidambaram’s objectives in this Budget. Thankfully we did not hear “dream budget” or scores of “plus ten”. These were largely related to whether the Budget gave or did not give concessions to industry. The superficial criticism was that it did not mention the magic “reform” slogans like “second generation reforms”, “labour reforms”, “dis-investment”, etc. 

For some years the Budget has not been the major policy statement that it became with VP Singh’s first Budget and the Manmohan Singh and Chidambaram (first avatar) Budgets. Many policy announcements now precede the Budget, are made by other Agencies, or are postponed to a later date. Hike in permissible FDI in telecom, civil aviation, etc, timetable for it in banking, the new approach to disinvestment, are some examples this year.  

This Budget addresses the three objectives by promoting investment, correcting past neglect of agriculture, employment, manufacturing, addressing social sectors that received token funds but much rhetoric in past Budgets and continues the reform of the whole tax structure. Credentials of the PM and FM make repetition of their commitment to reforms unnecessary. It stumbles in controlling black money and the new tax on fringe benefits.

The NDA inarticulately accepted deficit control as secondary to growth, but with an eye on inflation not crossing moderate levels. There appears now to be a consensus on this view. Deficit targets are postponed because of the Finance Commission’s enhanced grants to the States. And the fiscal responsibility targeted by law gets  postponed further.  

It recognizes investment and particularly public investment as keys to growth in India. Gross Domestic Capital formation has grown erratically since 1985-86. It declined from 1991 to 1994. After peaking at 26.9% in 1995-96 it has been well below that every year since. In 2003-04 the quick estimate is that it has reached 26.3. That it reached even the levels it did was due to private capital formation. From 1986-87 public sector capital formation was almost continuously in decline from 11.2% in 1986-87 to a provisional 5.4 in 2002-03, with the quick estimate at 5.6 in 2003-04. 

Within this the principal sufferer has been agriculture. Gross capital formation in agriculture at 1993-94 prices as percent of GDP declined from 1.92 in 1990-91 to 1.27 in 2003-04. The quick estimate is 1.31 in 2003-04. The decline was entirely due to poor public sector spending which hovered around Rs 4000 crores for most of the decade. The Budget (and the off-Budget actions) correct this dearth of investment

The public sector includes public sector companies, departmental enterprises of government like Railways, Posts, Ordnance factories, etc, and infrastructure services like roads, water, irrigation, storage, etc. When the NDA ramped up public sector investment on roads the overall economy was stimulated. Now much larger sums than in earlier years on capital expenditures in infrastructure services, agriculture and rural India will have a stimulating effect on the overall economy and on private investment as well. This is the most important part of this Budget.

Disinvestment will now be by the less remunerative method of share sales, not transfer of control. Proceeds are to be in a National Investment Fund (not shown in the Budget) for use in the social sector. There is no clarity on whether this will be subject to Parliamentary control.    

Manufacturing receives an impetus by a number of measures apart from the overall stimulation of demand by high public investments. The reduction in corporate tax, the carry forward of MAT to subsequent years, the many downward revisions in excise duties for job oriented sectors like textiles and sugar, the reduction in customs duties especially on plant and equipment, the fillip to infrastructure investments, the thrust on rural electrification and the de-reservation of a large number of sectors reserved for small-scale which will help improve the quality of inputs for manufacturing, will stimulate manufacturing. Hopefully the Manufacturing Council headed by V. Krishnamurthy will propose measures to reduce the huge delays and costs due to bureaucracy, red tape and corruption. We must aim to raise the contribution of manufacturing in GDP from the present dismal 15% versus China’s  34%. 

The biggest increases in expenditures (adding revenue and capital accounts) are on defence, transport, agriculture and allied services, the North East, interest payments and debt servicing. Security issues continue to dominate. But the big increases in spending, unlike in the past, are on transport beyond roads, urban infrastructure (underground railways in particular) and agriculture. There are significant increases in expenditures also on other areas of this Budget’s concern for the “human face”, namely, general and technical education, medical and public health, family welfare, water supply and sanitation, housing and other scientific research. All these will also stimulate the economy. The reduction by over Rs 4000 crores on rural development is puzzling. Hopefully government will efficiently spend the cess for education.

What are the negatives apart from the holiday from deficit control? On personal taxation there is a sleight of hand. The reductions accompany the substantial payouts by taxpayers on taxation of services. Companies will lose out in the initial years on cash flows due to depreciation rate cuts, though substantial new investments could balance that loss because of the higher rate for new investments. As always there are sectors in industry that complain of neglect. Some of the services like construction that are to be taxed require definiteness on scope. The tax on ‘branded’ jewelry appears to discount the value of branding for the consumer and harks back to the days of “small is beautiful”.  The threatened withdrawal of tax benefit on withdrawn amounts from the public provident fund is a let down of the investor, usually a senior citizen. The tax on withdrawals of Rs 10000 and over is clearly iniquitous and for taxpayers is a second tax on the same amount. It has no relationship to black money control. The Fringe Benefits Tax shows poor homework in extending the tax beyond tax free or concessional tax on perquisites. It should apply also to government servants and Ministers if it is not to be discriminatory. It is good that the Minister proposes to rework it in consultation with industry representatives. 

The success of this Budget requires reversing past inability into ability of central and state Governments to spend budgeted amounts effectively with minimum wastage and leakage. Bureaucracy and red tape are the bane of Indian investors and there is no indication that any far-reaching measures are proposed for curtailing them. 

The Indian economy has shown considerable resilience despite sanctions after Pokhran, the Kargil War, Gujarat earthquake, Gujarat riots, oil price increases and the tsunami. We do not have to fear that disasters will upset the objectives of this Budget. We might withstand the expected decline in the economy of the United States and the rest of the world. A major war seems very unlikely. 

Far more likely is our proven history of disrupting potentially good economic times by political instability, runaway expenditures and deficits leading to tight liquidity and rising interest rates. 

We have to hope that foolish political adventurism will not come in the way of economic take-off.        (1186)

