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“The Indian Economy-no chance of revival” by S L Rao

In January 2012-‘A Dismal 2012”, I listed the paralysis in policy, political leadership and the declining economic parameters and concluded that 2012 was likely to be a dismal year for the economy. Four months later things are worse and no corrective actions are in sight to lead the country out of the  morass. 
Economists in government and business leaders, and our political masters, express confidence n public. They point to our vast domestic markets, foreign exchange reserves, rising foreign direct investments, relatively high growth rate of almost 7%, and large stocks of food grains. They expect present problems to be overcome in six months. Brave optimism from government officials is intended to convey reassurance. But it must be credible. 

Our experienced Finance Minister in his current tenure has presided over the worst economic situation that this country has seen. The government’s deficit is at record levels, the current account deficit in the balance of payments has crossed any reasonable level, the Rupee has declined by 25% within a few months, foreign institutional fund inflows (major part of inflows for years), are declining except from NRI’s, the trade deficit is very high, and energy imports are very expensive because of high prices and the fallen Rupee. Over two years this Finance Minister has failed to control inflation. 

His words and actions are shallow and ineffective. It might be better for the country if he were promoted to the more innocuous job of President of India. Mamata Banerji may serve the national interest if she were to support his candidature for the Presidency.  

 This week he has produced a paper on black money that revives ineffective old nostrums. On the declining Rupee he parrots India’s strong economic fundamentals and how they will revive the economy. He destroys any prospects of improving foreign direct investment with his obstinate refusal to dilute his measures for retrospective taxation. His legendary political skills have failed to persuade state governments to speed the major reform in indirect taxation, the goods and services tax. That will make India into a seamless domestic market and lower transaction costs. He is unable to punish economic crimes speedily, nor to plug the accumulation of black money and illegal moneys held in foreign havens. 

Interest rates are high and will remain so but Indian industry has in  past years shown good industrial growth even when they were much higher. It is the collapsing Rupee that must worry companies. Indian companies have had record foreign borrowings for the last few years, tempted by easy availability and low interest rates. These borrowings and their interest cost in Rupees in Indian accounts will severely erode profits of companies. Those whose loans become due for repayment must scramble to find the much enlarged Rupee amounts. It is not surprising that the stock market is jittery. This will also affect adversely any corporate attempts to raise equity or loans. The declining investments will not improve. 

 Business confidence is much lower than it has been for a long time. Export markets are depressed. For example Reliance Refinery had Europe as its best market. Both quantities and prices are down. The Chinese economy is slowing. Of course the low Rupee value to the dollar will make our exports more competitive but our export basket is not sufficiently diverse to benefit. Much of our imports (crude oil and petroleum products, heavy equipment, chemicals, etc) are inelastic. While preaching to state governments to reduce taxes on petroleum products, the central government levies high taxes. Now it wants a 19% customs duty on imported power equipment. This is the wrong time for protectionist policies that raise costs.   

The lack of actions on many fronts over the years has caused problems for the macro economy. This is not the time to resolve them since it will accentuate the poor economic parameters in the short run. 

Thus this government was short-sighted in allowing Mamata Banerji to bully it into keeping petrol, diesel, and kerosene and gas prices at heavily subsidized levels. But instead of raising them government should have passed on equivalent tax revenues on them to the oil companies.  

    Fertilizer and food subsidies have been mismanaged allowing vast sums to be siphoned off or go to the wrong people. Government’s well-meant social welfare schemes seem almost deliberately designed to allow thousands of crores to be stolen by bureaucrats and others. Pliable state electricity regulatory commissions have not allowed legitimate expenses to be passed on to consumers. These enterprises lost around Rs 120000 crores last year and the accumulations are humongous. These are only some of the items that have made for the large central deficits and mounting state government debts.

   Our agreement with Mauritius allows investments from there to be charged the Mauritius taxes. So short term capital gains in India on investments from Mauritius (and a few other countries) are tax-free  because Mauritius has no capital gains tax. By contrast Indians pay 20% capital gains tax. This has led to most of foreign institutional investments into India coming from Mauritius. It has also led to a thriving round tripping of havala funds of Indian politicians, bureaucrats and businessmen, for being laundered in Indian stock markets. This volatile money has led to volatile stock prices and a volatile Rupee. It is not surprising that the beneficiaries who are also decision-makers in government and business, do not want this route closed. 

Today with most of our foreign exchange reserves made up with this kind of volatile funds, the country cannot close it. But we must do what we failed when conditions were better, soon to close this Mauritius route for black money laundering and holding it abroad. 

   The gross misuse and theft from subsidies and social welfare programmes is a clear case of crimes committed by lack of accountability in the administration. The UID (Aadhar) number is expected to target beneficiaries and cut cheating. However, its national use for the purpose is still some years away. It also has to demonstrate foolproof credentials to do what is expected. 

Meanwhile government has taken little action to improve identification and targeting of beneficiaries. Cheap kerosene for the poor is stolen to a great extent for adulterating diesel for Lorries. Grains and other commodities for the poor in the public distribution scheme are diverted in a big way to markets. The Mauritius route and other loopholes are backed by many vested interests in political parties, bureaucracy and business, who will find ways to prevent their closure. 

Labour law reform is an old chestnut that is taboo to all political parties. Its absence prevents our taking advantage of our expertise in products like garments, toys and leather which are labour intensive. Foreign direct investment needs opening up some sectors and less uncertainty than there is on regulation and taxation. The European economy will take two years if not more to stabilize. The USA has to raise domestic and public savings, which means less consumption. No American politician will plead for it. Meanwhile oil prices are high, and the falling Rupee makes it more so for India.    

  Our leading politicians in all parties are inept, many times venal, self-interested at the cost of the nation and the people. State governments are no different.    

          Our economy is besieged on domestic and external fronts, by our inactions and by global events. It is badly led. 

Any optimism about an early recovery of the Indian economy is misplaced.  (1255)
