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STATE OF THE ECONOMY-STAGFLATION IN THE FUTURE?   By    S L RAO

The economy is back on the front pages. ‘Feel-good’ statements from economic policy-makers have started, but will not help. The economy will not revive by October this year, even if the monsoon is good. The poor demand for most consumer and industrial products over the last year is due to diminished rural purchasing power, a result of the poor agricultural production in the last two years. But the reason is not poor monsoons.

Food grains and oilseeds form the most significant parts of rural production. Variations in them would have the greatest effect on rural purchasing power. Deficient rainfall in 71 districts for a second successive year hit food grains and oilseeds production in 2000-01. Agricultural production fell by 3.5% against a fall of 0.7% in the previous year. Oilseeds were also hit by the surge in both official and non-official import (principally through Nepal) of oil products, and their depressed prices. The sharp increases in duties on palm oil in the 2001 Budget have reduced this. The recent rise in its world prices makes this duty rise redundant. The burden is on the consumer who has to pay far higher prices for indigenous oils, and for imported oils as well.  What is needed is to remove the restrictions on modernization and expansion of the oil crushing which result in high retail prices to consumers, poor prices to farmers, high profits to processors, and losses to society because of inefficient processing. 

We already have over 45 million tonnes of food grains in stock. The off take from the public distribution system had fallen because pds prices were higher than the market. Now prices have been reduced for the ‘below poverty line’ groups. This may improve pds off take. Exports have been deterred by prices and poor quality. A good monsoon will add substantially to stocks, and, so long as support prices and procurement prices are the same, government deficits will rise sharply with procurement. This will further reduce government expenditures on investment in physical and social infrastructure. The appointment of Ajit Singh as Agriculture Minister confirms that there is no political will to lower procurement prices. If they are reduced, farmers’ purchasing power will not grow. If government does not buy, farmers will be left with large stocks, which will depress prices and rural incomes. A good monsoon, which will add to stocks for markets, will not be a blessing. Declining public investment and poor productivity in agriculture have caused erratic agricultural growth in the last decade, not bad monsoons. 

Industrial growth has also been affected because of government’s inability to spend on physical infrastructure and poor productivity growth because of out dated technologies, systems and processes. Unlike in agriculture where private investment has been buoyant, that has not been so with industry. Industries have been unable to raise funds for investment, due to their perceived unreliability.  New equity investment is no longer safe for investors. The financial regulators have not been able to build investor confidence, and there is no sign of the necessary speedy investigation, trial and severe punishments needed to do so. 

If raising equity is a problem, so is corporate debt, which has left banks and financial institutions with large and rising non-performing assets. 

The FM talks of spending in a few months, over Rs 50000 crores in unspent public investment. Our administration cannot mobilize itself to spend large sums on investment, credibly, correctly and speedily. Even if it is spent, demand will not rise instantly. There will be a lag.

There is no reason to expect an economic uplift because of a good monsoon. Investor confidence must be restored; public investment must increase substantially and that will take time, and requires government restructuring to reduce current expenditures; there must be a correction of the distortions in agricultural pricing; private investment in industry must increase. Public investment may rise a bit. There may be a revival after a year or more. It will be temporary and erratic till government reduces food grains stocks, removes restrictions on processing of agricultural products, and corporate restructuring improves industrial productivity. 

High government investment and consumption expenditures will result in inflation, but with little immediate effect on growth. So will a good monsoon. The decline in other world economies might aggravate the situation, by affecting exports. The danger is the return of the ‘stagflation’ of the 1970’s. (740)  

