Dilemmas in policy prescription
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Policymakers who plead for increased govt spending to boost growth must spell out how high a fiscal deficit they can tolerate

CRANGARAJAN

here has been a spate of

suggestions on how to

deal with the damage

caused by Covid-19 on the
Indian economy. While there is a
general consensus that the situ-
ation warrants substantial increase
in government expenditure, there
are differences among analysts on
the nature of expenditures and the
quantum. Some analysts, including
editorial writers, fail to take their
policy prescriptions to the logical
conclusions.

Expenditure types

In a situation like the present one
which is marked by weak demand,
the standard prescription oftered
by Keynesians is to raise govern-
ment expenditure. The original
Keynesian formula did not make
any distinction between one type of
expenditure and another. In a
broad sense, this is true. In the
present scenario,any increase in ex-
penditures whether it be for health-
care or cash dole for the vulnerable
groups or any other type, including
what is described as ‘stim-

" humanitarian angle. Vulnerable
~ groups including migrant labour

need immediate relief. The primary
reason for the cash dole is not stim-
ulating demand.

Lack of demand is felt in sectors
such as the hospitality sector which
includes hotels and transport, real
estate including housing and other
industrial segments like auto-
mobile. Cash dole for the vulner-
able groups will not take care of the
weak demand for the products in
these sectors. Industries plead for
sector-specific relief.

Besides healthcare expenditure
and relief measures, what is re-
quired is a sharp increase in capital
expenditures of the government
and public sector enterprises. They
can lead to a general increase in de-
mand through backward and for-
ward linkages. An aggressive cap-
ital expenditure programme by the
Centre and State governments is
what is needed.

Quantum of expenditure
The quantum of expenditure is also
related to its financing. One may
not be concerned with this issue, if
there is no problem with financing
the expenditure. But this is hardly
true. When analysts talk about in-
crease in expenditure, they should
have a fix on what the fiscal deficit
will be and how it will be financed.
In fact, the fiscal deficit depends
upon the revenue of the govern-
ment as well. This has
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for the Central Government to
maintain the level of budgeted ex-
penditure and also provide for ad-
ditional stimulus, its fiscal deficit
may have to be increased to close to
an estimated 8.8 per cent of GDP.

This consists of estimated revised
budgeted fiscal deficit of about 4
per cent of GDP due to lower de-
nominator value of GDP plus 2.5 per
cent to make up for the shortfall in
tax and non-tax revenues plus 23
per cent for the additionality over
the budgeted expenditures in the
already announced stimulus pack-
age including the recently an-
nounced first batch of supplement-
ary demand for grants.

States’ deficit will be 5 per cent of
GDP.Adding the Centre’s and States'
fiscal deficit, the combined fiscal
deficit amounts to 13.8 per cent of
GDP. If the nominal GDP actually
contracts in 2020-21, the fiscal defi-
citas a per cent of GDP would go up
further. This is a distinct possibility
as some of the latest forecasts point
to a decline by 10 per cent of real

output. This also does not take into
account any additionality to bor-

rowing because of GST compensa-

tion.

This is a large fiscal deficit and
cannot be financed through nor-
mal channels of savings primarily
from the household sector and in-
flows from abroad. The support of
the RBI becomes inevitable. The
monetisation of debt even if it is in-
direct has implications for the eco-
nomy including that on inflation.
Theimpact oninflation depends on
a number of factors such as the ex-
tent of increase in reserve money
and the size of the money multi-
plier which again depends on
credit growth.

One can ask, given the current
situation, what is the likelihood of a
sharp increase in inflation. As indic-
ated earlier, it depends very much
on the growth in money supply.
With all output forecasts bleak, the
concern cannot be simply brushed
aside or pushed under the rug. Poli-
cymakers and analysts who plead

for increase in government ex-
penditures must take a view on
how high a fiscal deficit they are
willing to tolerate.

Given the severity of the current
situation, we may perhaps have to
live in this year with a fiscal deficit
of around 14 per cent of GDP. At the
same time, we need to be conscious
of the implications of such a high
level of deficit in terms of its finan-
cing and the subsequent impact on
inflation.

Lockdown and growth

There is also a concern how effect-
ive monetary policy and fiscal
policy can be under the present cir-
cumstances. A substantial reduc-
tion in restrictions is a precondi-
tion for faster growth. The
government will have to look at
other alternatives to prevent the
spread of virus.
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