AN EXPERT EXPLAINS: N R BHANUMURTHY

Why lower fiscal deficit isn’'t always good news

THERE IS growing concern about the slow-
down in India's economic growth. Last week,
RBI, the country's central bank, cut repo rates
by 35 basis points — the sharpest cut in nine
years. UDIT MISRA talked to N R
BHANUMURTHY, Professor at National
Institute of Public Finance and Policy, to un-
derstand what is causing the slowdown and
whatpolicy measures are needed.

What is the nature of India’s economic
slowdown ?Isit cyclical or structural?

In any macro time series, there are two
components. One is the structural or the per-
manent component, which is largely deter-
mined in the long term by factorssuch as in-
stitutions, productivity, human capital etc.,
and the second is a cyclical or the temporary
component, which refers to short-term fluc-
tuations. You have toseparate the twoand see
how they are behaving as well as howitis ex-

pected to move in future. If you cando this,
then the prescriptions required to address
them would be very clear and different.

My assessment is that in India at present
both the components seem to be ina slow-
down phase and the projection is that it will
slow down further.

Which are the key issues that bother you
maost on the structural and cyclical
aspects in India’s slowdown?

Unfortunately, the realisation that the
economy is slowing down has come late.
Many of us have written that the slowdown
started much earlier, The second issue is, when
the slowdownis real, we should've gone fora
countercyclical measure, at least to address
the short-term fluctuation. But by not accept-
ing the slowdown, the fiscal policy followed
was pro-cyclical, which has only accentuated
the problem.
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You have two major policy instruments,
one is the fiscal policy, and the other is mon-
etary (interestrate) policy. Ina cyclical down-
turn, it is the fiscal policy that should have
been ahead, followed by the monetary policy.
Whatwe have doneisthe opposite — to such
an extent that monetary policy appears tobe
fightingalonely battle. I thinkthat sequencing,
aswell as the response to the slowdown by
the fiscal policy,isaserious cause forconcern.

What would beyour policy prescription
to increase economic growth?

The first thing is to increase household sav-
ings. Given the declining deposit rates, the
banking systemis actually recovering its losses
at the cost of household savings. The govern-
ment could have come upwith savings instru-
ments (suchasinfrastructure bonds). Insum,
the present macro policies could lead to dou-
blewhammy —fallinhousehold savings and

increasein household leverage.

Second, we need to correct a structural pol-
icy misstepintroduced by Finance Bill of 2018
that did away with targeting revenue deficit
and compromised on the public capital expen-
diture, This was the beginning of growth slow-
down aswell asdeterioration of the fiscal situ-
ation. Many are happy that the fiscal deficit is
comingdown, but we don't understand thatit
squeezes the economy further when thereisa
cyclical slowdown. It was explained several
times thatthe FRBM Act is notan expenditure
compression mechanism; it isanexpenditure
switching mechanism. 1 hope that the 15th
Finance Commission cancorrect this mistake.

But the low hanging fruit is to quickly re-
capitalisation of public sector banks (PSBs).
There could be resistance for this, because
PSBs are considered inefficient, but unlike pri-
vate banks, public sector banks have large so-

cial obligations.



