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A PRIV-.R ON BUDGETARY POLICY
OR, HOW TC CED D 0y MONEY ILLUSION

Cheoius: ~For fear, ~nforcing goodness,
iust somewhere reign enthroned,
And watch %o WOYS, cesseasese
00 0 08 YD ¥ LIPOOE. BB OOOOSOESPEBOEIBNOEOTN
This above 11 I bid you: reverence
Justice! higlh altar; les no sight of gain
Tempt you to spurn with godless insolence
This sancti‘:},’.....-...."

Aeschylus, The Fumenides, 519-44.

Mr., VoP, Singh%s sccond Budget is not as novel as
was his first, but it provides an interesting instamce of
learning by doing ¢ ~ @~ - ncst and hard working man,
thiough tlic proceusu opcars painfully slow and there is no
sigr as yet of thc financc Ministerts coming to grips with
the basic issucs rclevant in this conmncction. At about
this time lagt ycar we drcw attention to some of the
palpable zbsurditicc of the policy package: contained in
the previous Budgcr (TPW, 4985, pp.707-10), c.g., the
cut in Plan allocation for Rural Deveclopment and related
pregrammes ith FCT*n stoclk of fooderoins mounting to 30
million tonnes; libcuialisation of imporis in the face of
the forcign cxchtny: conotraint; rnd cncouragement of the
inflow or projects iind ecquipments {om abroad while the
domestic copital “oods sector was plagued by the problem



of underutilised capacity. Some of the measures taken in
the curren’ Budget - e.g., the sixty four per cent increase
‘v, the Plra allocation on Rural Development and Employment
Progrormes over the List year's figure (Budget Estimate),
~ne tex per cent riv: in basic customs duty on caop ital
goccs anca project imports clong with a 5 per cent deduc-
tion in the import dvir on components of capital goods,
and the upward revision of customs duty to 110 per cent®
in respect of 32 machirie tools where. domestic production
has been established” (Budget Speech, p.41) - arc in fact
designed to undo thce dmmage done by the previous Budget

on the three fronts noted carlier,

While the rcversal ol the policy in these respcects
is no doubt welcome, the ccucral thrust of the fiseal
measures is still far away from the major objective that
wgrecter producticon... be &llied to juster and more
equitable distributicn, so that the-increased wealth may
spread cut among the people® (Nehru, quoted in Long Term

-——

Fiscel Policy, p.1). In cximining the most importont

features of the Budielt preposnda we require to keep in
constant view thic unde <tal objective; but of more
immediate interest tc us is the extent to which Mr, Singhts
policy ~ddressed itself to the pressing problems “of
roicing resource:: for the ; lan without fuelling the fires
of inflation" (Budrct Specen, p.4), of disequilibrium in
the Balance of Payrment:, @ ¢i the sharp rige in the
nunber cf job gecke - o .. ratc of increcase being 8.7 per
cent between end Auvgust 1989 nnd ond Aurmaost 1984) ~
problems which the Economic Survey itself underscorcs




(pp. 45-46,61, 15, 95-6), ‘nd the solution to which will
go 2 long way toward~ “i.  t{taimment of the major objective
noted above,

1. The Sinple Econcmics of Rescurce Mobilisction
An Aggregotive View

It is elomcoary but important to ranember thot
rescurce ncbilisa’ion through the Budget for development
planning consists n-t so much in gaining command over
funds, but more in rcleasing resources for capital formo-
tion in the desircd direction, From this viewpoint the
efficacy of the Budget is indicated as.a first approxima-
tion by the surplus on Revenue Account, and not generally
by the various catczories of borrowing which account for
around 40 per cent of the btotal receipt of the Union
Government., The reoson i. that internel loans token by
the government ordinarily constitute not a net addition to
the investible surplus of the economy, but a transfer
fron the private to the public secctor, Such borrowings
contribute to resource mobilisation only to the extent
people are induced t~ consume less by the high rate of
return on these finonecinl assets (due largely to fiscal
concessions gronbced Lo their holders). However, though
saving in 2 particular form has been found to be responsive
to its yield (reloively to cther types of assets), there
iB no evidence to ~uzgest that aggregate saving out of a
given level of income is positively related to the net
interest rate, Thi: hna important implications for policy
measures which apperr ot tc have been adeguately apnreci-
ated so far by the frwuc,t ~f the Budget,



Resource demobilication 14 -ough incentives to saving

T..7: n0oint to note here s that the various fiscal
incentives dovined for the promotion of saving may have
cxetly thoe opposite offeel, ng they cnable the tax pnycer
+t0 raigc his disposnble incomc for the same amount of
soveng merely throvyh n switch to some opeeificed form of
finmeial coocet(a).  Thus consider the casc wherce the
individual decidcc to buy dB amount of National Savings
Certificates at tl'c cxpence of fixed deposgsits with
compercial bonks, Additional consumption as a result of
this shift in thc portfolio is given by

aC = cte 2L : casees (1)

where dC = addition2l cor-aaptiony ¢ = marginal propensity
to consume out of disposable income; t = marginal tax rate;
e = proportion of saving (in the particular form) exempted
from income tax, With a purchase of NSC worth Rs. 1000 the
consumpticn of thc individual will go up by Rs, 120 if 50
pcr cent of his purchagsc is tax excmpt, the tax rate at

the margin 30 per ccnt, ~nd the marginal propensity to
consume 80 per cent 4 the Budgct document will show
additional capital receipts, but investible resources

of the economy havc rcgistered o declinet!

The magnitude of such leakage from the total saving
of the community would be substantial if people use their
pa.gt sa&ings for buying financial assets on whiah new
fiscol concessionsg are granted, With a given set of



concessions the effect due to portfolio adjustment will no
doubt taper off over time for an individual tax payer. But
the essence of development plamming lies in the generation
of investible resourccs as carly as possible, Moreover,
the contractionary effcct on aggregate saving noted above
may gain in strength ai morc people become liable to pay
the income tax aﬁd cxisting tax payers move to upper income
bracketsg( Mr, Singh (like his predecessors) ignores this
factor altogether when he not only retains all exemptions
end other incentives granted hitherto, but also proposes to
raise funds (outsidc the Budget) for public sector units
through bonds with high coupon rates backed by substantial

fiscal concessions,

The gist of our argument is fairly simple., Fiscal
concessions on specified forms of saving may in fact be
counter productive®, since the tax benefits are not then
on net savings, The National Deposit Scheme (New Series)
outlined in Long Term Fiscal Policy (LTFP, pp. 27-8) also
suffers from the same defect: though it seeks to relate
the incentives (unlikc M7 .-type gchemes, sce fn.2) to net
add not gross accunulation of deposits, still it is not
net oggregate saving but additional holding of & particular
finonciol asset that is sought to be promoted. Hence the
necessity of moving towards a system of expenditure tax and-
of getting fid of the so-called fiscal incentives to saving,
even though they have enabled the goverrmment to add signi-
ficantly to its Copital Receipts.



This does not mean that govennment borrowings have
nothing to contribute towards development planning. For
one thing, loans from exturnal sourcea does augment the -
investible resource:r of thre economy, We choose, however, to
ignore them for the present partly because they have been
relatively wnimportznt ¢ pared with (direct and indirect)
borrowing from the public, but largely because they give
rise to problem 4 o discussion of which will take us for
afield from our prcsent concern. Borrowings from intermal
sources have also a key role to play when our Plans require
around half of aggrcgatc investment to be undertaken by the
public sector, Dut ivcn this allocative rolc of borrowing
should not be confuséd with its role of resource mobilisa-
tion, especially sincc the former would have to be in
consonance with thc requircment of leaving onough resources
for the private scctor to fulfil its Plan target of
investmen 5. The overalli impact of fiscal measures on
resource mobilisaticen is ihus indicated better by the
surplus on Revenuc Account than by any other single figure
in the Budget,

‘ Judged by this criterion the recent performance of
the Ministry of Finance has been far from satisfactory. The
deficit of Rs 5940 crorcs (RE) on Revcanue Acenunt in 1985-86
is higher than thc Budget estimate by R 339 crores and
amounts to a littlc over(0.4 pcr cent of GDP, What is more
disturbing, the cwrrant yearts deficit on the same account
is expected to be higher than last year!s Budget ond revised.
estimates by 33 per cent and 16 per cent respectively. Thus,
contrary to the olLjcctive aired in Long Term Fiscal Policy



of rcducing the deficic as-a proportion of GDP to 1.3 per
cent in 1986-87 (LTFE ,n.11, Tablc 3), Mr., Singh seeks
(through operations o Re-ciiue Account) to bring down the
investible surplus by noarly 0,5 per cent of GDPY

Towards a direct tox holiday?

The gap between protestations in Long Term Fiscol
Polic: and the practice in the current Budget is no less
wide in the sphere or tox structure. Inm LTFP (p.13) the
Mini=try of Finance has promised "to increase the share of
direct texes in toinl tax revenue over time"; in fact, the
rotio of direct to indirect taxes (net of states? share) in
the Tmion Budget is proposed to be raised from 23.8 per cent
in 1985-86 (LE) to 26, per cent in 1986~87) ond ultimately
to 28,7 per cent in 1939-90 (computed from Table 4, LTFP,
P.13). However Mr. Singh ras now budgeted for a sharp
decline in this rati. te 19.1 per cent in 1986-87 (computed
from Budget at o Glonce, p.2)., Indeed in spite of the
rhetorics in both LIFP and the Budget Speech the fact
remting that the ratio of direct toxes to gross tax colle-—
ctions of the Centre fell from 21 per cent in 1984-85 (RE)
to 19,3 per cent in 1935-86 nnd is expected to ge down
further to 18.4 per cen’ in the: current financial year
(LTFP, p.21; Budget 2t o Glance, p.2).

The lack of auy earnest effort on the part of the
govermment for arresting, not to say of reversing, this
trend of declining importance of direct taxes is attested
by this yearts Budget proposals themselves, Out of the



additional tax revenic c1 8 488 crores expected to be netted
undor these propoonls only a pnltry sum of Ro 21 crorog will
be from direct taxes, Even this figurc is highly suspect
since concessions to income tax payerc in respect of standard
deduction alone ic likely to cost the Exchequer nearly 100
creres with obout helf of 4 million income tax payers
availing of the tenciit ot the average ratc§. Add to that
(besides the releifs granted last yeor) the complete |
exenption of imputed inceme from owner~occupied housesz,

and concession gronted in respect of copital gains through
cdvancement of the dote by more than 10 years (from 1.1. Y64
to 1.4. '74) for determining the cost of assets, addition

of new categorics of nssets te the exempted list and doubling
of the limit for stocndard deductien from Rs 5,000 to

Rs 10,000 - and the TFi<vxr: . hkinistry?!s mocning in LTFP (p.23)
on the lack of buoyiiicy in direc tax revenues because of
rnarrow coverage ¢f the working population, numerous '
exemptions and deductions", etc,, caumnot but ring hollow,

In fact, oven the figures cited by us do not fully reveal

the relative weights placcd by the Ministry on direct and
indirect taxes: cur »f Rs 1820 crores of additional resources
slated to be raicel by public enterpriscs during 1986-87 a
substantial part v li be frenm incrceagd® in adninistered
prices, and their cconermic impact ic cooentinlly tho some as
that of & rise in indirect taxes,



All revenues are equi.., btut come are more
equal thon others

Our ccncern ot the ercsion of the base of direct
taxation9 is not simply on account of distributional con-
siderations = though that should never be lost sight of in
a country like ours -, but becouse indirect taxes are in
general less effective than direct ones as an instrument
of resource mobilisation., Since this perceptien is con=-
spicuous by its absencc in the Economic Survey, the
Long Run Fiscal Polity or the Budget itself, we may as well
dwell on this point for a moment,

To see most clearly the differential impact of the
two types of taxes consider mn cconomy where factor prices
(in nomincl terms) arc inflexible in the downward direction
on assumption not at significant varionce with the Indion
oxperionce, In the nbicnce of any (intra-privute sector)
redistribution effect rosources released in real terms
from additional revenue collected through direct and
indirect taxes are opproximated respectively by -

dR

c rpl ooao..(?)
d T
n

= m .Y: P, P, ST 0_100(3)
dR = c.d T,. v T, ~ Ce 1+(dfTh/&'7
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where *R = additional amcunt of resources released measued
at bose prices (defined to be unity by choice of units);

¢ = narginal propensity to consume; @ T, = additionol omount
of direct tox; 4 T = additional cmount of indirect toxes;
cnd Y = GDP at base prices, Thus for the same amount of
odditicnal rcvenue, rosource mobilisation through taxes on
cermodities is less than that from taxes on incomes, and

the differential impactv of the two will be the greater,

the lcrger the mogni‘ude cf additional indirect tax colle-
cticns as o proporticn cf GDP,

Resources rclcased through d T, will in fact be less
tharn that indicated by the r.,h.s. of (3) to the extent wages
are linked to the cost c¢f living index and prices are sct qn
8 cost plus basis, Il mcnuy wages are adjusted by a fraction

for every unit incrcasc in the cost of living index,
additicnal resource neobilisation through indirect taxes
will be given by the new rclation -

arT
dR = Qe mmm mpese—peans .13 ——— e P h e et -
1++ (4 Th/Yj 7 ="

wherc is the rotic of wage to 2on-woge incemes in net
valuc addedlg{ BEquaticn (4) discloses dramatically tha 1
limits to the efficacy of indirect taxes as an instrumont
for rcising additional rescurces: the efficacy is complctely
lost when equals or exceeds /(1+ ) — a situaticn quite
within the'bounds of possibility, though we choese not to
overcnphasise it, The main peint tec note here is that when
the gevernnment persictontly relies cn indirect taxes, ianfla-
tionary expectations cre built into the system of setting



wagers ~d pvices, ond crocde thereby the resource mebiliso-
tien onpact of thesc @ casures,

The above rci.i, 1ing does not inddcate fully the
ciffictvy of direct tivicu as an instrument of rosource
rolild sedlien for a pltumed cceonomy liko our 11. Note that
rost jaumtitative centrels and restrictions as also
nunercud subsidies in voricus forms are deemed necessary
prinari'y tceccause of existing inequalities in income and
wecltn, Thesc measurc: not -uly crcate distortions ond
widen the scope for cc.iupticn, but alsc ecot up (in the
procces of their exccution) a nct inconsiderable amount
cf rescurces, both public and private, The drain cn the
invertihle surplus c¢cn this count can thus be greatly
reduccl with greater relionce on direct rather than indirect
taxes.

Inter.ow hike = in whcse intcrest?

The trond towards demobilisation c¢f resources
thre:. ;2 the Budget has been further strengthened by
Mr, Tiagh tarcugh tho risc in interest rates on Provident
Tunds and the prepesed issuce of bonds by public sector
enterprises ot very atltractive rcies of return. As we have
argued before, there ic no i nificont relation between
intercat rotes and &ébpggggg‘savihgs. Hence the preposed
neasureg, instead of adding anything to the current
investible surplus cf the economy, will raise substantially
the intcrest burden of the government sector. The captive
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market for govermment sccurities under the monetary arrange-
ments in force has so far m.ie financing of public sector
inventment poosible ol it compuratively low wveruge intercut
rate of around 9 per cent (see RBI, 198%, Ch.3). This has
not only bcen an important means of resource mobilisation
(the effect of such low rates being practically the same

as that of taxation of interest incomes), but has-lent also
an clement of progressionlg/ in our fiscal system, as
intercst carnmings accruc mainly to the relatively afflucent
sections ¢of the community.

Thus Mr, Singh!s mcasures on interest and bond
issue by public sector enterprises amount to an income
transfer to the well-to-do ot the expense of investible funds,
Indeced, if all existing loans tocken-by the Government were
to bear the proposed intcrest costs, the resulting magnitude
of rcsource dcomobilisatim would be of the order of Rs 5000
crorestd - o sum lorger thon the total food and fertiliser.
subsidy by Rs 1300 crores (computed from Budget 2t a Glance,
p, 6). The all out drive of the Government to rcduce costs
on account of subsidics that can have an immediote impact
on poverty and malnutrion, coupled with its rendiness to
fritter resources away for *the bencfit of upper ond middle
income groups, suggcctsc thnt something is wrong with either
its cconomic logic or seocial sympathics,
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2, Resource Mobilisnticn -

R S

A Disaggregative Approach

.. So far our annlysis has been conducted on the tacit
assunpticn of & single commodity or of perfect substitute~
bility (in prcductocn or through trade) among various goods
and services, Gival the limited possibility of converting
one commodity into another "= the short ond medium runs,
fiscal méaaures aime..  cr2ly ot the mebilisation of en
aggregote surplus on Revenue Account are unlikely to be
very effective-in our economy. As we have indicated else-
where (Rokshit, 82/83), since both demand deficiency ond
supply bottlenecks may operate simultoneously in different
sectors in countrics like India, tax mecasures ond Plan
allocotions on diffcrent hoads must be related to the
nature of the constraints in force.#'chce our overall
cpproval of this yearts larger allecentions on Rural
Develcpment and reloted programmes'the incremental demond
from which is mostly for fcodgrains.

Nete thot in the absence of any substitution
possibility whatscever between consumption ond investment
goods there is no ncccasity ~f taxation for mebilising
investible rescurccs., tuestituticn possibilities:arise
partly becnuse thore are goods (c.g., outomobiles, refri-
gerctors cr furniture) which con be used for both consump-
tion and investment, but mainly because the two types of
gocds draw on some commoen intermediate inputs like

petroleum, transport, steecl or clectrici 14. It is also
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important tc recegnisc that resources required tc be relcased
depend crucially on thce pattern of investment proposed to be
undertaken: little will be gnined by reducing the subsidy on .
focd 1f we want to buil” o cteel or o power plant (even if
the ccst cf the plant at base prices equals the amount of
subsidy withdrawnléé. If the above sounds like luﬁouring

the cbvicus, our humble submission is that the framers of

the Budget appear nct te have paid much attention to such

gimple principles, Tct us elaborate,

On_customs oand habits of thought

LR e

Customs and habits dic hard : all our Finance
Ministers have followed tho age 0ld practice of relying
heavily on inport duties for ranising revonue., In fact, in
the current Budget customs are expected to contribute more
thoan one third of the total tax revenue and as much as
R8s 407 crcree out of ks 488 creres of additional amount
due to new tax propccals,  Now, import duties constitute
an impertont Budgetary instrument, but we should be clear
regarding the objective they are intended te serve.

In this case, as is well known, there is generally
a conflict between the revecrue and the protection objectives:
the latter is served best when collection from this source
becomos negligible, & the potential buycrs of fereign
goods are forced to uwiteh cver to their domestic cubotie-
tutes. Though the prefessed objective of the Finance
Minister in raising customs dutics is protecticn cof our
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canital ¢oodg inducircy, the fact that a substantial revenue
gain s cxpected fron this source suggests that the industry
can expect little relief on this count, at least in the
current financial yvaxiﬁ{ Joes the measure then pfbmote the
objicetive of resourcc mobilisation? Unfortunately the answer
is on unequivocal 'no!, and its reason needs perhaps to be
spclt out in some dcteil since this has an importent bearing
on »olicies relating to the structure of indirect taxes and

prices3 cdministercd by the govermment,

The clue to our answer is once again that, the
ovr>r2ll resource irobilisation impact of a measure consists
in a vreduction in ti¢ consumption demand for goods that
compote cirectly or indirectly (through their use of common
inputs) with investment (or goods which the govermment
prcposes to procure)., Consider then the case where the
Hindustan Machine Tools pays on addttional duty of Rs 1
lalth for its import of some equipment., The current earmings
of workers engongec °;y ¢ company or the disposable nominal
inroves of people nnywhorc celse in the domestic sector are
left unaltered by this extra revenue going to the government
coifers: nor is there any attendant rise in the prices of
coisurier good511( Hence (except for their differentinl
imvact on money supply) this source of govermment revenue
stonds on the samc (ooting as deficit finoncing. (To the
extent the import demand for capital goods or their
components is inelastic, duties on these items do not
contribute anythiry either towards the solution of the
Bolance of Payments problem), It appears that Treasurers



in the olden days had hod o better grasp of the basic

Ziserl rules thon their present-day counterparts in develep-
ing countriest (Impcrts ir those days, let us remember,
consisted primarily of items of consumption and the 'Kingst
cxpences werce 2lso mently on this group of commoditics and

scrvicosl§4.

This does net wc'r “hat duties on imported capital
goods or their componints have no role to play in 2 countiy
like ours., Apart from rendering protection to fledgling

units or to industries operating with excess capacity, such
toxes can be uscd to discournge investment in particular

soctors of the cconcry (or in particular forms)., If we
wont HMT to cut down its senle of investment, duties on
its imports may do the trick; but we should not delude
ourselves with the belief that all collections from customs
provide o non=infloianary cource of financing government
oxpaidi turo, '

Indircct taxes ant adminictercd prices

The above line cf rensoning may casily be extended
to locate the rescuicr. - ilisation effect of indirect
taxes and of an incretsc in prices of public sector
enterprises, To the extent these measures raise the cost
to investors, there is no addition whatsoever to the
aggregote investible resources of the economy12(~(In fact
if bonus or moncy woges in public scctor enterprises are
linked partly to r.~fitn, the price incrcasc will make a
negative contribution townrds resource mobilisation),
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The salutary effect of the measures under considera-
tion can come about only through & rise in prices to the
consuners, and not tc the investorszo. Hence in the Indian
context equations (3) ~nd {4) do not yield o satisfictory
measure of resource nobilisation from indirect taxes., If
Vi 1gnorc partial incdexation of money woges and distinghish
between only consumption and investment gocds, resources
relcaced by the additional collection of indirect taxes
will be given roughly by -

A T
dR =1 -‘.‘:‘*_.(/\ dT /c) [ N B N N N I J (5)

wheyrc A = fraction ot additional taxes Trealiscd from the
purchase of consumpticn goods, and C = value of consumption
goods at base pricces (taken to be 1 by the choice of units),
This, however, indicotes the cmount of consumption goods
released; the rise in investible surplus, dRi, would then
be =

hg d T ’
dRi = 1+(x.._ .T_/CT.. 0000000(6)

where £‘is the rate of substitution at the relevant margin
of investment goods for consumption 1rt1clesgl/

Equation (6) points to two of the basic wetknesses
of our fiscal systen, First, the incidence of most indirect
taxes and hikes in adninistered prices falls more on
investment than on consumption goods, Even if, in the
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absmace of detailced lata, we are forced to turn conservative
ond assunce the incidcence on the two types of goods to be in
proporticr to their chare in GDP, we come up with a stagger—
ing figure ¢f arounc Ra 6150 crores as constituting on
ovorcatimategg/(from an eccvonist?s point of view) of tho
Union Govcecrmmant?s rccoits on Revenue Account in the

198687 Budgetgé(

Sccend, to the extent is emall — i,e,, indirect
taxes or the rise in administered prices roduce the consump-
tion cf cermoditics and scrvices that do not compete signie—
ficantly with investiient geeds for their inputs -, therg:is
not much addition to the invoestible surplus ji real terms,-
Thus consuners should be forced to poy more for (or rather,
to curteil their concwaption of) electricity, cutomcbiles,
refrigerators, pciroleum products or steel furniture, and
concessions granted by Finonce Ministers to relatively
affluent housewives cﬁ such items run counter to the canons
of evan irfergemeraticnal distributive justice.

Distributive justicc, intra- ond inter-generational

What of the burden imposced on the fcommon mant. by
the rise in pricec of consumer gooCs? Needless to soy,
justice ‘cmands that price increases should as far as
nczoible Le confined te these oods which figure more in the
rich thtn in the ;cor nants menu. Fortunately there is no
conflict at this stese of cur economy between intrao-~.ond
intor-generational distributive justice, since it is the
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goods consumed by the rich that can bc more easily trans—
formcd intc investment.

This really ic on extension of the principle laid
down in Long Termm Fiscal Policy itself: "Imports of non-
egscrtial consumer goods will centinue to be bamed®
(1TFP, p.42). This is a sound policy meosure in view of
the foreign oxchange constrnint faced by our economy, But
lot us note that pro” ctirn of these non-—cssential geods
for demestic consumplion constitutes no less n drain on our
scarce investible recources: if we bon the import of
passenger coars.on thc ground that they are non-—essential
consuner geods, justice (allied with- cconomic logic) é@cmands
that we should not fritter our steecl, fuel, transpert,
engineering skill ond foreign exchange awoy in trying to
produce them in the <“omestic sector.

The pclicy nmreucription sugsested above is, as the
perccptive reader nust have realised, bnly o secoend best
alternative, Moncy is said to burn holes in peoplets
pockctss if the rich are deprived of one scurce of consunpe
tion,ﬁthey are sure to find new ways of satisfying their
ne06833( Honce we cce 701 civele anc are made to realise
once azoin the cardirzi lnportance of securing on equitable
distribution of income = through income transfers by woy
of direct taxes and provision of goinful employment to the
indigent,



3. On_jobs, Means and Ends

We propose in this commection to confine ourselves
to only those aspects ol Mr. Singht!s Budget which appear to have
an immediate bearing on the problem of unemployment. There
are three sets of Budget proposals that are addrossed
directly to this prblem: the first relates to protection of
the capital goods industry. itlirough higher import duties on
these items (Budget Spcech. .41); the sccond to the '
substantial incrcase in Plar allocation on Rural Development
end employment gencration programmes (Budget Speech, pp.14=6);
and the third to the growth of small scale industries
(Budget Speech, p.31).

We have already notcd the rather limited protection
effect that the risc in import dutics on capital goods is
likely to have, What is rcquired herc is an identification
of (subgsectors foacins, the dunond constraint and a corres—
ponding adjustment of our investment programmes keeping the
ultimate objectives of planning in view, If production of
certain types of capital goods is judged (after a careful
balancing cf pros and cens) wasteful in the long run,
further investmint in thesce lines of PTrduction should be
discouraged; but it will |- {fcoolish, in a capital poor
econcmy like ours, not teo mnke the best of cven bad invest-
ment 2lrecdy made,

The enlorged prograammes of employment gencration
in rural areas arc by for the most attractive feature of
Mr. Singh's Budget (-nid ac we have observed, they are alsc
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the least costly in real terms)., However, in order that the
'programmea do not degenercte inte o scheme-of providing doles
or of merecly extendi. pclitical patrontge, the machinery

for their administrotion needs to be strengthened and their
impact in physical terms monitered. Otherwise there is every
donger that employment thus provided would never be seclf-
sustaining, The danger is enhonced when these activities
are not»caréfully integrated with plons relating to Agri-
culture, and Irrigotion and Flood Control., It is for this
reasen that cne can guestion the efficacy of a policy that
provides for a largc increasc in Plan 2llecation under Rural
Development along with o cut in that for Agriculture,-aond
Irrigaticn and Floed Control (Plan Budget for 1986-87,

pP. 40=2),

Pinally for the promotion of small scale industries,
Space prevents us to go into ony detoil the econcmics of the
measures prcecposed; hLut there are some fairly clear points
that moy perhaps be reiterated in this context. TFirst, the
necessity of providinzg reliefs to emall scale units on
almost o permanent bosis highlights the failure of the
government policy cm cther fronts, especially of measures
relating to finamce, marketihg ond infrastructural focilities
in genercl and provisicn of rationed inputs in particular22(
Figcal concessions to these industries may bo necessary, or
even imperative, for attaining employmoent or other objectives
in the short nd mcdium runs, but the besat poelicy in the long
run is to evolve cuitable institutional structures thot do
not put the small units at a disadvantoge, The reason is
that, otherwise, the rescurce cost of productien %2d adain-
Fo), 78 &
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istration of the schomes of concession would be high and
linit thereby both growth and the generation of productive
anploynent in the cconiony as a whele,

Second, while lowering the excise duties under- the
New Scheme of Excise Concessions for small scale firms, the
Finance Minister has also doubled the limit of turnover
(frca Rs 75 lakhs to Rs 1.5 crores) beyond which the units
will lose these advontages ("to ensure.that the schene of
concessions is a laccder and not a 1id", Budget Speech, p.31).
But the employment objective may be defedtedif the provision
of ladder tc the rcliti.c¢ly large enterprises within the
group puts hurdles to the cntry of new ones, Hence cone~
cessions are required tc be related to the scale which is
deemed- to contribute most tu cur goals of employment or
equity, ond not to some 2d hoc figure for aymual turnover,

Again, turmover ndy not be-a bad index‘of size of
units within o particular industry. But there is no economic
rationale behind fixing the same anount of turnover- for
concessional treaiment for all fims becouse, first, their
ratio of value adcdecd o tetal sales varies widely across
industries, and second and more important, the cptimum
scale (ac defined aLove) is not the same in different lines
of producticn,

The necccoity . 'iscrininating between different
industries within the snall scale scctor is reinforced by
another consideration - o consideration that has formed
alnost a2 refrain of the prcsent paper, In the proceas of
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giving subsidy to all gooeds produced in this sector we may
often proote the preduction and domestic consumption of
iteris of luxury consumption, The argument that their

production genecrates cmployment suffers from the fallacy of
cernposition, since it (the arcument) ignores the ovornll
constraint on auployent (oo nlse cn wolfare programmes)

in 2 plannod oconory,

In such an cceneny the basic cconomics of employment,
cradication of poverty and growth is fairly simple: 2ll non-
cssential consunpticn is o drain on nationt's resources and
linits the attainmant of thesc three najor objectives of
our planning, A ficcol system based on the high principle
of distributive justice can thus go o long way in securing
the purely noaterial goals we h&vé set before us,
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FOOTNOTES

Note that in thic carc the net private saving has
risen by Rs 30 (w.aicl. has been assumed to be held in
other forms), but saving on the Revenue Account of the
government falls ceteidis paribus by Rs 150. Hence the
decline in aggregate saving to the tune of Ra 120,

For a complete treatment of the problem we require to
congider dB itself as & decision variable, But the
fact that remains that since the fiscal concession
permits the individual to raise both consumption and
saving out of o given level of income, the aggregate
saving of thc economy will fall duc to leakage of tax
reverue, .

In fact for relatively short-term financial assots like
NSC fiscol concuusions may be obtained meny timos over
simply through rcpurcraso on thoir maturity (as and
when thoy become eligible for encashment),

Though they moay often be supported for attaining
objectives other than that of resource mobilisation.
Thus, inducing pcople to take out life insurance
policies is eminently justified when there is an
imperfect apprccintion of the imperative necessity of
risk aversion in wmi.l.crs concerning life and death,

On which many a develooment economiat have written at
length, Fortunately these problems are not for the
moment 88 gerious for India as they are for most Third
World countries.

A discussion on suitable instruments for allocation of
the investible surplus of the economy is postponed feor
o future occasion.

Dr, A. Bogchi made this pcint to me, though the basis
of his estimate and the sun mentioned were perhaps
different oand more accurate,
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Thanks to Mr. Singh, n person owning o house and earning
n thrreble dncome of R 10,000 o month can now gcnernlly
look forwerd Le a nct incrcmcnt in his yearly incomc¢ by
Es 8,000, Notc nlgc that sinco 1982-83 while wholaesale
pricoa have ricscon by 22 per cent and the consumcer price
index for urbin neon-manual workers by 21.5 per cent,

the linmit for standard deduction is propesed to be
raiged by 66.7 pcr cent,

The post—-Budget f2ll in share prices can partly be
c8cribed (ﬂpurt from the lack of any institutional
support) to the tax poyerd attempt tc avail of these

. roncessions., In the process even if there is a rise in

tax ccllectione. nédditional consumption cut of capital
gains reduces .nc unvestible surplus cf the economy and
provides yet onother example of resource demobilisatien
hrcvgh the Budecet,

“hat ¢ the Finance Ministerts claim of the 'scundnesst
of the strategy of increasing yields through lower rates
-~ & policy that is said tc have been extremely cffective
lost year (Budget Speech, p.3)? As the document on
UIFP (p.22) rev retls, there was in fact a secular decline
in inccome tor ccllections as o proportion of GDP since
1971~72 even Lhough the maxinum marginel tax rate was
brought down over o twelve~year neriod from 97 per cent
%0 61.5 per cent, Hence last year's revenue gains under
this head couid vholly be attributed to widespread and
nersistent roids corried out by the Income Tax Depoart-—
nnent "nd may thus be said to lend support te the rather
cynictl view of the classicists thot the source of
honesty is the fear cf geds or of autherities, Be

that os it nay, our observations are based on figures
supplied by thc¢ Ministry of Finance itself which has
presumably allowzd fer the srlutary effects of low tox
rates in the Budget ~ctimates, Note alsc that ccteris
poribus an upvard revision of stoandard deduction doeés
not affoct for most people the propensity to disclose
true eornings, but reduces their work effert through

the income effectl



E &

- 26 -

14 i3 Yaw d T
Since dw = ¢ dp, and dp = — -T-- where
aw is the rise in money wage ‘comto per unit of output.

Does the redistributive effect of direct taxes runs
commter, o lo the classical argument, to thelr effect
on resource mob;lisation‘? As haos w:;dely been observed,
in an enmwlative scciety these two effects reinforce,
rother than go against, each cther,.

- Though this effect was considerably wetckened by numBe

rous exemptions to inccme tax poyers, Note that our
conclusion goes through so long as the distribution of
interest incones for the entire populotion is more
unequal than thot of incomes from other sources - o
foirly weok condition in view of the fact that the
proportion of interest to woge incomes is negligible
for peocple in low incone groups

Our figures here are suggestive, rother than: definitive,
To the extent goveriieat sOcurt%iea ore hold by commers
cial banks or pther [inanciol institutione in tho -
public sector, the net leckoge per unit of loon will be
represented roubnly by the difforance between the rates

- proposed and thot paid to the publio on thelr depesits,

No such adjustment is required for "“smoll savings" ond

- governnent securities held by private finoncial

institutions., Hence the rice in interest cost on the
average will be arcund 5 per cent,

We' hcve not mentioned the universol foctor, labour,
since, first, instances of non—avallabillty of extro
labour limit{ng the level of production con be safely
ignored for the Tndian economyj; second, the lag between
a cut in produciion and retrenchment - is considerobles
and third, the process <°f abvsorption cf labour thrown
oub of 30% in one sector into another secter is time-
consuning. X

The basic point to note hereis that this sum should
represent command over extra redources in renl terms
ndequate to produce {or procure from obroad) the !
muchinery, equirmont 'nd other inputs required for the

plan,
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Aud the problen of capocity utilisation, let us note,
is o short~tem one, orising os it does from the
currintvly prevailing domestic ond mtemational demo.nd
conditions,

if the HMT subscquently raises the prices of its
products, its effect can be measured in exactly the

Bam “qa.nner - by looking into the consequent ¢hanges in dic
o820 e income and prices of consumption goods,

Thig is aport from the fact that under the bullion
standard prevolent in those doys o lorger tox colle-
ction alwoys represented o greater commond over
wvegcurces, dorc~tic cr foreign.,

‘mly o lorger omount of funds in nominal terms will
r.ow be required to keep investment in real ferms
wichinged,

Wve imore here substitution possibilities cmong inputs,
which anyway is o long term possibility and is relo.ted
vo the choice of technique problem,

Note that § is generally less than {1 even though the
base prices of all geods arc ossumed to be one,

this is perhaps an undersestimate of the extent of

’owrestlmate s 8ince our figure is obtained without
ing account of profits of public’ enterprises and the

wo.gc-—-push effect of price increo.ses, 2 lo equation (4)

Jomputed from doto given ot Budget ot o Glance (p.2)
with the assunmpticn that gross investment will be
25 per cent of GDP,

- The argunent docs not held to the extent their disposeble

income is redvced through poyment of indirect toxes,
Also, there is not 'much® hom if they can satisfy
theix» *needs! without drawing on rosources required for
investment or essentifl consunption - an extremely
stringent condition indeed,:

The force of the argunent is strengthened by the fact
that small scale firms have o cleur advontage in respect
of wage costas,
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