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FOREWORD

Indian economic policy took a new direction in July 1991. Over the decade or so since then, the
reform process has encompassed all areas of the economy. These wide ranging reforms were initiated and
implemented in order to place the economy on a higher growth trajectory by inducing greater efficiency
and competitiveness in all spheres of economic activity. It can certainly be said that India is no longer an
economy of scarcity and shortages: food stocks and foreign exchange reserves are plentiful; shortages
and rationing of essential goods and materials are memories of the past. In the macroeconomic and
financial spheres, inflation has been contained, external debt indicators have improved, exchange rate is
flexible and the country is free of financial repression. The trade account is open and India has become
much more integrated with the world economy. All this has been reflected in a relatively high rate of
economic growth over the decade and a significant reduction in poverty in the country. The economy has
also become more resilient to shocks, both domestic and external: the twin shocks of the drought and
increasing oil prices in this past year have been absorbed with relative ease.

With data now available for the full decade after economic reforms began in 1991, the time is how
opportune to undertake a stock taking of the reform process and its outcomes. The Report on Currency
and Finance 2001-02 accordingly makes an effort in this direction. In addressing this theme, the Report
focuses on the key reform measures undertaken in various sectors in the 1990s, their rationale, their
content, their impact and emerging lessons for the future. In making this assessment, appropriate
comparisons are made with the previous decade of the 1980s, as also with relevant experiences of other
countries. It is appropriate to mention that there is no attempt to be exhaustive in the treatment of reforms;
instead, some key issues have been flagged, analysed and implications drawn for policy directions for the
future.

The key issue that has arisen in this assessment is that of the growth slowdown of the last five
years in comparison with the first five years of reform. This is also the most important economic policy
issue facing the country today. | hope that some of the suggestions emanating from the analysis offered in
the Report will provoke further analysis, debate and aid policy formulation. The full Report is also available
at the Reserve Bank’s website at www.rbi.org.in. Comments and suggestions are welcome.

The Report has been prepared in the Department of Economic Analysis and Policy (DEAP) under
the guidance and supervision of Narendra Jadhav, Officer-in-Charge.

Coordination responsibilities were entrusted to a core team of economists led by Deba Prasad Rath
and comprising Snehal Bandivadekar, Pallavi Chavan, Sangeeta Das, Saibal Ghosh, Rajan Goyal, Kumudini
Hajra, Muneesh Kapur, Jeevan Kumar Khundrakpam, Arghya Kusum Mitra, Atri Mukherjee, Nishita Raje,
M. Ramaiah, Arindam Roy, Ashis Kumar Sahoo, Satyanand Sahoo, Indranil Sen Gupta, Bhupal Singh and
P.S.S. Vidyasagar.

Valuable inputs were provided by many officials in the Department comprising Somnath Chatterjee,
C L. Dadhich, Ramesh Golait, R.K. Jain, Avijit Joarder, Jaya Mohanty, R.K. Pattnaik, Sitikantha Pattanaik,
S.M. Pillai, A. Prasad, Abha Prasad, Janak Raj, Rajiv Ranjan, Partha Ray, Mridul Saggar, T. S. Sohal and
S. Suraj.
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Almost every officer of the Department was associated in the preparation of the Report. Significant
support was provided by B.B. Bhoi, Dhrutidyuti Bose, V. Fanai, Saurabh Ghosh, Sujan Hajra, Rajeev Jain,
L. Lakshmanan, R. Kaushalya, Neeraj Kumar, Dipankar Mitra, Ajay Prakash, Anupam Prakash, Rajmal,
P.S. Rawat, Siddhartha Sanyal and Vineet Srivastava.

The theme of this report is substantively difficult to tackle. It can form a subject of research lasting
several years without definitive conclusion. The group of young economists who undertook this task did so
with courage and determination. | would like to record my deep appreciation for the dedication with which
the team has worked, and for the hours devoted to this work, far beyond the call of normal duty.

Rakesh Mohan
March 31, 2003 Deputy Governor
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I THEME OF THE REPORT

1.1  The external payments crisis of 1991 induced
a comprehensive policy response comprising
macroeconomic stabilisation and structural adjustment.
The adjustment was reflected in wide-ranging reforms
in terms of liberalisation, privatisation and globalisation.

1.2 Economic reforms are now more than a decade
old. As such, firm statistical information is available
for a period of 10-years or more for most sectors of
the economy. This period is momentous in India’'s
economic history as it witnessed a successful
transition of India from a closed, slow growing
economy to a reasonably open economy that has now
found a place amongst the fastest growing in the
world. Of course, the success has not been without
its share of deficiencies. On the whole, the
opportunities presented by the crisis of 1991 were
seized, but there are areas where the full potential of
change has not been realised. Economic policies have
been formulated to chart a definite, albeit somewhat
slower, path to reforms. Reversals have been far and
few. But this has added to the credibility of the process.
On the other hand, some old impediments have
persisted, even as new ones have emerged. Faced
with a combination of internal and external constraints,
growth has slowed down since 1997-98. In other
areas, especially in the external sector and on the
price front, the economy has gained strength and
resilience. Given this mixed performance, it is
important to make a policy evaluation and understand
better the impediments that we face so that reforms
can be sustained and the welfare of a billion people
could be improved further. This issue of the Report
on Currency and Finance attempts to provide a staff
assessment in that direction.

1.3  The rest of the Report is organised as under:
Chapter Il, as the opening Chapter, provides a detailed
review of recent developments in the Indian economy.
This review is focused on the fiscal 2002-03 so far
and serves as an update on macroeconomic
developments before taking up a longer-term review
and sectoral analyses that follow.

14  The touchstone of any reform process is the
impact it has on the real economy. Chapter Il provides
an assessment of how reforms have impacted the real
sector of the Indian economy. The Chapter provides
a direct comparison of the 1980s and the 1990s in

&

terms of real activity and efficiency parameters.
Although the decadal growth rates do not appear to
be different substantially, the average growth rates
mask two important facets. First, from an impressive
growth performance in the initial period of reform
(1992-93 to 1996-97), real GDP growth decelerated
considerably. Major shocks included the contagion from
the East Asian crisis, global economic slowdown, the
recent downward spiral in global asset markets
specially the new economy segment, uncertainty in
global oil markets and the severe drought in the year
2002. Second, growth in the relatively trouble free
period of the 1980s was excessively leveraged through
large fiscal deficits and build up of external debt. In
this sense, the growth before the reform was
unsustainable. In contrast, the high growth after the
reforms was accomplished to an extent, with
adjustment. The Chapter attempts to explain these
facets and also highlights the emerging weaknesses
in the reform process which would have to be
addressed so that real sector reforms gather further
momentum. The potential of Indian economy to sustain
the targeted high growth exists, but hinges critically
on improvement of the domestic saving rate, increased
public investment supported by marked improvement
in public saving rate, higher inflow of foreign capital
in gross as well as net terms and better credit delivery
mechanisms.

1.5 The external disequilibrium of the early 1990s
was linked to the fiscal gaps of the 1980s.
Deterioration of the fiscal position in the 1980s was
manifest in all major indicators of Government
finances. GFD-GDP ratio for the Central Government
rose substantially in the 1980s. For the State
Governments, the increase was relatively moderate
due to restrictions placed on their borrowing.
Particularly worrisome has been the emergence of
revenue deficits in the accounts of the Centre and
States. The combined liabilities of the Centre and
States expanded to an unsustainable proportion on
the eve of the crisis in 1991. Against this backdrop,
Chapter IV presents the rationale, assessment and
impact of fiscal reforms. The Chapter details the areas
of fiscal restructuring undertaken, as also the rigidities
in the fiscal structure that have restrained progress in
this area. This Chapter analyses the factors
responsible for deterioration of fiscal situation of the
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Centre and States during the 1990s. A key element
for a sustainable fisc remains the size of internal debt
and growing volume of interest payments. Formal
evidence provided suggests that internal debt could
become unsustainable, if adequate progress is not
made in fiscal reforms. Unless the debt burden is
lowered by innovative steps, especially through an
accelerated disinvestments programme, the fiscal
scenario would continue to be a cause for serious
concern.

1.6 Chapter V covers money, credit and prices.
Reforms during the 1990s were supported by a shift
in the monetary policy framework in which monetary
policy has been conducted. The Reserve Bank had
moved in the 1980s from direct quantitative controls
through credit budgeting to a formal monetary
targeting framework. Monetary targeting was
conducted in an environment where interest rates were
substantially regulated. The system, however, was not
efficient in resource allocation. It supported a large
draft on household savings by the Government. The
reforms that began in 1991 were supported by a
change in operating procedures for the conduct of
monetary policy. From a pure monetary targeting
framework, a change to a multiple indicator approach
was effected with a greater reliance on interest rates.
The Chapter assesses this shift in the context of
monetary transmission channels. Among other
changes, market borrowings of the Government began
to be conducted at market determined interest rates.
This was aimed at introducing a sense of fiscal
discipline and freeing larger resources for private
investment. It also enabled the conduct of open market
operations, enabling monetary authorities to move to
full-fledged use of indirect instruments of monetary
policy. Focus has since shifted to operating on the
short-end of the money market through Liquidity
Adjustment Facility operations in addition to using the
conventional tools like the Bank Rate and the CRR.
In the milieu of the changed framework, the Chapter
analyses the inflation record during the reform period
and explains the monetary and non-monetary factors
that have helped lower inflation rate since the end of
1995. Empirical evidence on transmission of the impact
of monetary policy actions to output and inflation is
also presented in some detail.

1.7 Finance provides an important link between
reforms and growth. Perhaps no area of the Indian
economy has been as much influenced by impulses
of reforms as the financial sector. Chapter VI provides
an account of these changes with special focus on
what these reforms portend for stability and efficiency
of the financial system. Several stability and efficiency
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parameters are analysed for different classes of
financial intermediaries, such as commercial banks,
cooperative banks, development finance institutions
and mutual funds. The Chapter analyses legal and
institutional constraints that have weighed down the
progress. The Chapter also appraises the impact of
reforms in terms of the functioning of various financial
markets, specially the money market, the government
securities market, the capital market and the foreign
exchange market. Evidence regarding growing
integration of money, debt, equity and foreign
exchange markets is also analysed. In spite of
increased integration that could bring volatility
spillovers, the volatility in the Indian financial markets
has been kept low through a modicum of regulatory
interventions and the general policy design for the
financial sector put in place during the 1990s.

1.8 The reform process was triggered with the
problems in the external sector. It started with marked
changes in this area, where the pressing needs for
stabilisation and adjustment were addressed within
three years or so of the crisis. The balance of structural
changes in the external sector have been spread over
and their pace has been controlled keeping in view
the transition made in other sectors of the economy.
Chapter VII takes stock of the calibrated liberalisation
on current and capital account of the balance of
payments. Shifts in composition and direction of foreign
trade during the 1990s have been discussed. On
capital account, foreign investment flows — direct and
portfolio — have grown sharply since 1993-94. The
Report argues that these levels are still lower than
those realised by some other emerging markets and
the scope for some widening of CAD-GDP ratio
remains. On balance, policy reforms in the external
sector have been a success. The exchange rate has
depreciated smoothly in spite of severe exogenous
shocks affecting the Indian markets. India’s trade
performance has been analysed vis-a-vis other East
Asian countries. The opening of the capital account
to allow inflows and outflows of foreign capital has
helped financing of investments. This, however, brought
new challenges for macroeconomic management.
Surges of capital inflows and reversals had to be
moderated by dampening excessive volatility in
exchange rates. This was attained with unprecedented
build up of foreign exchange reserves. While providing
comfort on the external front, the high reserves raise
guestions of their optimality and the future concern
on monetary management. These issues have been
addressed at length in this Chapter.

1.9 Approaching reforms with gradualism had a
well-founded rationale and on the whole this has
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placed Indian reforms on a firm footing that have
transcended political regime shifts. Changes have been
carried out with broad consensus. The road to
economic restructuring has been traversed in the
1990s by four different Governments. The country has
gained significantly from policy reforms in the 1990s.

Further gains are there for taking. With broad
consensus driving the course, the unfinished agenda
could be addressed in the coming years. In the
concluding part, Chapter VIl delineates the unfinished
agenda for reform and draws inferences in an
integrated manner.
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I I RECENT ECONOMIC
DEVELOPMENTS

Introduction

2.1 India continued to remain among the fastest
growing economies in the world in 2002 in an
international environment characterised by a hesitant
recovery of global output and trade, adverse external
factors and heightened risk aversion in financial
markets. The international outlook continues to be
uncertain especially in view of the delay in economic
recovery in the face of persistent weak activity in
advanced countries and the ramifications of the
military action in Iraq which is still unfolding. According
to the International Monetary Fund’s World Economic
Outlook, September 2002, world output is projected
to grow by 2.8 per cent during 2002 and 3.7 per cent
during 2003 (Chart I11.1).

2.2 Notwithstanding the uncertainties in the global
economy, the macroeconomic conditions remain
favourable in India. Despite the drought situation in
many parts of the country due to a weak and uneven
monsoon after 13 years, foodgrain stocks remain
comfortable. The industrial sector is continuously
showing signs of broad-based recovery, led by all the
three major constituents — mining, manufacturing and
electricity. Significantly, the production of the
infrastructure industries and capital goods has also
revived. The services sector continues to sustain the
Gross Domestic Product (GDP) with support from
knowledge-based services such as professional and
technical services. The inflation situation remains

Chart 11.1: Real GDP Growth -
Cross-Country Experience
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benign. Conditions in the financial markets were stable
during the year with ample liquidity creating a
favourable interest rate environment for investment.
Bank credit continued to pick up. In the external sector,
a robust performance of exports and invisible earnings,
despite an adverse global scenario, was reflected in
a modest surplus in the current account, which
facilitated a record accretion to foreign exchange
reserves. Thus, the macroeconomic situation remains
comfortable although the decline in agricultural
production, concerns relating to the fiscal position and
international political unrest remain downside risks that
could constrain growth. Seen in the context of these
uncertainties, the performance of the Indian economy
during 2002-03 so far demonstrates its intrinsic
resilience to shocks.

. MACROECONOMIC DEVELOPMENTS: 2002-03

2.3 The real GDP growth rate is estimated to be
4.4 per cent in 2002-03 as per the Advance Estimates
of the Central Statistical Organisation (CSO),
somewhat lower than 5.6 per cent (Quick Estimates)
in 2001-02 (Table 2.1). The expected slowdown in GDP
growth in 2002-03 is mainly because of a sharp fall
in agricultural GDP. Quarterly estimates of agricultural
GDP indicated a growth rate of 4.4 per cent and zero
per cent in the first and second quarters of 2002-03,
respectively, over the corresponding period of
2001-02. Poor rains in the sowing month of July 2002
during the South-West monsoon season have led to
an estimated decline of 21.3 million tonnes in kharif
production to 90.3 million tonnes.

2.4  Onthe other hand, the CSO Advance Estimates
show that the industrial and services sectors are
expected to grow at an accelerated pace during 2002-
03. The growth rate in the industrial sector is estimated
to recover to 5.8 per cent in 2002-03, much higher
than 3.2 per cent in the previous year. The expected
growth rate would be higher in all the constituent
sectors — ‘manufacturing’, ‘mining and quarrying’ and
‘electricity, gas and water supply’. The industrial
recovery is clearly evident in the quarterly industrial
GDP, which grew by 4.1 per cent and 6.1 per cent in
the first and second quarters of 2002-03 as compared
with 2.5 per cent and 2.7 per cent, respectively, during
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the same quarters of 2001-02. Furthermore, the index
of industrial production (IIP) registered an upward trend
during 2002-03 (up to January) with the IIP growing
by 5.5 per cent as compared with 2.6 per cent during
the same period of the previous year. The capital goods
sector grew by 10.6 per cent during 2002-03 (up to
January), while the infrastructure industries also
witnessed a higher growth of 5.2 per cent during 2002-
03 (up to February). The services sector is expected
to continue to provide strong support to GDP, with its
share increasing to 56.0 per cent in 2002-03 from 54.6
per cent in 2001-02 in line with long-term trends. All
the sectors, except ‘trade, hotels, restaurants, transport
and communication’ are expected to grow at a higher
rate in 2002-03. The robust performance during the
first two quarters of 2002-03 demonstrates the strength
of the services sector in sustaining output against the
backdrop of a significant fall in agricultural GDP.

2.5 The deterioration on the fiscal front continues
to be a matter of concern. The gross fiscal deficit
(GFD) at 5.9 per cent of GDP in the revised estimates
for 2002-03 exceeded the budget estimate of 5.3 per
cent. The rising fiscal deficit inevitably constrains
augmenting outlays on the much needed social and
physical infrastructure and poverty alleviation
programmes. Recognising these issues, the Union
Budget 2003-04 accorded priority to fiscal
consolidation while addressing the basic objectives of
eradication of poverty, giving a major boost to
infrastructure and laying the foundations for balanced
and accelerated growth of agriculture and industry. The
Union Budget for 2003-04 envisages a reduction in
the GFD to 5.6 per cent of GDP.

2.6 Monetary conditions remained stable with
ample liquidity creating a favourable interest rate
environment conducive for investment during
2002-03. Abundant liquidity conditions enabled a
smooth absorption of the Centre’s market borrowing
as well as a softening of interest rates. Large and
persistent capital inflows were sterilised by timely open
market (including repo) operations. Consequently, base
money expansion remained moderate at 7.5 per cent
during 2002-03 (up to March 14, 2003) as compared
with 8.8 per cent during the corresponding period of
the previous year. Net of merger effects, broad money
(M,) growth was below the projections made by the
Monetary and Credit Policy for 2002-03. On an year-
on-year basis, M, grew by 12.7 per cent (net of the
impact of the mergers) as on March 7, 2003 as
compared with 13.9 per cent a year ago. The growth
in net bank credit to the Government slowed down to
13.0 per cent during 2002-03 (up to March 7, 2003)
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from 14.0 per cent during the corresponding period
of the previous year. Bank credit to the commercial
sector increased by 11.3 per cent (net of the merger
impact) as compared with 9.2 per cent during the
comparable period of 2001-02. The revival in non-food
bank credit, which took root in the last quarter of 2001-
02, firmed up throughout 2002-03 reflecting the
improvement in the industrial climate. Inflation
remained moderate throughout 2002-03
notwithstanding the shortfall in agricultural production
and the volatility in oil prices with war risk perceptions.
Headline inflation, measured by point-to-point annual
changes in the WPI, edged up to 4.7 per cent on
March 1, 2003 due to a hardening of international oil
prices and base effects. On an annual average basis,
the inflation rate decelerated to 3.0 per cent as on
March 1, 2003 from 3.9 per cent in the corresponding
period of the previous year.

2.7  Financial markets remained generally stable
during 2002-03. The co-existence of adequate liquidity
conditions and moderation of inflation expectations
enabled a softening of interest rates. The Bank Rate, in
particular, at 6.25 per cent, is now at a 30-year low. The
reduction in interest rates in recent times has taken
place across maturities despite a high fiscal deficit. This,
combined with a benign inflationary environment, is a
welcome development which augurs well for industrial
recovery. While at the short-end, the overnight average
call money rates moved down by 126 basis points
guided primarily by repo rate cuts, the 10-year and the
25-year secondary market yields of government
securities softened by 103 basis points and 77 basis
points, respectively, during 2002-03 (up to February).
The call money market remained stable, with call rates
hovering around the repo rate. The government
securities market witnessed a continued rally in the
prices of government securities during the larger part of
2002-03. Yields have, however, been firming up since
mid-January 2003, in the face of international
uncertainties and inching up of domestic inflation rates.
The foreign exchange market exhibited orderly
conditions during 2002-03, with the exchange rate of
the rupee trading in a narrow range. The stock markets
were affected by a number of adverse factors such as
border tensions, unsatisfactory monsoons and subdued
trends in international markets.

2.8 The external sector of the Indian economy
posted significant gains. Driven by the robust
merchandise export performance and the highest ever
net invisible earnings in any year, the current account
balance recorded a larger surplus than in 2001-02,
despite a reasonably well-distributed pick up in imports.
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Net capital flows remained stable, particularly foreign
direct investment (FDI) and non-resident deposits.
These salutary developments resulted in a record
accretion of around US $ 20 billion to foreign exchange
reserves during 2002-03 (up to March 13, 2003). The
foreign exchange reserves stood at US $ 73.9 billion

Table 2.1 : Macroeconomic Indicators

as on March 13, 2003, the seventh largest in the
world. On the other hand, the strength of capital flows
resulted in a modest appreciation of the exchange
rate of the Rupee vis-a-vis the US dollar. Besides,
the improvement in external-debt indicators now places
India in the “less-indebted” country category.

(Per cent)
2001-02 2002-03 2001-02
Variable so far (corresponding
period last year)
1 2 3
Real GDP 5.6 44% -
Agriculture and Allied Activities 5.7 -31$% -
Industry 3.2 58% -
Services 6.5 71$% -
Index of Industrial Production (IIP) 2.8 55 2.6
(up to January) (up to January)
Foodgrains Production (mt) 212.0 183.2 212.0
Food Stocks (mt) (end-March) 51.0 40.1 56.4
(end-January) (end-January)
GFD / GDP (ratio) 6.1 59 (R.E.) -
Broad Money (M ,) 14.2 14.3 (114 &) 13.0
(up to March 7) (up to March 8)
Net Bank Credit to the Government 14.6 13.0 14.0
(up to March 7) (up to March 8)
Scheduled Commercial Banks’ Non- 12.7 22.9 (15.7 &) 9.9
Food Credit (adj. for non-SLR Investments) (up to March 7) (up to March 8)
WPI Inflation (Point-to-point) 1.6 4.7# 2.0#
(March 1) (March 2)
Call Money Borrowing Rate (Weighted average) 6.97 5.90 7.18
(February) (February)
Yield on 10-Year Government Securities ## 7.36 6.34 7.34
(end-February) (end-February)
BSE Sensex (Average) 3331.95 3210.67 3311.21
(up to February) (up to February)
Exchange Rate (Rupees/US $) 48.80 47.66 48.72
(as on end- March) (as on March 13) (as on March 13)
Export Growth Rate (US $ terms) -1.6 17.3 -0.3
(up to January) (up to January)
Import Growth Rate (US $ terms) 1.7 15.9 0.2
(up to January) (up to January)
Current Account Balance (US $ billion) 1.3 2.5 -1.3
(up to November) (up to November)
Foreign Investment Inflow (US $ million) 5,925 2,642 4,055
(up to December) (up to December)
Non-Resident Deposit Inflow (US $ million) 2,728 2,283 2,254
(up to December) (up to December)
Foreign Exchange Reserves* (US $ million) 54,106 73,918 52,189
(March 13) (March 15)

*  As at the end of the period.
#  On a year-on-year basis.
## On residual maturity basis.

& Excludes the impact of mergers since May 3, 2002.
$  Advance Estimates from CSO.
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II. REAL SECTOR

29 Real GDP is likely to grow by 4.4 per cent
(Advance Estimates) in 2002-03 as compared with an
average growth rate of 5.5 per cent during the Ninth
Five Year Plan Period (1997-98 to 2001-02) (Table 2.2).
The estimated fall in the GDP growth rate during 2002-
03, as already noted, is mainly because of the drought
conditions witnessed in several parts of the country.
The States which were severely affected by the
deficiency of rains during the South-West monsoon
2002 were Haryana, Rajasthan, Punjab, Uttar Pradesh,
Orissa, Madhya Pradesh, Gujarat, Tamil Nadu and
parts of Karnataka and Kerala. It is expected that the
industrial recovery would get more entrenched during
2002-03, while the services sector would continue to
act as a cushion to higher GDP growth.

2.10 During 2002-03, the share of services rose
significantly to 56.0 per cent, while its relative
contribution to the overall growth of 4.4 per cent
worked out to 88.3 per cent. The contributions from
the industrial and agricultural sectors were 28.8
per cent and (-) 17.1 per cent, respectively, during

2002-03. The trend sectoral composition of GDP
indicates a continuous fall in the share of agriculture
from an average of 36.4 per cent in the 1980s to
29.1 per cent in the 1990s. The share of agriculture
in the overall GDP fell further to 22.2 per cent in 2002-
03. On the other hand, the share of industry in the
overall GDP rose from an average of 19.5 per cent in
the 1980s to 21.9 per cent in the 1990s, and remained
almost at the same level in 2002-03. The services
sector witnessed a sharp rise in its share in GDP
from an average of 44.0 per cent in the 1980s to
49.0 per cent in the 1990s (Chart 11.2).

2.11 The available data on the quarterly growth rates
of real GDP so far indicate that the growth rate of
real GDP is higher in the first and second quarters of
2002-03 as compared with the corresponding quarters
of the previous year (Chart I1.3). The increase in the
growth rate of real GDP in the second quarter of 2002-
03 was mainly driven by the industry and services
sectors (Table 2.3). The industrial expansion has come
about mainly from ‘manufacturing’ and ‘mining and
quarrying’.

Table 2.2 : Sectoral Growth Rates of Gross Domestic Product
(at 1993-94 prices)

(Per cent)
Sector Growth Rate
1997- 1998- 1999- 2000- 2001- Ninth Plan 2002-
98 99 2000 0l@ 02* Average 03#
(1997-98 to
2001-02)
1 2 3 4 5 6 7
1. Agriculture and Allied Activities -2.4 6.2 0.3 -0.4 5.7 1.9 -3.1
1.1 Agriculture -2.8 6.9 -0.1 -0.6 5.7 1.8
2. Industry 3.0 3.2 4.1 6.5 3.2 4.0 5.8
2.1 Mining and Quarrying 9.8 2.8 8.3 2.4 1.0 3.9 4.8
2.2 Manufacturing 1.5 2.7 4.0 7.3 3.4 3.8 6.1
2.3 Electricity, Gas and Water Supply 7.9 7.0 5.2 5.0 4.3 5.9 5.2
3. Services 9.8 8.1 9.9 5.8 6.5 8.0 7.1
3.1 Construction 10.2 6.2 8.0 6.9 3.7 7.0 7.1
3.2 Trade, Hotels, Restaurants, 7.7 7.7 8.6 6.9 8.7 7.9 7.8
Transport and Communication
3.3 Financing, Insurance, Real Estate and 11.6 7.4 10.6 3.5 4.5 7.5 6.5
Business Services
3.4 Community, Social and Personal Services 11.7 104 12.2 5.6 5.6 9.1 6.4
4. GDP at factor cost 4.8 6.5 6.1 4.4 5.6 5.5 4.4
@ Provisional Estimates. *  Quick Estimates. # Advance Estimates.

Source: Central Satistical Organisation.
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Chart 11.2 : S8ectoral Composltion of GDF
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Chart 11.53: Trends in Quartesly Sectoral Growth Rates
of Real Gross Domestic Product
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Saving and Investment

2.12 The rate of gross domestic saving improved
marginally to 24.0 per cent in 2001-02 from 23.4 per
cent in 2000-01, mainly on account of an increase in
the rate of household saving. This reflected increased
holdings of both financial and physical assets by
households. The rate of saving of the private corporate
sector declined marginally in 2001-02. The rate of public

sector dis-saving deteriorated further to 2.5 per centin
2001-02 from 2.3 per cent in 2000-01 and 0.9 per cent
in 1999-2000 (Chart 1.4 and Table 2.4).

2.13 The investment rate declined to 23.7 per cent
in 2001-02 from 24.0 per cent in 2000-01. As a result,
the overall saving-investment gap recorded a surplus
at 0.2 per cent of GDP in 2001-02 from (-) 0.6 per
cent of GDP in 2000-01 (Table 2.4). In line with the

Table 2.3 : Quarterly Sectoral Growth Rates of Gross Domestic Product
(at 1993-94 prices)

(Per cent)
Sector 2000-01 2001-02 2002-03
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2
1 2 3 4 5 6 7 8 9 10
1. Agriculture and Allied Activities 1.8 3.9 -0.8 -4.0 1.1 6.3 7.6 7.6 4.4 0.0
2. Industry 7.6 6.4 7.0 4.1 2.5 2.7 3.0 3.4 4.1 6.1
2.1 Mining and Quarrying 4.8 3.6 4.3 0.9 -0.3 0.7 3.1 BE5) 5.3 5.1
2.2 Manufacturing 8.1 7.1 7.1 4.6 2.7 2.6 2.9 3.1 3.8 6.4
2.3 Electricity, Gas and 7.1 4.5 9.3 4.0 3.9 5.4 3.8 5.4 5.3 4.9
Water Supply
3. Services 6.3 6.9 4.4 2.9 5.1 6.0 6.6 7.0 7.5 7.6
3.1 Construction 124 10.0 7.2 -1.2 -0.2 2.7 4.4 7.5 6.3 7.2
3.2 Trade, Hotels, Restaurants, 8.1 6.3 4.8 2.4 4.5 6.3 6.6 7.2 7.4 8.0
Transport and
Communication
3.3 Financing, Insurance, 3.7 3.9 2.1 2.0 7.0 7.6 8.1 8.3 9.7 8.9
Real Estate and
Business Services
3.4 Community, Social and 3.2 9.8 5.0 5.8 6.5 5.4 6.2 5.6 5.7 5.7
Personal Services
4. Gross Domestic Product 5.4 6.2 3.4 15 3.5 5.3 6.2 6.4 6.0 5.8

at factor cost

Source: Central Satistical Organisation.
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Chart I1.4 : Saving by Institutional Seurces
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Chart II.5 : Gross Capital Formation by
Institutional Sources
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trend observed during the second half of the 1990s,
the rate of capital formation in the private corporate
sector declined further in 2001-02 (Chart I1.5).

Agriculture

2.14 The prospects for Indian agriculture were
adversely affected by deficient monsoons after 13
continuous years of normal rainfall, reflecting the
continued rain-dependency of Indian agriculture. The

Table 2.4 : Gross Domestic Saving and

Investment
Variable Per cent of GDP
(at current market prices)
1998- 1999- 2000- 2001-
99 2000 ol@ 02*
1 2 S 4
1. Household Saving 18.9 20.3 21.6 225
1.1. Financial Assets 105 10.8 104 11.2
1.2. Physical Assets 8.4 9.6 11.2 11.3
2. Private corporate sector 3.7 3.7 4.1 4.0
3. Public sector -1.0 -0.9 -2.3 -2.5
4. Gross Domestic 21.7 232 234 24.0
Saving (GDS) (1+2+3)
5. Saving-Investment Gap -1.0 -11 -0.6 0.2
6. Gross Domestic Capital  22.7 24.3 240 237
Formation (GDCF) #
7. Gross Capital 214 233 225 224
Formation (8+9+10)
8. Public sector 6.6 7.1 6.4 6.3
9. Private corporate sector 6.4 6.5 4.9 4.8
10. Household sector 8.4 9.6 11.2 11.3
#  Adjusted for errors and omissions.
@ Provisional Estimates.

*  Quick Estimates.
Source: Central Satistical Organisation.
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country, as a whole, received about 81 per cent of the
long period average (LPA) rainfall during the South-
West monsoon season in 2002 as compared with 90
per cent in 2001. As a result, 21 meteorological sub-
divisions out of 36 received either deficient or scanty
rainfall in comparison with 5 sub-divisions in the
previous monsoon. According to the India
Meteorological Department (IMD), the shortfall in rainfall
during the 2002 South-West monsoon season led to
drought in as much as 29 per cent of the land with 19
per cent being declared as moderate drought and 10
per cent as severe drought areas. Furthermore, the
scale and intensity of the drought in 2002 has been
comparable with that in 1987-88 when 21 sub-divisions
received deficient/scanty rainfall and 14 sub-divisions
received excess/normal rainfall (Chart 11.6).

2.15 The impact of deficient rainfall was the most
acute during July 2002, when the deviation of the

Chart 11.6 : South-West Monsoon Cumulative Rainfall
(during June 1 to September 30)
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actual from the normal crossed 60 per cent for 2-3
weeks, adversely affecting the sowing and agricultural
production (Chart 11.7). There was, however, a
turnaround during August and September 2002 with

some rains, which provided respite from the moisture
stress for late sown crops. Besides, it also replenished
water in the reservoirs. Of the 70 reservoirs monitored
by the Central Water Commission, while as many as
51 reservoirs recorded storage below or up to 30 per
cent of the Full Reservoir Level (FRL) by end-July,

the number fell to 19 by end-September 2002.

2.16 As a result of drought conditions, the real GDP
originating from ‘agriculture and allied activities’ is
estimated to have declined by 3.1 per cent in 2002-
03 in contrast to a rise of 5.7 per cent in 2001-02.
Quarterly estimates indicate a growth rate of 4.4 per
cent and zero per cent in the first and second quarters
of 2002-03, respectively, over the corresponding
quarters of 2001-02. The damage to agricultural
production was, however, controlled to some extent
on account of the implementation of a contingency
plan for crop production (Box I1.1).

Chart 11.7 : Weekly Progress of South-West Kharif 2002
Monsoon (2002) 2.17 The Second Advance Estimates of Agricultural
o Excess—L Prodyction by _the Union Minis;ry of Agriculture plgged
S kharif foodgrains production in 2002 at 90.3 million
E o lEg Drought Period tonnes indicating a fall of 21.3 million tonnes from
‘Z“ ';'F the level attained in kharif 2001 (Table 2.5). Further,
- ) there has been a slippage in production performance
ER in kharif 2002 vis-a-vis the targets as well (Chart 11.8).
= 2:: DiifEEm 2.18 The progress of the North-East monsoon
R season (October-December 2002) has also been
W LRI L DL below the last year’'s levels. The cumulative rainfall
TITICCZIIE }"‘ }ﬂ, = "':__’_ = was excess to normal in 10 subdivisions and deficient/
3333222233938 885¢% scanty in the remaining 26 sub-divisions (Chart 11.9).
|r1-qmrpl’h§::;r-$_—:§v:'_‘_:c; .
Note: Exqess/Deficient rainfall denotes +/- 19 per cent of the Long Rabi 2002-03
Period Average. 2.19 According to the Second Advance Estimates
Source: India Meteorological Department.

of Agricultural Production, rabi foodgrains production

Box I.1
Drought Relief Measures

® The interest on both the kharif crop and agricultural term loans
during 2002-03 was deferred. Besides, the loans were
rescheduled into term loans which would be recovered over
the next 5 years in the case of small and marginal farmers
and 3 years in the case of other farmers. The first year's
deferred liability of interest on kharif loans was waived
completely as a one-time measure.

The Government announced a grant of an input subsidy to
small and marginal farmers, amounting to over Rs.1,490 crore.
In view of the severity of the drought, the Agricultural Input
Subsidy was extended further to cover all other farmers too,
for both the sown and unsown areas, up to a ceiling of 2
hectares, as a one-time measure. All the 14 affected States
received additional amounts for input subsidies, in excess of
Rs.555 crore, for combating drought.

Short duration crops like green gram (moong), moth and oil
seeds crops like toriya (rapeseed) were promoted to tap the
benefits of a revival of monsoon during the later part of the
South-West monsoon season 2002. In the light of lower
availability of surface and ground water for irrigation, farmers
were advised to resort to zero tillage and strip-till drills wheat
cultivation, utilising the residual moisture available after the rice
harvest. Zero tilled wheat saves on about 30 per cent water,
energy and labour and also gives either equal or enhanced

-7
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yield compared to conventional tillage. The objective was to
increase crop density so as to achieve maximum production.

® The off-take under Welfare Schemes in the Public Distribution
System (PDS) at 38.99 million tonnes during 2002-03 (up to
end-January 2003) was higher by 65.9 per cent over the
corresponding period of the previous year. One-time special
drought relief prices has been announced for various
commodities. These range from Rs.20 per quintal for paddy,
jowar, copra and sesamum Rs.15 per quintal for sunflower
seed, Rs.10 per quintal for bajra and soyabean and Rs.5 for
various pulses. An increase of Rs.5 per quintal in Statutory
Minimum Price (SMP) was announced for sugarcane farmers
in all States. An amount of Rs.25 crore was provided to the
Department of Animal Husbandry for support to ‘gaushalas’
with more than 1,000 heads of cattle. Free transportation of
cattle-grade feed and fodder to State Governments was also
sanctioned until end-June 2003.

® On the foodgrains front, the Government sanctioned an

allotment of 38.0 lakh metric tonnes of rice and wheat free of
cost to the 14 drought-affected States for providing employment
in drought affected States. In view of acute water shortage in
the drought effected areas of Rajasthan, the Ministry of
Railways was instructed to run additional water tanker trains
to the State.
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Table 2.5 : Season-wise Agricultural Production

(Million Tonnes)

Kharif Rabi

Crop 2001-2002 2002-2003 2001-2002 2002-2003

A T AE. A T AE.

1 2 3 4 5 6
Rice 79.76 78.64 67.41 13.32 14.36 10.31
Wheat N.A N.A N.A 7181 78.00 68.89
Coarse cereals 26.93 25.84 18.86 7.02 7.16 6.24
Pulses 4.87 6.00 3.99 8.32 10.00 7.47
Total Foodgrains 111.56 110.48 90.26 100.47 109.52 92.91
Oilseeds 12.90 15.90 8.45 753 11.10 6.99
Sugarcane 300.10 320.00 285.36 N.A N.A N.A
Cotton* 10.09 15.00 8.94 N.A N.A N.A
Jute & Mesta $ 11.64 12.00 11.50 N.A N.A N.A

T Target.

AE Advance Estimates as on February 10, 2003.

*% In million bales of 180 kilograms each.

Source :  Ministry of Agriculture, Government of India.

in 2002-03 is projected to decline by 7.6 million tonnes
to 92.9 million tonnes as compared with 100.5 million
tonnes in the previous year (Table 2.5). The decline is
more for rice than in wheat.

A Achievement.
* In million bales of 170 kilograms each.

monsoon season, which was affected by drought. This
trend notwithstanding, the severe weather aberrations
and its adverse impact on production, reflects the
comfortable availability of foodgrains.

Chart 11.8 : Kharif Agricultural Production
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Chart 11.9 : North-East Monsoon Cumulative Rainfall
(during October 1 to December 31)
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2.20 The overall performance of agriculture
production has been affected adversely by the severe
drought in 2002. Production of foodgrains in 2002-03
is estimated to decline sharply to 183.2 million tonnes
from the record production of 212.0 million tonnes in
the previous year (Table 2.6). The wholesale price
index of foodgrains, in general, and that of cereals, in
particular, remained stable during the post-South-West

Procurement, Off-take and Stock of Foodgrains

2.21 Despite a sharp fall in production by 28.9 million
tonnes, the procurement of foodgrains during 2002-03
(up to February 28, 2003) declined only by 3.2 million
tonnes to 37.1 million tonnes as compared with 40.3
million tonnes for the corresponding period of the
previous year. The off-take, on the other hand, rose to

-8
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Table 2.6 : Crop-wise Targets/Achievements

(Million Tonnes)

Crop 2000-01 2001-02 2002-03

T A T A T AE

1 2 3 4 ) 6
Rice 90.00 87.70 92.00 93.08 93.00 77.72
Wheat 74.00 69.68 78.00 71.81 78.00 68.89
Coarse Cereals 33.00 31.08 33.00 33.94 33.00 25.10
Pulses 15.00 10.87 15.00 13.19 16.00 11.46
Total Foodgrains 212.00 199.33 218.00 212.02 220.00 183.17
Nine Oilseeds 28.00 18.44 28.00 20.73 27.00 15.44
Sugarcane 325.00 295.96 325.00 292.21 320.00 285.36
Cotton* 14.50 9.52 14.50 11.69 15.00 8.94
Jute & Mesta** 10.00 10.56 11.00 10.79 12.00 11.50
T  Target. A Achievement.

AE Advance Estimates as on February 10, 2003.
*%* |n million bales of 180 kilograms each.
Source :  Ministry of Agriculture, Government of India.

39.0 million tonnes during 2002-03 (up to January 2003)
as compared with 23.5 million tonnes in the
corresponding period last year. This pick up mainly
reflected increased off-take under Other Welfare
Schemes (OWS) followed by Open Market Sales
(OMS), exports and Targeted Public Distribution System
(TPDS). The off-take under TPDS rose following a
downward revision of the Central Issue Prices (CIP) for
the Above Poverty Line (APL) consumers. The higher
off-take under other welfare schemes is attributed to the
higher allocation made under various programmes, such
as Annapurna and the Food for Work Programme, as
part of the drought relief measures. Consequent to the
increased offtake, foodgrains stock registered a
significant decline to 40.1 million tonnes as at end-
January 2003 from the peak of 64.8 million tonnes in
May 2002. At this level, the stocks are a little less than
two and a half times the end-December norm of 16.8
million tonnes (Chart 11.10).

*  In million bales of 170 kilograms each.

Industry

2.22 The recovery of industrial activity during
2002-03 augurs well for the overall growth and
investment climate in India despite the hesitant recovery
abroad. The industrial sector is estimated to have
recovered to 5.8 per cent in 2002-03 from 3.2 per cent
in the previous year. The industrial recovery was
witnessed in all the constituent sub-sectors, particularly
the manufacturing sector, which rose by 6.1 per cent
in 2002-03 from 3.4 per cent in 2001-02 (Chart 11.11).

2.23 The index of industrial production (IIP)
accelerated to 5.5 per cent during 2002-03 (up to
January 2003) from 2.6 per cent recorded during the
comparable period of the previous year. All the sub-
sectors recorded a higher growth during 2002-03
(up to January) as compared with the corresponding
period of 2001-02 (Chart 11.12 and Table 2.7).

Chart 11.10: Procurement, Off-take and
Stocks of Foodgrains
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Chart 11.11: Sectoral Contribution to Industrial
GDP Growth
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Chart 11.12: Growth of IIP
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2.24 The incipient industrial recovery during
2002-03 essentially emanated from a confluence of
favourable impulses, which are both macroeconomic
and industry-specific. The revival of industrial activity,
therefore, could be partly attributed to a revival of
export demand, rising business confidence, softening
of interest rates and a slight increase in manufacturing
inflation. Besides, the sharp expansion in construction
activity also had a favourable impact on industrial
demand through its backward linkages, e.g., cement

and steel industries, and forward linkages. Moreover,
consumer non-durables have emerged as a source
of growth for industry suggesting a revival of consumer
demand. The leading indicators of industrial production
such as non-food credit off-take, exports, capital goods
imports and production of capital goods, have all
recorded increases, suggesting that the revival of
industrial activity is likely to be sustained during the
year (Chart 11.13). However, there is also a possibility
that the delayed monsoon and its subsequent impact
on agricultural production could dampen the rural
demand for both durable and non-durable consumer
goods.

2.25 According to the use-based classification, all
the sectors except consumer durables showed an
accelerated growth (Chart 11.14). Significantly, the
capital goods sector registered a positive growth of
10.6 per cent during 2002-03 (up to January 2003).

2.26 During 2002-03 (up to February 2003), the
overall growth of infrastructure industries worked out
substantially higher at 5.2 per cent as compared with
a growth of 3.2 per cent during the corresponding
period of the previous year (Chart 11.15). All
infrastructure industries except coal and petroleum
refining products recorded a higher growth during
2002-03 (up to February 2003).

Table 2.7 : Sector-wise Growth of IIP

(Per cent)
Month General Electricity Mining & Quarrying Manufacturing
(100.00) (10.17) (10.47) (79.36)
2001-02 2002-03 2001-02 2002-03 2001-02 2002-03 2001-02 2002-03
1 2 3 4 5 6 7 8
April 25 4.1 1.5 5.2 1.6 3.6 2.7 4.0
May 1.6 4.1 3.0 2.2 -1.9 7.9 1.8 4.0
June 2.6 45 21 3.8 -4.1 9.0 34 4.2
July 2.6 7.1 4.7 6.1 -2.6 12.1 2.9 6.7
August 3.0 6.2 2.7 4.1 0.6 5.7 3.3 6.5
September 2.0 6.2 4.6 -0.4 4.4 1.0 1.4 7.6
October 32 7.0 -0.2 7.1 3.8 4.2 3.5 7.3
November 2.4 3.7 24 35 3.7 34 2.3 3.8
December 3.0 5.7 4.2 2.8 1.8 5.5 3.0 6.1
January 3.8 6.4 4.0 4.0 2.3 2.7 4.1 6.9
April -January 2.6 5.5 2.9 3.8 1.0 5.4 2.8 5.8
Notes : 1. Data for 2002-03 are provisional.
2. Figures in bracket are weights in IIP.
Source : Central Statistical Organisation.
11 - 10
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Chart 11.13: Leading Indicators of Industrial Growth

Growth of IIP and Non-food Credit

Growth of IIP and Capital Goods Imports

Sources: Central Statistical Organisation and DGCI&S.
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Services Sector

2.27 Thebuoyancy inthe services sector continued to
strengthen during 2002-03 as it is expected to grow by
7.1 per cent as against 6.5 per centin 2001-02 and 5.8
percentin 2000-01. Among the sub-sectors of services,
only the growth rate in ‘trade, hotels, restaurants,
transportand communication’ would be lower at 7.8 per
cent during 2002-03 as compared with 8.7 per cent in

the preceding year. Despite the lower growth rate, ‘trade,
hotels, restaurants, transport and communication’ with
amaximum share in the services GDP, would contribute
3.3 percentage points (46.5 per cent) in the overall growth
rate of 7.1 per cent in services GDP during 2002-03
(Table 2.8 and Chart 11.16).

2.28 The quarterly estimates of GDP also indicate
that the services sector with a growth at 7.5 per cent and

Chart 11.14 : Growth of IIP - Use-based Classification
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Chart 11.15 : Growth of Infrastructure Industries
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Table 2.8 : Growth in Services Sector

(Per cent)

Sector 2001-02 2002-03
1 2

Construction 3.7 7.1
(0.4) (0.7)

Trade, Hotels, Restaurants, 8.7 7.8
Transport and Communication 3.7) 3.3)
Financing, Insurance, 4.5 6.5
Real Estate and Business Services (2.0) (1.5)
Community, Social and 5.6 6.4
Personal Services 1.4) (1.6)
Services Sector Growth 6.5 7.1

Note : Figures in bracket represent contribution to services
growth rate in terms of percentage points.
Source : Central Statistical Organisation.

7.6 per cent, respectively, in the firstand second quarters
of 2002-03 is sustaining the GDP growth rate (Chart
11.17). The growth rates of almost all the components of
services are higher during the first two quarters of 2002-
03 overthe corresponding quarters of 2001-02.

Chart 11.16 : Sectoral Contribution in Growth of
Services GDP
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2.29 Of late, the information technology (IT) and
software services have emerged as one of the most
dynamic service-providing sub-sectors in the services
sector, with an annual average growth rate of 50.0
per cent during the second half of the 1990s.
Reflective of this, the share of IT and software services
increased to 2.9 per cent of GDP in 2001-02 from
2.8 per cent in 2000-01, with revenue earnings rising
to Rs.48,000 crore in 2001-02 from Rs.37,760 crore
in 2000-01. Exports have emerged as the major driver
of the IT and software sector, accounting for 76.7 per
cent of the total revenue earned in the sector during
2001-02.

Chart 11.17 : Quarterly Growth Rates of Services Sector
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I1l. PUBLIC FINANCES

2.30 The issue of fiscal consolidation continues to
be at the centre of public finances, with a commitment
to fiscal adjustment at both the Central and State
levels. The budgets for fiscal year 2002-03 placed the
combined GFD of the Centre and States at 9.5 per
cent of the GDP lower than 10.3 per cent in the
revised estimates for 2001-02. The combined gross
primary deficit and revenue deficit were also placed
lower at 3.1 per cent and 6.2 per cent of GDP,
respectively, as compared with 4.0 per cent and 7.0
per cent in the revised estimates for 2001-02. The
reduction in the deficits was sought to be achieved
through higher revenue mobilisation and moderation
in aggregate expenditure.

Central Government Finances

2.31 The Union Budget for 2002-03 envisaged
ongoing fiscal consolidation, higher growth in revenue
collections, enhanced realisation from disinvestment
and compression in the growth of aggregate
expenditure. All the fiscal deficit indicators were
budgeted at lower levels than the previous year’s
levels. The GFD, revenue deficit, and primary deficit
were placed at 5.3 per cent, 3.8 per cent, and 0.7
per cent of GDP, respectively. The process of fiscal
consolidation was envisaged through maintaining a
higher growth in revenue (15.3 per cent) and a
relatively moderate growth in aggregate expenditure
(12.6 per cent). In the revised estimates for 2002-03,
all the key deficit indicators were placed higher than
their budgeted levels (Table 2.9). The deterioration
witnessed in the revised estimates vis-a-vis budgeted
levels, despite a decline in the overall expenditure,
was mainly due to a larger shortfall in the realisation
of revenue as well as disinvestment receipts.
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Table 2.9 : Deficit Indicators of the Centre

(Rupees crore)

Indicator 2001-02 2002-03(BE) 2002-03(RE) 2003-04(BE) Variation (3 over 2)

Rupees Crore Per cent

1 2 3 4 5 6

Gross Fiscal Deficit 1,40,955 1,35,524 1,45,466 1,53,637 9,942 7.3
(6.1) (5.3) (5.9) (5.6)

Revenue Deficit 1,00,162 95,377 1,04,712 1,12,292 9,335 9.8
(4.3) (3.8) (4.3) (4.1)

Gross Primary Deficit 33,495 18,134 29,803 30,414 11,669 64.3
(1.5) (0.7) (1.2) (1.1)

Note : Figures in bracket represent per cent to GDP.

2.32 Revenue receipts declined by 3.3 per cent in
the revised estimates for 2002-03 over the budgeted
level due to a shortfall of 5.1 per cent in tax collection,
while non-tax revenue registered a marginal increase
over the budget estimates (Table 2.10). The gross tax
collections were lower (5.9 per cent) than the budget
estimates. Barring customs duties, all the major taxes
suffered a decline over the budget estimates. On the
capital receipts side, disinvestment receipts, in the
revised estimates, were lower by Rs. 8,640 crore than

the budgeted target of Rs.12,000 crore. Non-debt
capital receipts (disinvestment and recoveries)
accounted for 12.9 per cent of the capital receipts
while the rest was contributed by debt receipts.

2.33 The aggregate expenditure in the revised
estimates for 2002-03 was lower by 1.5 per cent from
the budget estimates. The expenditure reduction was
solely in the non-Plan expenditure while the Plan
expenditure showed a marginal rise. The reduction in

Table 2.10 : Total Receipts and Aggregate Expenditure of the Centre

(Rupees crore)

Indicator 2001-02 2002-03 (BE) 2002-03 (RE) 2003-04 (BE) Variation (3 over 2)
Rupees crore Per cent
1 2 3 4 5 6
Total Receipts 3,62,453 4,10,309 4,04,013 4,38,795 -6,296 -1.5
(15.8) (16.0) (16.4) (16.0)
Revenue Receipts 2,01,449 2,45,105 2,36,936 2,53,935 -8,169 -3.3
(8.8) (9.6) (9.6) (9-3)
Tax Revenue (Net) 1,33,662 1,72,965 1,64,177 1,84,169 -8,788 -5.1
(5.8) (6.8) (6.7) (6.7)
Non-Tax Revenue 67,787 72,140 72,759 69,766 619 0.9
(3.0) (2.8) (3.0) (2.5)
Capital Receipts 1,61,004 1,65,204 1,67,077 1,84,860 1,873 1.1
(7.0) (6.5) (6.8) (6.7)
Total Expenditure 3,62,453 4,10,309 4,04,013 4,38,795 -6,296 -1.5
(1+2=3+4) (15.8) (16.0) (16.4) (16.0)
1. Non-Plan Expenditure 2,61,259 2,96,809 2,89,924 3,17,821 -6,885 -2.3
(11.4) (11.6) (11.8) (11.6)
2. Plan Expenditure 1,01,194 1,13,500 1,14,089 1,20,974 589 0.5
(4.4) (4.4) (4.6) (4.4)
3. Revenue Expenditure  3,01,611 3,40,482 3,41,648 3,66,227 1,166 0.3
(13.2) (13.3) (13.9) (13.3)
4. Capital Expenditure 60,842 69,827 62,365 72,568 -7,462 -10.7
(2.6) (2.7) (2.5) (2.6)
Note : Figures in bracket are per cent to GDP.
I1-13

&



I-14

4 Ccm K

REPORT ON CURRENCY AND FINANCE

the non-Plan expenditure was on account of reduced
grants and loans to States and Union Territories (UTs)
due to non-utilisation of funds under the Fiscal Incentive
Fund (Rs.2,184 crore), defence (Rs.9,000 crore) on
account of lower capital expenditure, interest payments
(Rs.1,727 crore) due to reductions in interest rates on
Government securities and pensions (Rs.804 crore).
However, the expenditure on subsidies increased by
Rs.4,817 crore over the budget estimates with almost 83
per cent of the rise accounted for by food and
indigenous fertiliser subsidies.

Union Budget for 2003-04

2.34 The Union Budget for 2003-04 accorded priority
to fiscal consolidation and debt restructuring as it is
essential for sustainable growth. The fiscal policy
measures proposed in the Union Budget underscore
the Government's commitment to totally eliminate
budgetary drags and achieve fiscal consolidation
through revenue enhancement under a modern tax
administration and expenditure rationalisation. An
important element in tax reforms is the switching over
to a Value Added Tax (VAT) by States with effect from
April 1, 2003; others include strengthening of tax
administration through greater application of IT and
rationalisation of the tax structure with a view to
improving the competitiveness of Indian industry in
international markets. The expenditure management
envisaged in the Union Budget mainly focuses on
better cash management and debt restructuring taking
advantage of comfortable foreign exchange reserves
and lower domestic interest rates. As part of debt
restructuring, a buy back of a large proportion of the
banks’ holding of Central Government domestic debt
contracted under the high interest regime is expected
to improve banks’ balance sheets. The Government’s
objective towards fiscal consolidation is, thus,
endeavoured through expenditure reprioritisation and
revenue augmentation.

2.35 The Union Budget for 2003-04 projects
moderate growth rates of 7.2 per cent in revenue
receipts and 8.6 per cent in aggregate expenditure.
With a relatively higher growth in expenditure, all the
major deficit indicators would show increases in
absolute terms during 2003-04 from the levels in the
revised estimates for 2002-03. However, in terms of
GDP, all the deficit indicators would be lower during
2003-04 than the levels in the revised estimates for
2002-03. As proportion of GDP, the GFD for 2003-04
is placed lower at 5.6 per cent than 5.9 per cent in
the revised estimates for 2002-03.

2.36 The Centre’s ways and means advances
(WMA) from the Reserve Bank for the first and second

halves of 2002-03 were fixed at Rs.10,000 crore (April-
September) and Rs.6,000 crore (October-March), the
same as in the previous year. The average utilisation
of WMA, at Rs 4,433 crore during 2002-03 (up to
March 14, 2003), was lower than the previous year’s
level. The net Reserve Bank credit to the Centre
declined by Rs.24,098 crore during 2002-03 (up to
March 14, 2003) reflecting active open market
operations by the Reserve Bank (Chart 11.18).
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2.37 The gross market borrowings of the Central
Government were budgeted at Rs.1,42,867 crore and
net market borrowings at Rs.95,859 crore for 2002-03.
The outcome in the revised estimates for 2002-03
placed the net borrowings at Rs. 1,12,865 crore which
exceeded the budget estimates by 17.7 per cent. For
2003-04, the gross and net market borrowings are
budgeted at Rs. 1,66,230 crore and Rs.1,07,194 crore,
respectively. Net market borrowings would finance 69.8
per cent of GFD during 2003-04 as against 77.6 per
centin the revised estimates for 2002-03. At the same
time, financing through other liabilities would decline to
27.9 per cent from 28.0 per cent and external finance
would contribute 2.3 per cent as against a negative
share of 9.3 per cent during 2002-03 (Chart 11.19).*

2.38 The Reserve Bank continued to combine
auction issues with private placements of dated
securities of the Central Government consistent with
market conditions. Devolvements/ private placement
with the Reserve Bank amounted to Rs.36,175 crore,

1 As against net external assistance of Rs.770 crore
budgeted in 2002-03, the revised estimates show that net
external assistance would be negative at Rs.13,496 crore
due to higher repayments of Rs.25,210 crore than the
budgeted amount of Rs.10,563 crore.
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representing 28.9 per cent of the gross market
borrowings of the Centre through dated securities
during 2002-03 (up to March 21, 2003). The weighted
average maturity of the Government of India dated
securities issued so far during 2002-03 declined to
13.83 years from 14.26 years for 2001-02 as a whole.
At the same time, the cost of market borrowings of
the Central Government continued to fall due to a
benign inflation rate and ample liquidity conditions. The
weighted average yield of GOl dated securities
declined to 7.34 per cent during 2002-03 (up to March
21, 2003) from 9.44 per cent during 2001-02 reflecting
the general softening of the interest rate structure.
The bid-cover ratio of the primary issuance of dated
securities ranged between 0.64-3.8 during the current
year so far. The interest rate on the primary issue of
10-year government securities declined from 6.85 per
cent on April 5, 2002 to 6.72 per cent on July 18,
2002. The vyield on 15-year securities declined from
7.49 per cent on April 16, 2002 to 7.37 per cent on
October 17, 2002. Similarly, the yield on 25-year
primary bonds declined from 8.62 per cent on May
30, 2002 to 7.48 per cent on November 7, 2002.

State Finances

2.39 The finances of State Governments during 2002-
03 are budgeted to record an improvement over the
previous year. In the budget estimates for 2002-03, the
revenue deficit, as a percentage of GDP, is budgeted
lower at 1.9 per cent as compared with 2.6 per cent in
the revised estimates for 2001-02. With the compression
in the revenue deficit, the GFD as a percentage of GDP
is budgeted to decline from 4.6 per centin 2001-02(RE)
to 4.0 per cent in 2002-03. The primary deficit is also
budgeted lower at 1.2 per cent of GDP in 2002-03 than
1.8 per cent in the previous year.

2.40 During 2002-03, revenue receipts are budgeted
to rise by 13.3 per cent. States’ own revenue receipts
are expected to finance 53.6 per cent of revenue
expenditure and 44.2 per cent of the aggregate
expenditure (49.7 per cent and 41.0 per cent,
respectively, in 2001-02). The total expenditure of
States is budgeted to grow by 7.3 per cent, as
compared with the growth rate of 15.7 per cent in the
previous year.

2.41 The States have continued to emphasise fiscal
consolidation in their budgets for 2002-03 through
expenditure management, revenue augmentation and
reforms in public sector undertaking. The proposed
measures include enhancement of revenue receipts
through a revision of tax rates, broadening of the tax
base and improved tax compliance. On the
expenditure front, a number of States propose to
contain revenue expenditure through a set of economy
measures such as restrictions on fresh recruitment/
creation of new posts and controlling administrative
expenditure. Some States have initiated measures to
provide statutory backing to the fiscal reform process
through enabling legislations. While Karnataka has
already enacted fiscal responsibility legislation,
Maharashtra and Punjab introduced similar bills in their
respective legislatures. The Kerala Government
proposes to introduce a Fiscal Accountability Bill.
Several States have already finalised their Medium-
Term Fiscal Reforms Programme (MTFRP). A number
of States have also focused on restructuring of public
sector undertakings, development of infrastructure,
including encouragement to private investment in the
infrastructure projects and promotion of growth
enhancing sectors like information technology and
agro-based industries, consolidated sinking fund,
guarantee redemption fund and statutory limits on
guarantees.

2.42 The likely fiscal outturn of the State
Governments during 2002-03 is not yet evident. During
April-July 2002, the outstanding WMA was generally
higher than those in the comparable period of the
previous year. From August 2002, these have generally
remained lower than the outstanding WMA in the
comparable period of the previous year. The
outstanding WMA and overdrafts of State
Governments amounted to Rs.4,060 crore as on
March 14, 2003 which was lower by 38.7 per cent as
compared with the outstanding amount of Rs.6,622
crore on March 15, 2002 (Chart 11.20).

2.43 The gross and net market borrowings allocated
to States for 2002-03 (including additional allocation
of Rs.10,000 crore under a debt-swap scheme)
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Chart [1.20 : Outstanding WMA and Overdrafts to Btates
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amounted to Rs.30,933 crore and Rs.29,144 crore,
respectively. During 2002-03 (up to March 20, 2003),
the States have raised Rs.30,853 crore. Of this,
Rs.27,880 crore (90.4 per cent) was raised through
tap-issues at interest rates ranging between 6.6-7.8
per cent and Rs.2,973 crore (9.6 per cent) through
auctions at coupon rates ranging between 6.7 per cent
and 8.0 per cent. The States that raised funds through
the auction route were Andhra Pradesh (Rs.545 crore),
Gujarat (Rs.445 crore), Jammu and Kashmir (Rs.70
crore), Karnataka (Rs.200 crore), Kerala (Rs.445
crore), Madhya Pradesh (Rs.247 crore), Maharashtra
(Rs.509 crore), Punjab (Rs.85 crore), Tamil Nadu
(Rs.275 crore) and West Bengal (Rs.153 crore). The
range of coupon rates, at 6.6-8.0 per cent during
2002-03 so far, worked out substantially lower than
that of 7.8-10.5 per cent during 2001-02 and 10.5-
12.0 per cent during 2000-01 as well as 11.5 per cent
in case of loans from the Centre (Plan loans) and
10.5 per cent for loans arising from small saving
collections. The decline in the interest rate on States’
market borrowings reflected the general softening of
interest rates. The coupon rate for the tap tranche
held in August 2002 was fixed 50 basis points over
the then prevailing yield of Government of India 10-
year security. However, in the tranche conducted in
December 2002, the spread was lower at 37 basis
points over the then prevailing yield of a Government
of India ten-year security.

2.44 The high order of borrowings by the Central
and State Governments continue to raise concerns
about the sustainability of the public debt. The
combined debt-GDP ratio of the Centre and States
increased to 70.0 per cent in the revised estimates
for 2001-02 and is budgeted to rise further to 71.6
per cent in 2002-03.

IV. MONETARY DEVELOPMENTS

2.45 The monetary policy stance of the Reserve
Bank during 2002-03 continued to focus on the
provision of adequate liquidity to meet credit growth
and support investment demand in the economy with
a policy preference for soft interest rates while
continuing a vigil on movements in the price level.
The Reserve Bank also reiterated its commitment to
impart greater flexibility to the interest rate structure
in the medium term. In April 2002, the monetary and
credit policy for 2002-03 was framed on the basis of
a real GDP growth rate of 6.0-6.5 per cent and a rate
of inflation of slightly lower than 4.0 per cent under
the assumption of a normal monsoon. Consistent with
the macroeconomic objectives, indicative projections
of M, growth and aggregate deposit growth of
scheduled commercial banks were placed at 14.0 per
cent each, with non-food credit growth (inclusive of
non-SLR investments) projected at about 15.0-15.5
per cent. The Mid-Term Review of Monetary and Credit
Policy (October 2002) lowered the projection of real
GDP growth to 5.0-5.5 per cent in view of the drought
conditions in several parts of the country.

2.46 Monetary conditions remained stable during
2002-03. Notwithstanding a higher non-food credit off-
take, easy liquidity conditions prevailed during the year
on account of strong capital flows, CRR cuts and a
decline in food credit. This enabled a smooth
absorption of the Centre’s market borrowing as well
as a softening of interest rates with varying sensitivity
across the spectrum. The Reserve Bank continued to
steer liquidity conditions by modulating market liquidity
with an array of discretionary operations in the form
of changes in reserve requirements, open market
(including repo) operations and standing facilities,
reinforced by interest rate signals, in the form of
changes in the Bank Rate and the repo rate. In the
backdrop of large and persistent capital inflows, the
Reserve Bank absorbed excess liquidity through a
policy mix of outright open market operations (OMO)
sales and repos under the Liquidity Adjustment Facility
(LAF) (Chart 11.21 and Table 2.11). This enabled the
Reserve Bank to contain primary money creation, on
the one hand, and at the same time, ease interest
rates by simultaneously cutting the price of
discretionary liquidity, on the other.

2.47 During 2002-03, monetary conditions remained
easy facilitated by stable foreign exchange market
conditions leading to a favourable interest rate
environment conducive to investment. A temporary
tightening of liquidity resulting from pressures of the
government borrowing programme, seasonal cash
demand and a revival of credit off-take in end-May
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Chart 11,21 : Cammearcial Bank Resarves and Call Rate
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2002 was mitigated by a policy mix of private
placements and a CRR cut of 50 basis points effective
fortnight beginning June 1, 2002. As call rates softened
in response, the repo rate was cut by 25 basis points
on June 27, 2002. This was reinforced by a further
cut of 25 basis points each in the Bank Rate (to 6.25
per cent, the lowest since 1973), the repo rate (both
effective October 30, 2002) and the CRR (effective
November 16, 2002) as announced in the Mid-Term
Review of Monetary and Credit Policy. At the same
time, the Mid-Term Review stated that no useful
purpose would be served by a further reduction in
the Bank Rate in view of the prevailing easy liquidity
conditions and the structural downward stickiness in
interest rates, and the policy bias would be to keep it

stable at least until the end of the financial year. The
repo rate was cut by 50 basis points to 5.0 per cent
by March 2003.

2.48 In order to tackle the problem of downward
rigidities in the interest rate structure, the Reserve
Bank encouraged banks to introduce a flexible interest
rate system (together with the fixed rate option) for
all fresh deposits. To increase the interest rate flexibility,
banks were advised to review both their prime lending
rates (PLRs) and spreads. The Reserve Bank initiated
the process of deregulation of ceiling rates on export
credit in rupee terms in a phased manner to
encourage greater competition among banks and to
extend such credit at lower rates to exporters with
good track records.

2.49 The Liquidity Adjustment Facility (LAF) emerged
as the principal operating instrument of monetary
policy to adjust liquidity on a day-to-day basis as well
as transmit interest rate signals especially through
periodic fixed rate auctions during the year. Since the
LAF was able to provide an effective cushion to the
market and with a view to phasing out sector-specific
standing facilities, other windows of liquidity support
continued to be gradually withdrawn. The collateralised
lending facility (CLF), for instance, was phased out
effective October 5, 2002. In case of export credit
refinance, which is now the only remaining standing
facility, the apportionment of normal (at a rate linked
to the Bank Rate) and backstop (at a rate linked to
LAF operations or NSE-MIBOR) facilities was changed
to one-half each effective November 16, 2002, from
the earlier ratio of two-third and one-third.

Table 2.11 : Reserve Bank’s Net Foreign Assets, Net Credit to Centre, Initial Subscriptions,

Open Market Operations and LAF Repos : 2002-03
(Rupees crore)
Month RBI's NFA Net RBI RBI’s Initial RBI's Net Average Daily
(net of Credit to Subscription OMO Sales Repo (LAF)
revaluation) Central Outstanding
Government

1 2 3 4 5)
April 3,076 11,976 0 5,307 8,119
May 2,394 1,838 20,018 1,524 1,924
June 3,739 -12,359 2,000 189 9,640
July 9,160 8,122 1,157 6,538 14,636
August 7,370 -19,083 0 7,025 11,825
September 5,983 -8,593 0 6,355 12,181
October 8,350 -8,075 0 71 14,656
November 11,791 -1,191 0 11,070 8,141
December 11,297 -8,616 0 4,552 6,855
January 9,375 -3,288 0 10,995 5,018
February 11,062 -6,206 0 88 3,786

Note: Based on data pertaining to the last reporting Friday of the month.
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2.50 The Reserve Bank continued with structural
reforms with the objective of widening and deepening
the financial markets. Non-bank participants are being
gradually phased out of the call/notice money markets
which is expected to facilitate the development of other
segments, such as the repo market and the term-
money market. Besides, with effect from November 16,
2002, banks were required to maintain a minimum of 80
per cent of the required CRR balances on a daily basis
as against the earlier requirement of a minimum daily
maintenance of 50 per cent of required CRR balances
during the first week and 65 per cent during the second
week of the reporting fortnight. Subsequently, with effect
from December 28, 2002, the required minimum daily
CRR balance was brought down to 70 per cent.

Reserve Money

2.51 Reserve money increased by 7.5 per cent
during 2002-03 (up to March 14, 2003) as compared
with 8.8 per cent during the corresponding period of
last year, notwithstanding the steady accretion to the
Reserve Bank’s foreign currency assets by Rs.75,730
crore (net of revaluation) during 2002-03 so far, as
compared with Rs.45,740 crore last year. The net
domestic assets (NDA) underwent a compensating
decline of Rs.50,534 crore, as the Reserve Bank
continued to counterbalance domestic and external
sources of monetisation as well as neutralise the
liquidity released by CRR cuts (Chart 11.22).

2.52 Dueto a steady rise in net foreign assets led by
capital inflows, the ratio of net foreign assets to
currency climbed to 123.3 per cent by March 14, 2003,
far in excess of 70 per cent as recommended by the
Committee on Capital Account Convertibility (Chairman:
S. S. Tarapore) (Chart 11.23).

Chart 11.23 : NFA/Currency Ratio
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2.53 The Reserve Bank’s subscription to the Centre’s
fresh dated securities, at Rs.36,175 crore (at face value,
inclusive of Rs.13,000 crore towards pre-payment of
loans drawn from multi-lateral agencies) during
2002-03 so far, was swamped by net open market sales
amounting to Rs.53,772 crore. Reflecting the increased
market appetite for government paper in the wake of
sustained easy liquidity conditions emanating from
capital flows and reductions in reserve requirements,
the Reserve Bank was, thus, able to more than offset
the monetary impact of deficit financing through
secondary market operations (Chart 11.24).

2.54 The net Reserve Bank credit to the Central
Government declined by Rs.24,098 crore as compared
with a decline of Rs.936 crore during the corresponding
period of 2001-02 (Table 2.12). In view of the market
demand for government paper, the Reserve Bank
converted annuities in the form of 4.6 per cent special
securities of Rs.40,000 crore into marketable securities.

Chart 11.22 : Select Sources of Reserve Money
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Table 2.12 : Net Reserve Bank Credit to the Centre: Quarterly Variations

(Rupees crore)

Variable 2001-02 2002-03
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4®
1 2 3 4 5) 6 7 8
Net Reserve Bank Credit to the 19,523 -20,140 -4,770 236 1,455 -19,555 -17,882 11,884
Centre (1+2+3+4-5) (13.3) (-12.1) (-3.3) (0.2) (1.0) (-13.7) (-14.5) (11.3)
1. Loans and Advances 3,619 -7,791 -1,223 5,176 2,472 -7,648 0 0
2. Treasury Bills held by the =3 -480 0 18 -18 0 0 0
Reserve Bank
3. Reserve Bank’s Holdings of 13,150 -11,907 -3,529 63 -6,107  -11,761 -17,979 11,979
Dated Securities
4. Reserve Bank’s Holdings of 39 38 -18 24 64 -146 97 -91
Rupee Coins
5. Central Government Deposits -2,718 0 -1 5,045 -5,044 0 0 4
Memo Items*
1. Market Borrowings of 46,000 31,000 24,000 13,213 49,000 35,000 23,000 18,000
Dated Securities by the Centre #
2. Reserve Bank’s Primary 21,000 679 4,000 3,213 22,018 1,157 0 13,000
Subscription to Dated Securities
3. Repos (-) / Reverse Repos (+) 1,355 1,410 -1,160 -4,605 -20,355 8,845 10,371 4,994
(LAF), net position
4. Net Open Market Sales # 10,929 13,985 5,273 148 7,020 19,918 15,693 11,141
5. Primary Operations £ 27,376 -7,273 1,178 3,368 29,598 -8,642  -12,527 17,969
* At face value. £ Adjusted for Centre’s surplus investment. $ Up to March 14, 2003. #  Excludes Treasury Bills.

Figures in parentheses constitute percentage variations. Data based on March 31 for Q4 and last reporting Fridays for other quarters.

This enhances the quality of the Reserve Bank’s balance
sheet, not only by reducing the non-marketable portion
of the public debt but also by valuing central bank assets
at market-determined rates. Furthermore, commercial
banks and PDs redeemed their refinance drawals in view
of CRR cuts.

Monetary Survey
2.55 Broad money (M,) increased by 14.3 per cent

(11.4 per cent, net of the impact of the mergers) during
2002-03 (up to March 7, 2003) as compared with 13.0
per cent during the comparable period of 2001-02
(Table 2.13). On an annual basis, the M, growth rate
worked out to 12.7 per cent (net of impact of mergers)
as compared with 13.9 per cent last year. The average
year-on-year M, growth rate decelerated to 13.9 per
cent (net of RIBs/IMDs/merger effects) as on March 7,
2003 from 15.3 per cent in the previous year. Currency

Table 2.13 : Monetary Indicators — Variations

(Absolute variations in Rupees crore)

Indicator 2001-02 2002-03 2001-02
(up to March 7, 2003) (up to March 8, 2002)
Point to Point Monthly Absolute Per cent Absolute Per cent
(Per cent) Average
(Per cent)
1 2 3 4 5 6
Reserve Money 114 111 25,196 * 75* 26,608 * 8.8*
Broad Money (M) 14.2 16.2 2,14,249 143 1,70,536 13.0
(1,71,657) (11.4)
Currency with the Public 15.2 12.7 32,932 13.6 34,251 16.3
Aggregate Deposits 14.2 17.0 1,81,759 14.5 1,37,716 125
Net Bank Credit to Government 14.6 16.6 76,214 13.0 71,763 14.0
Bank Credit to Commercial Sector 11.3 12.8 1,29,803 17.2 62,763 9.2
Net Foreign Exchange Assets of 26.0 24.6 82,991 26.4 51,650 20.7

the Banking Sector

* Up to March 14, 2003 and the corresponding period of the previous year.

Figures in parentheses are net of the impact of the mergers.

Data are provisional.
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Chart 11.25 : Shares of Government and Commercial
Sector in Adjusted Domestic Credit
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with the public decelerated during 2002-03 (up to March
7, 2003), partly reflecting dampened agricultural activity.
Aggregate deposit growth, at 11.1 per cent (net of the
merger impact), was lower than that of the
corresponding period of last year.

Bank Credit

2.56 Domestic credit (including non-SLR
investments), at 12.2 per cent (net of merger effects)
during 2002-03 (up to March 7, 2003), was higher than
10.9 per cent during the corresponding period of the
previous year, driven by higher non-food credit offtake.
The share of commercial credit (adjusted for merger
effects) in domestic credit, at 58.5 per cent as on March
7, 2003, was the same as a year ago (Chart 11.25). Net
bank credit to the Government increased by 13.0 per
cent during the current fiscal year, as compared with
14.0 per cent during the corresponding period of the
previous year. The share of commercial banks in the
total draft of resources by the Government from the
banking sector during the year climbed to 136.6 per
cent as on March 7, 2003, up from 95.2 per cent as on
March 8, 2002 in view of the market demand for
government paper. Bank credit to the commercial sector
rose by 11.3 per cent (net of the merger impact) as
compared with 9.2 per cent during the comparable
period of 2001-02.

2.57 The growth in non-food credit (adjusted to
exclude the merger impact and to include the non-SLR
investments) was of 15.7 per cent during the current
financial year (up to March 7, 2003) as compared with
9.9 per cent during the corresponding period of 2001-
02. The incremental non-food credit in the latter half of
the year (up to March 7, 2003) at Rs.57,150 crore was
higher than Rs.40,503 crore during the comparable
period of the previous year (Chart 11.26). Reflecting

lower procurement and increased off-take of foodgrains,
food credit declined by Rs.4,262 crore during 2002-03
(up to March 7, 2003) as against an increase of
Rs.13,913 crore recorded during the corresponding
period of 2001-02 (Table 2.14).

2.58 Scheduled commercial banks’ investments in
government securities accelerated to 25.3 per cent
during 2002-03 (up to March 7) from 20.1 per cent during
the corresponding period in 2001-02. Commercial banks’
holding of government and other approved securities
during the year so far has consistently been around 38.0
per cent of the net demand and time liabilities (NDTL) —
much higher than the prescribed Statutory Liquidity
Ratio (SLR) of 25.0 per cent. The excess liquid funds of
the commercial banks flowing into the government
securities market contributed to reducing the secondary
market yields of Government securities across the
spectrum (Chart 11.27).

Chart 11.27 : Liquid Funds with Banks and Gilt Yield
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Table 2.14 : Select Banking Indicators :

RECENT ECONOMIC DEVELOPMENTS

Financial Year Variations

(Rupees Crore)

Indicator 2001-02 2000-01 2002-03P 2001-02
(up to March 7) (up to March 8)

Absolute Per cent Absolute Per cent Absolute Percent Absolute Per cent

1 2 3 4 5 6 7 8

Aggregate Deposits 1,40,742 146 149,273 184  1,74,660 158  1,29,040 134
15.2* (12.0)

Demand Deposits 10,496 7.4 15,185 119 12,637 8.3 2,398 1.7

Time Deposits 1,30,246 15.9 1,34,088 19.5 1,62,023 17.0 1,26,642 15.4
(12.6)

Bank Credit 78,289 15.3 75,476 17.3 1,24,899 21.2 64,699 12.7

Food Credit 13,987 35.0 14,300 55.7 -4,262 -7.9 13,913 34.8

Non-food Credit 64,302 13.6 61,176 14.9 1,29,162 24.1 50,786 10.8

Investments 68,110 184 61,215 19.8 1,03,593 23.6 65,606 17.7

Government Securities 71,141 20.9 61,579 221 1,04,097 253 68,291 20.1

Other Approved Securities -3,032 -10.1 -364 -1.2 -504 -1.9 -2,685 -8.9

P Provisional. * Net of IMDs.

2.59 An analysis of the deployment of non-food gross
bank credit of select scheduled commercial banks
during 2002-03 (up to December) suggests that
medium- and large-scale industry and housing
emerged as the major drivers of growth of non-food
credit during the year (Chart 11.28 and Table 2.15).

2.60 Amongst the medium- and large-scale
industries, the higher credit off-take was fuelled mostly
by cotton textiles, iron and steel, cement, computer
software, gems and jewellery and infrastructure. It was,
however, subdued in case of certain industries like
engineering, sugar, coal and petroleum (Chart 11.29).

Chart 11.28: Sectoral Deployment of Gross Bank Credit
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V. THE PRICE SITUATION

2.61 Inflation remained benign during 2002-03
(up to March 1, 2003). A number of factors, like a
continuing weakness in global recovery, subdued global

Parenthetic figures are net of the impact of the mergers.

inflationary pressures, moderate recovery in investment
demand, large buffer stocks and comfortable foreign
exchange reserves, have contributed to the moderate
inflation outcome during the year. The annual rate of

Table 2.15 : Sectoral and Industry-wise
Deployment of Gross Bank Credit of
Scheduled Commercial Banks
(Fiscal Year Variations)

(Rupees crore)

2001-02 2002-03
up to December  up to December

Absolute Per cent Absolute Per cent

Sector/Industry

1 2 B 4

1. Priority sector # 11,515 7.5 12,420 7.1

o/w Agriculture 4,893 9.4 6,673 11.0

Small Scale -858 -1.5 910 1.6

Others 7,480 16.1 4,837 8.4

2. Industry 3,519 2.2 16,826 9.8
(Medium & Large)

o/w Petroleum -2,523 -21.8 -633 -5.6

Infrastructure 1,682 148 3,858 26.1

Cement 214 5.6 750 17.8

Cotton Textiles -1,279 9.7 1,680 14.3

Iron and Steel 925 4.8 1,242 6.2

Coal -43 -4.2 -71 -5.0

Fertilisers 403 7.7 564 10.3

Computer Software 153 125 323 194

Gems & Jewellery -173 -2.6 952 14.7

3. Housing 3,672 22.7 8,287 371

4. Wholesale Trade 1,012 5.7 1,528 7.5

5. Rest of the sectors 8,928 115 10,480 11.3

Non-food Gross 28,646 6.7 49,541 10.3

Bank Credit
# Excluding investments in eligible securities.

Note : Data are provisional and relate to select scheduled
commercial banks which account for about 90 per cent
of bank credit of all scheduled commercial banks.
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Chart 11.29 : Credit Off-take - Major Industries
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Chart 11.31 : WPI Food and Non-food Inflation
(Point-to-point)
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Source: Office of the Economic Adviser, Ministry of Commerce
and Industry, Government of India.

inflation, measured as point-to-point variations in the
wholesale price index (WPI), remained low up to mid-
December 2002 (3.2 per cent as on December 14,
2002). However, it increased thereafter to touch 5.0
per cent on February 8, 2003 as compared with 1.2
per cent during the corresponding period of the
previous year. This edging up of inflation is attributed
partly to the the base effects and rising international
oil prices (Chart 11.30). The annual rate of inflation
stood at 4.7 per cent on March 1, 2003.

2.62 Despite the drought affecting kharif production
substantially, the prices of food articles have risen only
moderately. Better food management polices helped
in containing the prices of food articles. However, in
the post-kharif period, the primary non-food articles
inflation has gone up substantially which could
have some indirect impact on manufacturing prices
(Chart 11.31).

2.63 Manufacturing inflation recovered modestly
from a trough in 2001-02, driven by an increase in
prices of chemicals and chemical products, fertilisers,
edible oils, man-made textiles and iron and steel.
The industrial recovery appears to be driving up the
prices of manufactured products as reflected in the
rise in the prices of intermediate goods. While
domestic prices of metals show co-movement with
international price movements, the volatility has been
relatively low. The annual primary articles inflation,
on a point-to-point basis, increased during 2002-03
(Table 2.16 and Chart 11.32). The shortfall in
production of oilseeds due to poor rains led to a
substantial rise in the prices of oilseeds and edible
oils, necessitating imports of edible oils. Fuel group
inflation, in contrast, is rising since December 2002
in consonance with hardening of international crude
prices following mounting tensions in the Gulf.

Chart 11.30 : Annual Variation in WPI
(Point-to-point)
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Source: Office of the Economic Adviser, Ministry of Commerce
and Industry, Government of India.

Chart 11.32 : WPI - Major Groups Inflation
(Point-to-point)
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RECENT ECONOMIC DEVELOPMENTS

2.64 The annual average inflation, measured on
the basis of annual percentage variation in the
average wholesale price index, a better indicator of
underlying inflation pressures, trended downwards to
touch 2.3 per cent on October 12, 2002 and rose
thereafter, ruling at 3.0 per cent as on March 1,
2003. The annual average WPI inflation during the
comparable period of 2001-02 stood at 3.9 per cent
(Chart 11.33).

2.65 During 2002-03 (up to March 1, 2003), on an
average basis, the primary articles and fuel group
inflation decelerated to 3.2 per cent and 4.9 per cent,
respectively, from 3.7 per cent and 8.9 per cent during
the corresponding period last year. On the other hand,
manufactured products inflation increased moderately
to 2.4 per cent from 1.8 per cent during the same

Chart II.35% : Anunual WPI Inflation Rate
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Source: Office of the Economic Adviser, Ministry of Commerce
and Industry, Government of India.

Table 2.16 : Commodity-wise WPI Inflation
(Point-to-point)

(Per cent)
Commodity Weight Annual Variation
2000 -01 2001- 02 2002-03
(As on March
1, 2003)
1 2 3 4
All Commodities 100.0 4.9 1.6 4.7
1) Primary Articles 220 -0.4 3.9 6.0
i) Cereals 4.4 -5.5 0.8 4.6
i) Pulses 0.6 7.1 -3.3 -2.6
iii) Fruits & Vegetables 2.9 -2.9 14.4 1.0
iv) Milk 4.4 0.4 4.7 25
V) Eggs, Fish and Meat 2.2 2.1 9.3 -4.3
vi) Condiments and Spices 0.7 -13.8 -0.2 5.1
viii) Fibres 15 7.4 -17.9 249
ix) Oilseeds 2.7 2.8 6.8 234
1) Fuel, Power, Light and Lubricants 14.2 15.0 3.9 6.1
i) Mineral Oils 7.0 17.0 12 9.2
i) Electricity 5.5 115 9.2 3.4
iif) Coal Mining 1.8 18.1 -1.9 0.0
II1) Manufactured Products 63.8 3.8 0.0 3.7
i) Sugar, Khandsari and Gur 3.9 -6.1 -3.2 -12.6
i)y Edible Oils 2.8 -4.8 125 222
iii) Food Products 115 -3.7 0.3 5.1
iv) Cotton Textiles 4.2 6.3 -6.7 4.7
v) Man-made Textiles 4.7 2.0 -4.7 145
vi) Chemicals and Chemical Products 11.9 4.0 2.5 2.5
vii) Fertilisers 3.7 3.4 3.6 1.7
viii) Urea-N-Content 2.2 1.8 4.7 11
ix) Cement 1.7 20.3 -4.7 1.4
x) Iron and Steel 3.6 13 0.0 6.8
xi) Non-electrical Machinery 3.4 6.9 5.4 2.7
xii) Electrical Machinery 5.0 11.8 -1.1 -0.3
xiii) Transport Equipment and Parts 4.3 5.8 13 -1.3

Source :
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Chart I[.34 : Major Groups' Welghted
Contributions to WPL
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Source: Office of the Economic Adviser, Ministry of Commerce
and Industry, Government of India.

period. An analysis of the weighted contributions of
major groups of WPI (on an average basis) during
2002-03 so far indicates that, while the contribution
of the manufactured products group increased to 44.6
per cent from 29.6 per cent during the corresponding
period of the previous year, that of the fuel group
declined to 31.6 per cent from 46.7 per cent over the
same period. The weighted contributions of primary
articles group was steady at around 23.8 per cent
during the same period (Chart 11.34).

2.66 At the retail level, consumer price inflation, as
measured by the annual variation in the consumer
price index for industrial workers (CPI-IW), on a point-
to-point basis, decelerated to 3.4 per cent in January
2003 from 4.9 per cent in January 2002. On an
average basis, however, consumer inflation stood
higher at 4.2 per cent as compared with 3.9 per cent
a year ago (Chart 11.35).

2.67 Inflationary pressures generally remain subdued
across the globe during the year. International
commodity prices recovered in the second half of 2002
after bottoming out in late 2001 from a prolonged
decline in the aftermath of the Asian crisis. Non-fuel
commodity prices, however, remain bound by weak
demand and inventory drawdown. Since early August
2002, spot oil prices have risen markedly owing to
concerns about a further deterioration in the geo-
political situation in the Middle East. Thus, the major
risk to the current benign outlook for inflation hinges
upon the prospects for uncertainty relating to the future
movements in international oil prices.

VI. FINANCIAL MARKETS

2.68 Orderly conditions prevailed in the financial
markets during 2002-03 (Chart 11.36). The presence
of adequate liquidity conditions and moderation of
inflation expectations enabled a softening of interest
rates. The foreign exchange market continued to
witness excess supply conditions. The capital market
began to recover from November 2002 after being
adversely affected by a number of external shocks,
including border tensions. At the same time, the
Reserve Bank carried forward structural reforms to
develop the various financial market segments with a
view to enhancing financial stability and improving
allocative efficiency.

2.69 Reflecting ample liquidity conditions during
2002-03, there was a softening of interest rates across
the various segments of the financial market, although
the pace of reduction of interest rates was not
necessarily uniform. At the short end of the market,
the average overnight call rates declined from 6.58
per cent in April 2002 to 5.71 per cent by February
2003 and further to 5.21 per cent on March 17, 2003.

Chart 11.35 : Annual CPI Inflation
(Industrial Workers)
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Chart 11.36 : Average Call Rate, Secondary Market Yields,
Changes in the BSE Sensex and Exchange Rate
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RECENT ECONOMIC DEVELOPMENTS

The primary implicit yields of both 91-day and 364-
day Treasury Bills declined to 5.89 per cent as on
March 19, 2003 from 5.97 per cent and 6.09 per cent,
respectively, as on April 3, 2003. At the longer end of
the spectrum, the secondary market yields on
government securities in the maturity range of 10 to
20 years softened from 7.37-7.91 per cent in April
2002 to 6.34-7.05 per cent by February 2003. Deposit
rates of public sector commercial banks with a maturity
of more than one year softened from 7.25-8.75 per
cent during March 2002 to 5.25-7.00 per cent by end-
February 2003. However, the fall in prime lending rates
of the public sector banks from 10.0-12.5 per cent
during March 2002 to 9.00-12.25 per cent by end-
February 2003 did not match the fall in yields in
government securities.

Call Money Market

2.70 The call/notice money market was orderly and
stable during 2002-03 so far. The weighted average
call money borrowing rates remained, by and large,
within the informal corridor of the repo and reverse
repo rate. After edging up during the first two months
of the fiscal year, the weighted average call money
borrowing rate softened thereafter, occasionally dipping
below the repo rate (Chart 11.37).

2.71 Various reform measures were undertaken in
the call money market during the year. The phasing
out process of non-banks from the call/notice money
market began with mapping of a four-stage exit of
non-banks from this market. During the first stage,
which commenced with effect from May 5, 2001, non-
banks were allowed to lend, on an average, up to 85
per cent of their average daily lending in the call/notice
market during 2000-01 in a reporting fortnight. Such

Chart 11.37: Call Rate and the Repo Rate
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limits would come down to 75 per cent as part of
stage Il from a date to be notified later by the Reserve
Bank when the Negotiated Dealing System/Clearing
Corporation of India Limited (CCIL) becomes fully
operational and widely accessed. Call lending by
corporates was disallowed effective July 1, 2001. The
Reserve Bank instituted a daily call money borrowing
ceiling of 2 per cent of aggregate deposits (as at the
end of March of the previous financial year) for urban
co-operative banks, which was extended to State
Co-operative Banks (SCBs) and District Central
Co-operative Banks (DCCBSs). In respect of scheduled
commercial banks, effective from the fortnight
beginning October 5, 2002, the fortnightly average
ceiling for call/notice money lending for banks was
stipulated at 50 per cent of their owned funds with
the daily lending ceiling fixed at 100 per cent of their
owned funds. The fortnightly average ceiling for call/
notice money borrowing for banks was placed at 150
per cent of their owned funds or 2 per cent of
aggregate deposits, whichever is higher, as at end-
March of the preceding financial year. The daily
borrowing ceiling was specified at 250 per cent of
their owned funds. Simultaneously, primary dealers
were permitted to lend in the call/notice money market
up to 25 per cent of their net owned funds. Effective
from the fortnight beginning December 14, 2002, the
fortnightly average ceiling for call/notice money lending
for banks was further scaled down to 25 per cent of
their owned funds and the daily lending ceiling to 50
per cent of their owned funds. The fortnightly average
ceiling for call/notice money borrowing for banks is
100 per cent of their owned funds or 2 per cent of
aggregate deposits, whichever is higher, as at end-
March of the preceding financial year with the daily
borrowing ceiling at 125 per cent of their owned funds.

2.72 The progression of money market reforms was
smooth with the monthly weighted average call money
borrowing rates steadily softening as the current
financial year has progressed.

2.73 The fiscal year 2002-03 commenced with easy
liquidity conditions as reflected in the substantial
amount of repo bids received under the LAF auctions,
pulling call rates below the repo rate during the first
week of April 2001. The absorption of surplus liquidity
through both LAF auctions as well as OMO outright
sales and the launching of the government borrowing
programme balanced the money market liquidity,
reverting the call money rates above the repo rate.
The pick up in the tempo of the Government borrowing
combined with border tensions in May 2002 tightened
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liquidity conditions, firming up the weighted average
call money borrowing rates to 7.7 per cent on May
22, 2002.

2.74 The Reserve Bank’s primary market operations,
monetary easing and redemption inflows comforted
the money markets in June 2002. The Reserve Bank
undertook devolvements and private placements of
government primary issuances and advanced the date
of the CRR cut of 50 basis points to 5.0 per cent, by
a fortnight to June 1, 2002. These measures as well
as government bond redemptions softened call money
rates steadily to a band of 6.0-6.2 per cent during
end-May to June 23, 2002. The easy liquidity
conditions also reflected the fact that the repo cut-off
rate was brought down by 25 basis points to 5.75 per
cent on June 27, 2002.

2.75 The banks appeared to have factored in the
two-stage prudential restrictions on their call money
market exposures during the third quarter of 2002-03
quite smoothly as the call money borrowing rates
hovered mostly at or below the repo rate. Prudential
limits on borrowings and lendings of scheduled
commercial banks and on lendings of primary dealers
in the call/notice money market became operative,
effective October 5, 2002. Simultaneously, the
collateralised lending facility available to banks and
primary dealers was phased out.

2.76 The repo rate reduction on October 30, 2002
by 25 basis points to 5.5 per cent, expectedly brought
down the call money rate. However, the call money
rates exhibited some volatility with the weighted
average borrowing rate inching up above 6.0 per cent
on November 12, 2002 reflecting, inter alia, outflows
on account of a gilt auction as well as a 13-day repo
auction at a time when banks were making
preparations towards graduating for maintaining a
minimum of 80 per cent of eligible CRR balances on
a daily basis. The markets, however, soon stabilised
with the weighted average call money borrowing rate
coming down to 5.27 per cent on November 30, 2002.

2.77 The second stage of prudential restrictions on
call money lendings and borrowings of banks became
effective fortnight beginning December 14, 2002. The
usual advance tax outflows and State loan auctions
in December 2002 firmed up call rates temporarily.
There was some temporary tightness of liquidity in
January 2003 as a result of open market sales. The
call rates, however, soon turned easy on account of
augmenting of money market liquidity through
redemptions, coupon inflows and some selling of
government securities with the waning of expectations

of any reduction in mlicy interest rates and war
tensions in the Middle East. There was some edging
up of call rates towards the last week of February
2003 on account of some outflows of funds towards
State loan auctions. Although the repo rate was
reduced by 50 basis points to 5.0 per cent, a second
round of State loan auctions pushed call rates to 6.2
per cent as on March 12, 2003. The call rate eased
thereafter to 5.21 per cent as on March 17, 2003.

Government Securities Market

2.78 The Reserve Bank continued to take measures
to deepen and widen the government securities
markets. As a step towards enhancing transparency,
an indicative calendar for the issuance of marketable
dated Government securities for the first half of year
2002-03 was issued on March 27, 2002 to enable
investors to plan their investments in a better manner.
The calendar was generally adhered to with some
minor deviations. In continuation of this, the Reserve
Bank announced the calendar for the second half-
year (October-March) on September 18, 2002 in
consultation with the Government. In future, the
calendar would be issued every half-year. A bond with
put and call options (6.72 per cent Government Stock
2007/12) exercisable on or after 5 years from the date
of issue was issued for the first time. The Reserve
Bank issued a 30-year paper in July 2002, in line
with the policy of elongating the maturity structure of
dated securities.

2.79 Stable and soft money market interest rates,
ample liquidity conditions and moderate inflation
expectations provided the conditions for a continued
rally in the prices of government securities through
most of the year up to mid-January 2003. The surplus
liquidity in the banking system drove down gilt yields
during 2002-03 (up to mid-January 2003). The outlook
on gilts turned bearish during the second half of
January due to a host of negative factors like the rising
oil prices, a worsening situation in the Middle East, a
sharp rise in domestic WPI inflation rate and
indications of a recovery in industrial production.

2.80 Yields fell in the usual flush of early April
liquidity but started firming up by May 2002, with the
tightening of liquidity conditions, a lower than expected
CRR reduction in the Monetary and Credit Policy of
April 2002 and as the market expectation of a Bank
Rate cut did not materialise (Chart 11.38). Besides,
border tensions also affected market sentiment by end-
May. This was reflected in a drop in the market
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turnover. The rise in yields abated as market sentiment
improved after the Reserve Bank advanced the CRR
reduction by a fortnight in June 2002. As monetary
conditions continued to ease mainly due to a sharp
rise in capital inflows, yields continuously declined till
mid-January 2003. The investor interest in gilts was
further strengthened by the monetary easing in the
Mid-Term Review of the Monetary and Credit Policy
in October 2002. As prices continued to rally,
transaction volumes also steadily increased, reaching
a peak in November 2002. The OMO sales as well
as renewed tensions in the Middle East in January
2003, however, halted the rally and the yields have
somewhat firmed up since mid-January 2003. Gilt
prices rallied sharply after the Union Budget 2003-04
with a reduction in the repo rate by 50 basis points to
5.0 per cent on February 28, 2003. However,
continuing uncertainties and the usual year-end profit
booking led to the reversal of post-Budget gains in
early March 2003.

2.81 The average decline of yields in the 2-5 year
segment has been of the order of 23 basis points
while the same for the 6-10 year and 11-20 year sector
has fallen by 83 and 89 basis points, respectively. The
10-year yield rose by about 85 basis points to 8.13
per cent by the third week of May 2002 from 7.28
per cent at the beginning of the current financial year
and subsequently eased to 6.34 per cent at the end
of February 2003. While yields have declined across
the maturity spectrum, there has also been a flattening
of the vyield curve during the year which could be
reflecting a combination of factors including a demand
for longer-term paper in the face of sustained easy
liquidity and subdued inflation expectations. The spread
between AAA-rated corporate bonds and government

Chart I[.39 : Spread between AAA-rated
Corporate Bond and 5-Year Gilt Yield
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securities, which widened during 2001-02, narrowed
by March 2003 (Chart 11.39).

Foreign Exchange Market

2.82 The Indian Rupee generally exhibited an
appreciating trend with respect to the US dollar during
2002-03 due to excess supply conditions on account
of steady foreign exchange inflows from exporters,
foreign direct investment as well as remittances by
NRIs coupled with modest corporate demand. The
slow growth in imports continued despite some
industrial recovery, exacerbating the appreciating
pressure. The exchange rate of the Indian Rupee vis-
a-vis the US dollar moved within a range of Rs.47.63-
Rs.49.06 per US dollar during 2002-03 (up to March
13, 2003) (Chart 11.40). On the basis of monthly
average exchange rates, the Indian Rupee appreciated
by 2.5 per cent from Rs.48.92 per US dollar in April
2002 to Rs.47.73 per US dollar in February 2003.

Chart 11.38 : 10-Year Gilt Yield
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Chart 11.40 : Daily Movement in Indian Rupee
vis-a-vis US Dollar (2002-03)
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2.83 The Rupee remained broadly stable during the
first quarter of 2002-03, except for a brief period of
uncertainty on account of concerns regarding higher
global oil prices and border tensions in May 2002.
There was appreciating pressure since June 2002 on
account of the positive sentiment created by easing
of border tensions and the continued weakness of
US dollar against other major international currencies
on account of doubts over the strength of the US
recovery and a series of corporate accounting
scandals in the US. The strengthening of the Rupee
continued in the following months due to heavy US
dollar inflows mainly in the form of foreign direct
investments and exporter remittances. This prompted
the Reserve Bank to mop up surplus US dollars in
the market in order to prevent excessive appreciation
of the Rupee.

2.84 Cross-currency movements reveal that due to
depreciation of the US dollar against major currencies,
the Rupee depreciated steadily against the Euro and
the Pound Sterling during 2002-03 (up to February)
(Chart 11.41). In terms of monthly average exchange
rates, while the Rupee depreciated by 8.3 per cent
against the Pound Sterling, its depreciation against
the Euro was sharper at 15.8 per cent during the 11-
month period. The Euro became costlier than the US
dollar in terms of Rupees for the first time on
November 7, 2002, with the value of Euro rising to
Rs.48.54 per Euro as against Rs.48.33 per US dollar
on the same day. The Rupee depreciated against the
Japanese Yen by 6.6 per cent during the same period.

2.85 The depreciation of the Rupee against major
currencies is also reflected in the movements in the
nominal effective exchange rate (NEER) and real
effective exchange rate (REER) (Chart 11.42). The REER
of the Indian Rupee depreciates with the depreciation

Chart 11.41 : Indian Rupee vis-a-vis Major
International Currencies (2002-03)
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in the US dollar against the major currencies as well as
depreciation of the Indian rupee against the US dollar.
Further, the REER also depreciates with a fall in inflation
in India as compared with other major economies
included in the basket. Despite the recent appreciation
of rupee against the US dollar, the NEER and REER
depreciated reflecting a depreciation of the US dollar
against the major currencies. Inflation remained
subdued in India as well as abroad.

2.86 The Clearing Corporation of India (CCIL),
which commenced its operations from February 15,
2002 in clearing and settlement of transactions in
government securities, also started settlement of
foreign exchange transactions through multilateral
netting of member obligations for both the Indian
Rupee and US dollar. This process significantly
reduces individual funding requirements for every
member as well as liquidity risk in the market. The
average monthly total turnover in the foreign
exchange market marginally increased to US $ 129.2
billion during 2002-03 (up to January 2003) from US
$ 118.5 billion in 2001-02. The monthly turnover
remained within the range of US $ 22.5-31.7 billion
in the merchant segment and in a range of US $
84.1-124.3 billion in the inter-bank market during
2002-03 (up to January 2003) (Chart 11.43). Reflective
of the stable foreign exchange market conditions,
the ratio of inter-bank to merchant turnover fell
steadily from 5.5 per cent in April 2002 to 3.6 per
cent in January 2003.

2.87 Inthe swap segment of the foreign exchange
market, the forward premia hardened for all the three
maturities (one- three- and six-month) during April-May
2002, partly reflecting uncertainties generated by border
tensions. With the return of stability in the spot segment
of the foreign exchange market resulting from steady
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Chart 11.43 : Foreign Exchange Market Turnover
(2002-03)
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Chart 11.45 : Trend in Resource Mobilisation
in the Primary Market
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supply of US dollar, the forward premia for all three
maturities declined steadily during the next nine months
(June 2002 — February 2003). In terms of monthly
averages, the three-month and the six-month forward
premia declined from 6.23 per cent and 6.19 per cent,
respectively, in May 2002 to 3.55 per cent, each, in
February 2003 (Chart 11.44).

Capital Market

2.88 During 2002-03 so far, both the primary and
secondary segments of the capital market remained
generally subdued on account of several domestic and
external factors. Financial assistance sanctioned and
disbursed by the all-India Financial Institutions (AIFIS)
also declined sharply.

Primary Market

2.89 The public issues market continued to witness
depressed conditions during 2002-03 (up to January

2003) as the resource mobilisation aggregating
Rs.3,259 crore from 12 issues was lower than
Rs.4,375 crore raised through 17 issues during 2001-
02 (up to January 2002) and Rs.7,112 crore raised
through 24 issues during 2001-02 (Chart 11.45). During
2002-03 (up to January 2003), there were five issues
aggregating Rs.1,049 crore from the non-Government
public limited companies (private sector) and seven
issues aggregating Rs.2,210 crore by the public sector
entities in the financial sector. The entire resource
mobilisation during 2001-02 (up to January 2002) was
accounted for by private sector companies.

2.90 The share of equity in the total resource
mobilisation increased sharply to 37.0 per cent during
2002-03 (up to January 2003) as compared with 19.6 per
cent during the corresponding period of the previous
year, following floatation of equity issues from the banks
in the public sector (Chart 11.46). All the issues during

Chart 11.44: Monthly Average Exchange Rates and
3-month Forward Premia (2002-03)
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2002-03 (up to January 2003) weremega issues (Rs.100
crore and above) (except one issue of Rs.36 crore) with
the average size of the issues correspondingly working
out to Rs.272 crore as compared with Rs.257 crore
during the corresponding period of the previous year.

291 The private placement market, which has
become quite popular in recent years, witnessed some
slowdown in resource mobilisation during April-
December, 2002. The resource mobilisation from the
private placement market, at Rs.46,647 crore was 5.6
per cent lower than Rs.49,437 crore raised during the
comparable period of the previous year due to a
decline in resource mobilisation by the AlFIs and state-
level undertakings in the public sector.

2.92 Resource mobilisation through ADRs, GDRs
and FCCBs from the international capital market, at
Rs.3,314 crore during 2002-03 (up to January 2003),
was 41.5 per cent higher than Rs.2,341 crore raised
during the corresponding period of the previous year.

2.93 According to the data available with SEBI, net
resource mobilisation by mutual funds (including UTI),
at Rs.16,612 crore during 2002-03 (up to January
2003), was 45.9 per cent higher than Rs.11,389 crore
during the comparable period of the previous year,
mainly due to the sizeable funds raised under debt-
oriented schemes. The Unit Trust of India (UTI),
however, witnessed a net outflow of Rs.8,720 crore
during 2002-03 (up to January 2003).

2.94 Financial assistance sanctioned and disbursed
by the term-lending institutions, at Rs.13,933 crore
and Rs.12,185 crore, respectively, declined sharply by
49.7 per cent and 45.6 per cent, respectively, during
2002-03 (up to January 2003) as compared with the
declines of 24.8 per cent and 11.5 per cent (excluding
ICICI), respectively, during the corresponding period
of the previous year.

Secondary Market

295 The stock markets witnessed subdued
conditions due to several factors, such as, border
tensions, inadequate monsoon and subdued trends
in international markets, especially following the
discovery of accounting discrepancies in some major
US companies and international disturbances (Chart
11.47).

2.96 The stock markets began 2002-03 on a positive
note, led by a rally in PSU scrips following
disinvestment initiatives by the Government but soon
turned bearish by end-May 2002 as border tensions
mounted. The markets recovered partly in early June
2002 as border tensions abated but the BSE Sensex

Chart 0.47 : Trends ln Indlan Stock Markets
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fell below the 3000-mark by end-July 2002, reflecting
monsoon uncertainties and weakening of international
markets following the discovery of accounting
discrepancies in large US firms (Chart 11.48).

2.97 After a brief spell of recovery in August, the
markets declined again by October, on account of
lower than expected quarterly results and
uncertainties regarding PSU disinvestment. The
market sentiment turned positive by early November
2002 mainly due to a revival of PSU disinvestment
initiatives by the Government, bargain buying by
institutional investors, especially in technology scrips
and a revival in international markets. A downtrend
set in again from end-January 2003 as the market
sentiment was affected by the Middle East crisis.
Bank scrips were in the limelight following the
permission to increase FDI in private sector banks

Chart [[.48 : Movements ln BSE Sensex, Naadag
and Dow Jones
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and increase in profitability. PSU stocks also became
attractive on account of disinvestment initiatives by
the Central Government. In contrast with a 5.4 per
cent decline in the BSE Sensex during 2002-03
(up to February 2003), the BSE-500 registered only
a marginal decline of 0.3 per cent over the same
period reflecting buying interest in PSU scrips and
mid-caps outside the ambit of the narrow blue-chip
indices.

2.98 The volatility in share prices, as measured by
the coefficient of variation, at 5.0 per cent during 2002-
03 (up to February 2003), was lower than 7.2 per
cent during the corresponding period of the previous
year. Foreign institutional investors’ (Flls) net
investments in equity markets declined to Rs.2,376
crore during 2002-03 (up to February 2003) as
compared with Rs.5,785 crore during the
corresponding period of the preceding year. The
mutual funds remained net sellers in equity markets
during 2002-03 so far.

2.99 The derivative segment continued to expand
with the total turnover rising to Rs.50,080 crore during
February 2003 from Rs.20,535 crore during March
2002 (Chart 11.49).

Chart 11.4% : Turnover in Equity Derivatlves Marketa
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VII. FINANCIAL SECTOR
Scheduled Commercial Banks?

2.100 The operating profits of scheduled commercial
banks (SCBs) during 2001-02 increased by 50.9 per
cent to Rs.29,814 crore. Notwithstanding higher

2. Includes the impact of merger of ICICI Ltd. with ICICI Bank
Ltd. on assets, liabilities, performance, NPAs and capital
adequacy of scheduled commercial banks.

provisioning and contingencies, the net profits in
2001-02 increased by 80.7 per cent to Rs.11,572
crore.

2.101 This increase in bank profitability may be
attributed to a softer interest regime resulting in gains
from treasury operations coupled with containment
in operating expenses. Among the major financial
parameters, the growth in income during 2001-02
was 14.4 per cent while that in expenditure was
11.0 per cent. The growth in other income accelerated
to 41.6 per cent from 8.8 per cent in the previous
year while operating expenditure declined by 1.4 per
cent to Rs.33,696 crore, thereby boosting the net
profit. The ratio of net profits to total assets of SCBs
increased to 0.75 per cent as at end-March 2002
from 0.49 per cent, a year ago. The decline in lending
rates together with an increase in competitive
pressures impacted on the bottomline as reflected in
the decline in net interest income to 2.6 per cent as
at end-March 2002 from 2.8 per cent as at end-
March 2001 (Chart 11.50).

2.102 The ratio of gross non-performing assets
(NPAs) to total assets of SCBs declined to 4.6 per
cent as at end-March 2002 from 4.9 per cent as at
end-March 2001, while net NPAs to total assets
declined to 2.3 per cent from 2.5 per cent. For the
same period, the ratio of gross NPAs to gross
advances declined to 10.4 per cent from 11.4 per cent
in 2000-01 and net NPAs to net advances declined to
5.5 per cent from 6.2 per cent (Chart 11.51).

2.103 As at end-March 2002, 85 out of 97 SCBs
recorded a capital to risk-weighted asset ratio (CRAR)
in excess of 10 per cent, seven banks had CRAR
between 9 per cent and 10 per cent, while five banks
had CRAR below the 9 per cent mark. The
corresponding distribution of banks in the previous
year was 84 banks, 11 banks and five banks,
respectively.

2.104 The Reserve Bank undertook several measures
to enhance soundness of the banking sector alongside
the deregulation of interest rates and balance sheet
restrictions, especially in respect of the investment
portfolio (Table 2.17). The Mid-Term Review of
Monetary and Credit Policy of October 2002 revised
norms for loan classification, according to which,
effective March 31, 2005, an asset would be classified
as doubtful if it remained in the substandard category
for 12 months (instead of 18 months earlier). The
additional provision need to be phased in over a four-
year period, commencing from the year ending March
31, 2005.
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Chart 11.60 : Scheduled Commercial Banks : Key Indicators
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Co-operative Banks

2.105 At the end of March 2002, the number of urban
co-operative banks (UCBs) was 2,090. Information on
the financial performance of UCBs relating to profits/
losses are available for 1,854 banks, which roughly
cover 88.7 per cent of the total UCBs. Of these, 1,629
UCBs registered profits while the rest incurred losses.
The percentage of profitable UCBs among the
reporting banks increased to 87.9 per cent during
2001-02 from 83.9 per cent in the previous year.

Scheduled Urban Co-operative Banks
2.106 As on March 31, 2002, there were 52

scheduled UCBs as compared with 51 scheduled
UCBs in the previous year. During 2001-02, the total
income increased by 2.6 per cent notwithstanding the
decline in interest income by 2.9 per cent. The total
expenditure of the scheduled UCBs declined by 9.9
per cent in 2001-02. Consequently, the operating profit
increased by 1.3 per cent.

Chatt I1.51 : Ratlo of Net NPAs to Net Advances
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Table 2.17 : Changes in the Regulatory Framework

Variable 1992-93 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02
1 2 3 4 5 6 7 8 9 10
1. CRAR
(per cent to risk
weighted assets)
Domestic Banks with 4 8 8 8 8 8 8 9 9 9
International Business
Other Domestic Banks 4 4 4 8 8 8 8 9 9 9
Foreign Banks 8 8 8 8 8 8 8 9 9 9
2. Non-performing
Assets
(period overdue
in quarters)
Sub-standard Assets 4 3 2 2 2 2 2 2 2 24
Doubtful Assets 8 8 8 8 8 8 8 8 6 6 ##
3. Provisioning
Requirements
(per cent to
corresponding asset)
Standard Assets* 0.25 0.25 0.25
Sub standard Assets 10 10 10 10 10 10 10 10 10 10
Doubtful Assets
Secured portion** 20-50 20-50 20-50 20-50 20-50 20-50 20-50 20-50 20-50 20-50
Unsecured portion 100 100 100 100 100 100 100 100 100 100
Loss Assets 100 100 100 100 100 100 100 100 100 100
4. Mark to Market 30 30 30 40 50 60 70 75 $$ $$
(per cent)
# 1 quarter from the year ending March 31, 2004
## 4 quarters effective March 31, 2005
*  on global portfolio basis
*% 20 per cent if a doubtful asset (DA) = 1 year; 30 per cent if DA of 1-3 years; 50 per cent if DA>3 years.
$$ According to the revised classification norms for investment portfolio (including SLR and non-SLR securities) effective half-year

ended September 30, 2000, banks should classify the same into three categories, viz., Held to Maturity (HTM), Available for Sale
(AFS) and Held for Trading (HFT) categories. The investments under HTM should not exceed 25 per cent of banks’ total investments.

Financial Institutions

2.107 The profitability analysis of the nine Fls?
indicates that the combined net profits of these
institutions declined by 46.5 per cent during 2001-02.
This reflected a decline in income by 3.2 per cent
and a concomitant increase in expenditure by 4.8 per
cent, mainly due to a sharp increase of 97.3 per cent
in provisions. The industrial slowdown and exposure
to certain industries has adversely affected the quality
of assets of FIs. The spread (net interest income) as
a ratio of total assets worsened from 1.55 per cent in
2000-01 to 1.27 per cent in 2001-02. The share of

3. ICICI Ltd. merged with ICICI Bank Ltd. with effect from

March 30, 2002 and is, therefore, excluded.

net NPAs in net loans as at end-March 2002 was
highest in the case of Industrial Investment Bank of
India (1IBI) at 24.1 per cent, followed by Industrial
Finance Corporation of India (IFCI) (22.5 per cent),
Tourism Finance Corporation of India (TFCI) (20.2 per
cent) and Industrial Development Bank of India (IDBI)
(13.4 per cent). The CRAR of all institutions, excepting
IFCI (3.1 per cent), were well above the benchmark
minimum of 9 per cent.

Non-Banking Financial Companies

2.108 As at end-March 2001, the total outstanding
public deposits of the 1,012 deposit holding
companies (both registered and unregistered)
aggregated Rs.18,243 crore, equivalent to 1.7 per
cent of the outstanding deposits (Rs.10,55,386 crore)
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of scheduled commercial banks (excluding regional
rural banks). The aggregate assets of the NBFC
sector increased to Rs.54,489 crore as on March
31, 2001 from Rs.51,324 crore as on March 31,
2000. The profitability analysis of the NBFCs
(excluding residuary non-banking financial companies)
indicates that this segment recorded a net loss of
Rs.471 crore in 2000-01 in contrast to a net profit of
Rs.137 crore in the previous year. Income registered
a decline of 16.5 per cent largely due to a drop in
fund-based income while the decline in expenditure
was 6.9 per cent. At the disaggregated level,
equipment leasing companies registered a sharp
growth of 46.7 per cent in public deposits held by
them while those held by investment and loan
companies declined sharply by 63.5 per cent during
the same period.

Insurance Companies

2.109 The process of liberalisation of the insurance
market continued to gather pace during 2002-03. The
Insurance and Regulatory Development Authority
(IRDA) registered one new life insurance company and
three general insurance companies taking the number
of life insurers and general insurers both to 13 during
2002-03 so far. According to the IRDA, the life
insurance business at force (in terms of premium)
expanded by 38.9 per cent during 2001-02 as
compared with 37.4 per cent during the previous year.
The general insurance business (in terms of gross
direct premium income) increased by 26.3 per cent
during 2001-02 as compared with 5.9 per cent during
the previous year. The share of the private insurers,
life and non-life worked out to about 0.5 per cent.
During 2001-02, all insurance companies satisfied the
solvency margins set by the IRDA.

VIIl. EXTERNAL SECTOR

Global Economic Scenario

2.110 The near-term outlook for global growth
continues to remain uncertain in view of the hesitant
and limited nature of the recovery that characterised
the global growth process in the second half of 2002.
The bursting of the technology, telecom and media
bubbles, meltdowns in equity prices, oil price hikes,
war tensions and corporate accounting problems
continue to hinder the recovery process. According to
the estimates generated by the IMF, world output is
expected to recover to about 3.7 per cent in 2003
from 2.8 per cent in 2002 and 2.2 per cent in 2001.
World trade volume is also projected to exhibit a
stronger recovery in 2003 in relation to 2002 (Table
2.18).

2.111 The signs of recovery witnessed around early
2002 inthe USA subsequently lostmomentum. This has
raised concerns about the strength and durability of
global recovery in the face of persistent weak economic
activity in other major industrial countries as well as war
tensions. Quarterly estimates of GDP indicate that the
major economies continue to experience slower growth
rates which reaffirm the weakness of the recovery
process. Activity in Japan and Euro area continue to
remain weak. In Japan, a modest rebound is projected
for the remaining period of 2002 and 2003. Domestic
demand remains sluggish in the Euro area as the
recovery is lagging behind in other areas like North
America and the emerging markets in Asia (Table 2.19).

2.112 In the currency market, the movement in major
exchange rates was dominated by a large depreciation
of the US dollar against the euro and yen (Chart 11.52).
This is partly a reflection of the growing concerns
about the large US current account deficit and a

Table 2.18 : Global Economy — Key Indicators

(Annual per cent change)

Variable September 2002 Difference from April
Projections 2002 projections

2000 2001 2002 2003 2002 2003

1 2 3 4 5 6

1.  World Output 4.7 2.2 2.8 3.7 . -0.3

2. Advanced Economies 3.8 0.8 17 25 . -0.5

3. Developing Countries 5.7 3.9 4.2 5.2 -0.1 -0.3

4.  World trade (Volume) 12.6 -0.1 2.1 6.1 -0.4 -0.5

5. Qil Prices (US $) 57.0 -14.0 0.5 -0.8 5.8 35

6.  Non-oil commodity prices (US $) 1.8 -5.4 4.2 5.7 4.3 -1.5
Source : World Economic Outlook, September 2002.
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Table 2.19 : Cross-Country Quarterly GDP Growth

Area

2001

(Year-on-year, in per cent)
2002

Q1 Q2

Q3 Q4 Q1 Q2 Q3 Q4

1 2

3 4 5 6 7 8

USA
Euro Area

-0.6
2.4
1.0

-1.6
1.5

Japan -2.1

-0.3
1.3
-1.3

2.7
0.5
-0.4

5.0
0.3
0.1

13
0.7
13

4.0
0.8
0.7

14

0.5

Source :

US Bureau of Economic Analysis; European Central Bank Monthly Bulletin (Various Issues) and Bank of Japan’s Monthly

Report on Finance and Economic Development (Various issues).

Chart 11.52 : Exchange Rate Movements of
Major Currency Pairs
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decline in the attractiveness of US assets. Amidst the
global slowdown, the US current account deficit
improved very little since 2000. On the other hand,
some of the emerging market economies in Asia,
Japan and to some extent Europe are witnessing
surpluses in their current accounts.

2.113 The outlook for emerging market economies
has become increasingly diverse. Latin American
countries, in particular, witnessed substantial
turbulence, largely due to country-specific factors,
including concerns about debt dynamics and political
uncertainties, generating a lower risk appetite and the
increased possibility of contagion. Developing Asia, on
the other hand, saw a recovery, posting a growth of
6.1 per cent in 2002, driven by improvement in both
exports and domestic demand. The IMF projections
suggest that this region may sustain the same growth
rate in 2003, with scope for some further recovery.

2.114 The global financial markets weakened since
end-March 2002, reflecting a deterioration in the
balance sheets of financial intermediaries, corporates
and households, concerns about the strength and
durability of the recovery and unsettled geo-political
conditions. Equity markets and bond yields weakened
sharply, while credit spreads widened in bond markets
reflecting concerns relating to corporate earnings. A
heightened risk aversion contributed to a sharp rise
in interest rate spreads.

2.115 The net private capital flows to emerging market
economies grew by more than two and a half times
during 2002 as compared with the last year, with the
major portion accounted by the emerging market
economies of Asia (Chart 11.53). The private capital
flows to developing Asia increased substantially during
2002.

2.116 There are several downside risks to the
growth outlook for 2003. The most prominent
concern is the unfavorable geopolitical situation and

Il - 35

&



Il - 36

4 Ccm K

REPORT ON CURRENCY AND FINANCE

Chart 11.53 : Net Prlvate Capltal Flows to
Emerging Markets

200
150

100

S $ 1o

¢ T T T T T T T T T 1
1292 1955 13U 1697 JUd3 1929 2000 2007 2002 2003

Source: IMF, World Economic Outlook, September 2002.

Chart 11.54: Monthly Growth Rate of Exprorts
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the associated implications for international oil prices.
The IMF estimates suggest that a sustained US $
5 increase in oil prices could lower global GDP
growth by 0.3 percentage points. Other downside
risks are: i) dependence of the recovery on the
outlook for the US, with the pick-up in Europe yet
to be self-sustained and domestic demand growth
in Japan likely to remain constrained by banking
and corporate sector difficulties, ii) volatility in equity
markets, iii) possibility of sudden corrections in the
US dollar, iv) increased risks in emerging markets,
particularly in Latin America and Turkey which could
potentially impact on capital flows to emerging
market economies, and v) continuing weakness in
the economic recovery in Japan and its vulnerability
to adverse shocks, such as an appreciation of the
yen. Financial market developments also reflect
heightened risk aversion. A further decline in asset
prices can affect the growth prospects by weakening
the balance sheets of corporates, institutions and
households.

2.117 The need for industrial countries to maintain
accommodative monetary policies has been
emphasised by the IMF in the World Economic
Outlook of September 2002. Interest rates are already
at a very low level in the developed countries. The
US Federal Reserve cut its target for the Federal
Funds Rate to 1.25 per cent in November 2002, after
having already lowered it in eleven steps from 6.5
per cent to 1.75 per cent during 2001. As inflationary
pressures abated, the European Central Bank (ECB),
which had kept its key interest rate (minimum bid rate
on the main refinancing operations) unchanged
through 2002 (up to November 2002), reduced it by
50 basis points to 2.75 per cent in December 2002

and further by 25 basis points to 2.5 per cent in March
2003. In the UK, the repo rate was reduced by 25
basis points to 3.75 per cent in February 2003.

Merchandise Trade

2.118 India’s exports staged a remarkable recovery
during 2002-03 (up to January 2003) after declining
by 1.6 per cent during 2001-02 (Chart 11.54 and Table
2.20). As per the latest provisional data released by
the Directorate General of Commercial Intelligence and
Statistics (DGCI&S), India’s exports during 2002-03

Table 2.20 : India’s Foreign Trade

(US $ Billion)
April-March April-January

Item 2000-01  2001-02 2001-02 2002-03P
1 2 3 4
Exports 44.6 43.8 35.9 42.2
(21.0) (-1.6) (-0.3) (17.3)
(a) Oil 1.9 2.1 1.7 1.7
(4,709.7) # (11.6) (8.7) (-1.2)
(b) Non-Oll 427 417 34.2 40.5
(16.1) (-2.2) (-0.7) (18.2)
Imports 50.5 514 42.5 49.3
2.7) 2.7) (0.2) (15.9)
(a) Oil 15.7 14.0 11.7 14.3
(24.1) (-10.5) (-14.1) (22.1)
(b) Non-Oll 349 374 30.8 35.0
(-5.9) (7.2) (7.0) (13.6)
Trade Balance -6.0 -7.6 -6.6 -7.2
(a) Oil -13.8 -11.9 -10.0 -12.6
(b) Non-Oll 7.8 4.3 3.4 5.5

P Provisional.

# Exports of petroleum products rose sharply to US $ 1,870
million in 2000-01 from US $ 39 million in 1999-00.

Figures in brackets relate to percentage variation over the

corresponding period of the previous year.

Note : Figures may not add up to totals due to rounding-off.

Source : DGCI&S.
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(up to January 2003), at US $42.2 billion, increased
by 17.3 per cent in sharp contrast to a decline of 0.3
per cent during the corresponding period of the
previous year. The outlook for export growth during
the remainder of 2002-03 remains positive.

2.119 Imports, at US $ 49.3 billion during 2002-03 (up
to January 2003), witnessed an increase of 15.9 per
cent as compared with a marginal rise of 0.2 per cent
during the comparable period of the previous year,
mainly on account of higher oil imports (Chart 11.55).
Oil imports during this period increased sharply by 22.1
per cent as against a decline of 14.1 per cent during
2001-02 (up to January 2002), due to high international
crude oil prices. In consonance with a pick-up in
industrial activity, non-oil imports, at US $ 35.0 billion,
recorded a higher increase of 13.6 per cent as
compared with 7.0 per cent during the corresponding
period of the previous year. The trade deficit during this
period widened to US $ 7.2 billion from US $ 6.6 billion
during 2001-02 (up to January 2002).

2.120 The detailed data on commodity/country-wise
trade are available up to the period April-November
2002. Exports of manufactured goods as well as
primary products posted robust growth as compared

Table 2.21 : Growth Rates of India’s
Principal Exports
(Per cent)

Item April-March April-November
2000-01 2001-02 2001-02 2002-03 P
1 2 3 4
. Primary Products 9.2 -0.9 35 14.9
(a) Agriculture and 6.5 -2.0 3.9 4.9
Allied Products
(b) Ores and 25.9 5.0 1.0 65.5
Minerals
Il. Manufactured 15.6 -3.5 -4.6 16.2
Goods
of which:
(a) Leather and 22.3 -2.0 -2.0 -7.0
Manufactures
(b) Chemicals and 25.1 1.7 3.8 16.3
Related Products
(c) Engineering 323 0.8 1.9 18.3
Goods
(d) Textiles 16.8 -10.0 9.1 10.3
(e) Handicrafts -1.1 -17.2 -19.8 21.0
(f) Gems and -1.6 -1.1 -8.8 29.4
jewellery
(g) Carpets -9.8 -13.5 -14.3 -6.8
Ill. Petroleum 4,709.7 # 13.7 24.8 11.3
Products
Total Exports 21.0 -1.6 -0.8 18.0

P Provisional

# Exports of petroleum products rose sharply to US $ 1,870
million in 2000-01 from US $ 39 million in 1999-00.

Source : DGCI&S.
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with the corresponding period of the previous year.
During April-November 2002, while the exports of
manufactured goods increased by 16.2 per cent in
contrast to the decline of 4.6 per cent during the
corresponding period of the previous year, primary
products exports recorded a higher increase of 14.9
per cent as compared with that of 3.5 per cent during
April-November 2001 (Table 2.21 and Chart 11.56).

2.121 The destination-wise data showed an increase
in the exports to Organisation of Economic
Cooperation and Development (OECD), Organisation
of Petroleum Exporting Countries (OPEC), Eastern
Europe and developing countries of Asia and Latin
America. Among the major destination countries,
sharp increases in exports were observed in respect
of USA, Japan, Belgium, Germany, UK, People’s
Republic of China, Indonesia, UAE, South Korea,
Singapore and Sri Lanka, while the exports to Hong
Kong declined (Chart 11.57).

Chart II.56: Growth Rates of Exports
of Selected Commodities |April-November)
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2.122 Commodity-wise data on imports during April-
November 2002 revealed that non-oil imports
increased by 12.8 per cent as compared with 7.7
per cent during the corresponding period of the
previous year. There was a decline in the imports of
gold and silver by 9.4 per cent during April-November
2002 owing, inter alia, to a sharp escalation in their
global prices. Non-oil imports excluding gold and
silver, recorded an increase of 16.5 per cent mainly
brought about by increases in the imports of capital
goods and export related items (Chart 11.58).

2.123 With a revival in industrial activity, the imports of
capital goods showed arobustincrease of 30.4 per cent
during April-November 2002 as compared with 5.3 per
cent during the corresponding period of the previous year.
Within the capital goods group, imports of ‘electronic
goods including computer software’ and ‘transport
equipments’ increased significantly. Imports of export-

related items like raw cashew nuts increased perceptibly
along with that of ‘pearls, precious and semi-precious
stones’. The imports of industrial raw materials and
intermediate goods such as ‘pulp and waste paper’,
‘artificial resins and plastic materials’ and crude rubber
(including synthetic and reclaimed) also showed an
increase consistent with an increase in industrial activity.
Imports of fertilisers, ‘paper, paperboard and
manufactures including newsprint’ and ‘metalliferous ores
and metal scrap’ showed adecline.

2.124 The country-wise analysis of import data for the
period April-November 2002 reveals an increase in
imports from the OECD, OPEC, Eastern Europe and
developing countries of Asia and Africa, while imports
from Latin American countries declined (Chart 11.59).

Invisibles and Current Account

2.125 Invisibles earnings continued to provide
significant support to India’s balance of payments
during 2002-03 (up to November). The buoyancy in
the invisible account was sustained as the net invisible
surplus (on account of transactions in services,
transfers and income) increased to US $ 10.0 billion
during April-November 2002. According to
disaggregated data available up to September 2002,
the higher surplus was mainly due to higher software
and private transfer receipts. Software exports rose
by 13.4 per cent during the first half of 2002-03 from
the corresponding half of the previous year.

2.126 With the merchandise trade deficit contracting,
and the increased invisible surplus, the current
account balance moved into a surplus of US $ 2.5
billion during April-November 2002 as against a deficit
of US $ 1.3 billion during the corresponding period
of 2001 (Chart 11.60).

Chart 11.58: Growth Rates of Imports of Selected
Commodities (April-November)
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Chart 11.59 : Sources of India's Imports
(April-November)
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Chart I1. 60 : Current Account Balance

AU
2007
100
Ml
= 0
-
[ .
75 -1000
=200
aanr: -
W E N B o 2 oe 2 s S ons
G e =R S e S
S % S x££ 5 o= o £ 2 23
oo B il g3 (= o = ] = = i KRy
) o o =3 [ =) o = o e f
= o)) o o cr T o ] = Fn
s = 50 - — (4 5 ~N (58 EE

Chart 11.61 : Capital Flows by Category
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2.127 Net capital flows increased from US $ 6.2 billion
during April-November 2001 to US $ 8.0 billion during
April-November 2002 (Chart 11.61).

2.128 Estimates show that positive exchange rate
expectations, a freer trade and payments regime,
burgeoning international reserves and improving

Table 2.22 : Estimates of Sources of Accretion
to Foreign Exchange Reserves

(US $ billion)
ltem April- April-
November November
2001 2002
1 2
. 1. Exports 29.0 34.0
2. Imports 38.3 415
3. Invisibles (net) 8.0 10.0
4. Current Account Balance (1-2+3) -1.3 25
Il. Capital Account (net) 6.2 8.0
5. Foreign Investment 2.7 1.9
6. Banking Capital, of which: 3.6 4.0
NRI Deposits 2.2 2.1
7. External Commercial Borrowings -0.9 -1.8
8. External Assistance 0.1 -0.4
9. Short Term Credit -0.5 0.5
10. Other capital 1.2 3.8
of which:
(i) Leads and lags in export receipts 0.5 2.8
Ill. Overall Balance 4.9 10.5
V. Accretion to Foreign Exchange
Reserves (excluding valuation change) 4.9 105
V. Valuation change -0.4 +2.1
(appreciation‘+’/ depreciation ‘-’)
VI. Accretion to Foreign Exchange 4.5 12.6

Reserves (including valuation
change) (IV + V)

fundamentals provided a safe haven for adjustments
in financial claims leading to larger inflows during April
- November 2002 (Table 2.22).

2.129 Amongst the major components of capital flows,
while foreign direct investment flows were a little lower
than in the previous year, portfolio investment flows
failed to pick up (Table 2.23). Outflows under external
commercial borrowings increased further as the

Table 2.23 : Foreign Investment
Flows by Category

(US $ million)
Item 2000-01 2001-02  April-December (P)
2001-02  2002-03
1 2 & 4
A. Direct 2,339 3,904 2,712 2,256
Investment
a) Government
(SIA/FIPB) 1,456 2,221 1,581 925
b) RBI 454 767 564 598
c) NRI 67 35 33 -
d) Acquisition
of shares* 362 881 534 733
B. Portfolio
Investment 2,760 2,021 1,343 386
a) GDRs/
ADRs # 831 477 477 537
b) Flls @ 1,847 1,505 827 -151
c) Off-shore
funds and
others 82 39 39 -
Total (A+B) 5,099 5,925 4,055 2,642

P Provisional.

* Relates to acquisition of shares of Indian companies by non-
residents under Section 5 of FEMA 1999.

# Represents the amount raised by Indian corporates through
Global Depository Receipts (GDRs) /American Depository
Receipts (ADRs).

@ Represents net inflow of funds by Foreign Institutional
Investors (Flls).
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Table 2.24 : Inflows under NRI Deposit Scheme

(US $ million)
Scheme April-December (P)
2000-01 2001-02 2001-02 2002-03
1 2 3 4
1. FCNR(B) 904 504 585 502
2. NR(E)RA 860 1,626 1,206 4,582
3. NR(NR)RD 553 508 463 -2,891
Total 2,317 2,728 2,254 2,283

P Provisional.

appetite for external finance remained subdued, partly
on account of ample domestic liquidity.

2.130 Non-resident deposits were broadly of the same
order as in the previous year. Short-term credits rose
in line with the increase in POL imports (Table 2.24).

Foreign Exchange Reserves

2.131 The foreign exchange reserves increased by
US $ 21.2 billion during 2002-03 (up to February 21,
2003) on the top of an increase of US $ 11.8 billion
during 2001-02 (Chart 11.62). The foreign exchange
reserves declined to US $ 72.9 billion on February 28,
2003 on account of pre-payment of external debt of
US $ 2.97 billion by the Central Government. At US $
73.9 billion as on March 13, 2003, the level of reserves
was equivalent to more than a year's imports. The
increase in reserves was almost entirely on account
of foreign currency assets. Gold holdings of the Reserve
Bank increased by a marginal US $ 0.7 billion. Currency
valuation effects arising from a realignment of the US
dollar with other major currencies accounted for US $
3.5 billion of the reserve accretion during 2002—-03 (up
to March 13, 2003).

Chart 11.62 : India’s Foreign Exchange Reserves
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2.132 The recent sustained increase in the reserves
have raised issues about the costs and benefits of
reserves. The financial cost of additional reserve
accretion is estimated to be low, given that debt flows
contributed only 23 per cent of the reserve accretion
during April-November 2002 while the surplus in the
current account, non-debt creating flows and valuation
factors, which do not involve contractual servicing
obligations, together contributed 77 per cent of the
reserve accretion. These costs are likely to be more
than offset by the return on additional reserves.

2.133 Forward liabilities of the Reserve Bank were fully
extinguished by September 2002. Forward assets of US
$ 2.6 billion were accumulated by end-February 2003.

2.134 The accumulation of foreign exchange reserves
during the year is in line with the Reserve Bank's
policy of maintaining an adequate level of foreign
exchange reserves to meet import requirements,
unforeseen contingencies, volatility, self-fulfilling and
speculative adverse expectations and liquidity risks
associated with different types of capital flows. The
policy for reserve management continues to be
judiciously built upon a host of identifiable factors and
other contingencies, including the size of the current
account deficit, the size of short-term liabilities
(including current repayment obligations on long-term
loans), the possible variability in portfolio investment
and other types of capital flows, the unanticipated
pressures on the balance of payments arising out of
external shocks and movements in the repatriable
foreign currency deposits of Non-Resident Indians
(NRIs). Taking these factors into account, India’s
foreign exchange reserves are at present comfortable
and consistent with the rate of growth, the share of
external sector in the economy and the size of risk-
adjusted capital flows.

2.135 A number of measures of current and capital
account relaxations were undertaken during the year
as a part of the ongoing liberalisation of exchange
control regulations and taking into account the stable
market conditions and healthy foreign exchange
inflows (Box I1.2).

External Debt

2.136 India’s external debt, at US $ 101.97 billion as
at end-September 2002, increased by 0.7 per cent
from the end-June 2002 level and 3.5 per cent over
end-March 2002 (Table 2.25).

2.137 The consolidation of external debt was carried
further during the quarter as indicated by key
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Box 1.2
Current and Capital Account Liberalisation Policies adopted in India: 2002-03

In order to permit the corporates to take advantage of low
interest rates, the Reserve Bank simplified the norms for
prepayment of external commercial borrowings (ECBs), by
allowing prepayment without any limit out of balances held
in EEFC accounts as well as out of local resources/market
purchases.

Funds in Non-Resident Ordinary (NRO) accounts are allowed
to be repatriated up to (a) US $ 30,000 per academic year,
to meet expenses in connection with education; (b) US $
1,00,000 to meet the medical expenses abroad of the
account holder or his family members and (c) US $ 1,00,000
per year, representing sale proceeds of immovable property,
which was held for a period not less than 10 years subject
to payment of applicable Indian taxes.

Considerable liberalisation has been made towards release
of foreign exchange for individual residents, with self
certification / minimum documentation requirements, for most
purposes including travel, education, medical expenses and
other current account transactions.

Non-resident Indians/ Persons of Indian Origin (NRIs/P1Os)
have been permitted to repatriate assets in India acquired
by way of inheritance/legacy, in addition to other facilities.
Full repatriation of current income like rent, dividend, pension
and interests of NRIs, even without holding a NRO account
in India was also permitted.

Status Holder Exporters may credit up to 100 per cent of
their eligible receipts of foreign exchange to their Exchange
Earners Foreign Currency (EEFC) account.

Remittances towards premium for general insurance policies
taken by units located in Special Economic Zones (SEZ)
from insurers outside India were permitted.

Insurance companies registered with the Insurance
Regulatory and Development Authority (IRDA) were allowed
issuance of general insurance policies denominated in foreign
currency.

The Reserve Bank allowed banks to offer i) foreign currency-
rupee swaps to their customers without any limit and ii)
hedging facility to FlIs, as well as iii) a facility to freely
invest in overseas money and debt market instruments.

The existing limit of US $ 20,000 on remittance for purchase
of foreign securities by resident individuals under the
Employees Stock Option (ESOP) Scheme has been
removed. Remittances for the acquisition of foreign securities
under ESOP is permitted as per terms of offer without any
monetary limit subject to conditions.

Indian companies have been allowed to retain ADR and
GDR proceeds abroad for any period to meet their future

I-41

foreign exchange requirements. Corporates would now be
permitted to acquire immovable property overseas for their
business and residential (staff) purposes.

Listed Indian companies have been allowed to invest abroad
in companies a) listed on recognised stock exchanges and
b) which has the shareholding of at least 10 per cent in an
Indian company listed on a recognised stock exchange in
India (as on January 1 of the year of the Investment). Such
investment shall not exceed 25 per cent of the Indian
company’s net worth, as on the date of the latest audited
balance sheet.

Mutual funds, which are at present permitted to invest in
ADRs/GDRs of the Indian companies and rated debt
investments within an overall cap of US $ 500 million, are
permitted to invest in equity of overseas companies subject
to the overall cap of US $ 1 billion.

Corporates raising ECBs may retain the funds abroad in a
bank account for their future foreign exchange requirements
subject to some stipulations.

Authorised dealers are permitted to allow remittance of
assets of foreign nationals, including retired employees/
widows of Indian citizens resident outside India and assets
in India acquired by NRIs/PIOs by way of inheritance/legacy
up to US $ 1,00,000.

Resident individuals are permitted to open a Resident
Foreign Currency Domestic (RFC(D)) Account with a bank
in India and deposit foreign exchange earnings repatriated
to India through the banking channel. The earnings could
be out of export of goods and/or services, royalty, honorarium
etc. They can also open/credit the RFC(D) account with
currency notes, bank notes and travelers cheques (a) saved
from the trip outside India, (b) received as honorarium during
the trip outside India, (c) received as gift from persons on
visit to India and (d) received from a person on a visit to
India for services rendered in India. These accounts are not
interest bearing and there is no ceiling on the balances that
can be built up in these accounts. The balances held in
these accounts can be used for any purpose for which
foreign exchange can be bought from a bank in India.

Companies are allowed to make investment in JV/WOS
abroad without prior approval of the RBI up to US $ 100
million, provided that the drawal of foreign exchange from
an AD in India does not exceed 100 per cent of the net
worth of the Indian Company.

Listed Indian Companies, resident individuals and mutual
funds have been permitted to invest in companies (a) listed
on a recognised stock exchange and (b) which has the
shareholding of at least 10 per cent in an Indian Company
listed on a recognised stock exchange in India.
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indicators of debt sustainability. The concessional debt
as a proportion to total debt continued to be significant.
The size of short-term debt remained modest both in
regard to total debt and reserves. The proportion of
short-term debt to total debt remained broadly stable
at around 3.0 per cent as at end-September 2002 as

compared with 3.1 per cent as at end-June 2002 and
2.8 per cent as at end-March 2002. The ratio of short-
term debt to foreign exchange reserves declined to
4.8 per cent as at end-September 2002 from 5.3 per
cent as at end-June 2002 and 5.1 per cent as at
end-March 2002.

Table 2.25 : India’s External Debt

As at the end of

ltem March 2002 June 2002 September 2002

Amount Share in Amount Share in Amount Share in

(US $ Million) Total Debt  (US $ Million) Total Debt  (US $ Million) Total Debt

(Per cent) (Per cent) (Per cent)

1 2 3 4 5| 6

1. Multilateral 31,898 324 32,288 31.9 32,132 315

2. Bilateral 15,347 15.6 16,306 16.1 16,234 15.9

3. IMF 0 0 0 0 0 0

4. Export Credit 5,005 51 4,957 4.9 4,769 4.7

5. Commercial Borrowings 23,338 23.7 23,081 22.8 22,344 21.9

6. NRI Deposits (ong-Term) 17,154 174 18,617 184 20,658 20.3

7. Rupee Debt 3,002 3.0 2,912 2.9 2,800 2.7

8. Long-Term Debt (1 to 7) 95,744 97.2 98,161 96.9 98,937 97.0

9. Short-Term Debt * 2,745 2.8 3,092 3.1 3,035 3.0

10. Total Debt (8+9) 98,489 100.0 1,01,253 100.0 1,01,972 100.0
*  Excludes suppliers credit of up to 180 days.
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Introduction

3.1 During the first three decades after
Independence, the Indian economy stagnated around
a trend growth of 3.5 per cent. The scenario changed
during the 1980s. The acceleration of growth during
the 1980s to 5.6 per cent put the Indian economy
on a higher growth path. However, the growth
process of the 1980s turned increasingly
unsustainable as manifested in the growing
macroeconomic imbalances over the decade in the
form of high fiscal deficit, high levels of current
account deficit, and increasing levels of external debt,
besides a repressive and weakening financial system.
Continuing macroeconomic imbalance and delay in
taking corrective action accentuated the impact of
global economic shock of 1990. A large and growing
fiscal deficit with a sizeable component of monetised
deficit, resulted in pressures on money supply and
inflation. These imbalances, in turn, spilled over to
the external sector in the form of a large and
unsustainable current account deficit - giving rise to
sizeable public debt, both domestic and external. All
these culminated in an unprecedented external
payments crisis in 1991. Economic growth fell to
such a low level in 1991-92 that real per capita
income declined for the first time since 1979-80.
The improved growth performance of the 1980s was,
thus, short-lived. To an extent, this underscored the
importance of the inter-temporal budget constraint
in ensuring macroeconomic stability.

3.2 In response to the macroeconomic crisis; a
programme of stabilisation and structural adjustment
was initiated in July 1991, with wide ranging reform
measures encompassing the areas of trade, exchange
rate management, industry, public finance and the
financial sector. Fiscal correction, exchange rate
adjustment, monetary targets and inflation controls
constituted the immediate measures for
macroeconomic stability. These measures were
supported by structural reforms in the form of industrial
deregulation, liberalisation of foreign direct investment,
trade liberalisation, overhauling of public enterprises
and financial sector reforms. Apart from aiming at
restoring the economic stability on both domestic and
external fronts, the economic reform programme
strived towards achieving a higher growth trajectory

through increased levels of investment, and

improvements in productivity, efficiency and
competitiveness.
3.3 The reform measures had sectoral dimensions

as well. Beginning with the industrial policy of 1991,
reforms in the industrial sector were undertaken with
a view to remove distortions in the resource
allocation and improve competitiveness of Indian
industry. The reform measures included removal of
industrial licensing, reduction in the number of
industries reserved for the public sector, abolition of
restrictions on investment and expansion under the
Monopolies and Restrictive Trade Practices (MRTP)
Act, 1969, automatic approval of foreign investment,
elimination of quantitative import restrictions on
intermediate and capital goods and steady reduction
in protective custom tariffs. These measures created
a favourable environment for industry to upgrade its
technology and build-up capacity in order to cater
to growing domestic and external demand. Despite
widespread perception regarding the relative isolation
of the agricultural sector from the direct impact of
the reform process, a series of policy initiatives were
undertaken in this sector as well. These included,
inter alia, replacement of quantitative controls by
tariff, partial decontrol of fertiliser prices, removal of
bottlenecks in agricultural marketing, relaxation of
restrictions of the Essential Commodities Act, 1955,
replacement of the Revamped Public Distribution
System (RPDS) with Targeted Public Distribution
System (TPDS), and establishment of Rural
Infrastructure Development Fund (RIDF). Moreover,
price reforms improved terms of trade for agriculture.
Also, exchange rate and international trade reforms
improved the incentive structure facing agriculture.

34 The present Chapter does not seek to
chronicle the above-mentioned reform measures,
which are well documented elsewhere; instead,
against the backdrop of these reform measures, it
seeks to address the following set of questions: (i)
How did the economic reform of the 1990s influence
the growth process? (ii) Was the impact of economic
reform on growth short-lived? (iii) How does the
Indian economy fare vis-a-vis other emerging market
economies? (iv) What was the prime mover for the
post-reform growth experience? (v) Was it entirely
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services-driven, with sectors like ‘public administration
and defence’ giving a short-lived fillip to growth? (vi)
Has the agricultural sector been somewhat isolated
from economic reform? (vii) What explains the
unprecedented stockpile of foodgrains in the recent
years and what are their macroeconomic
implications? (viii) Has the industrial sector entered
a phase of prolonged slowdown? (ix) Has there not
been any productivity improvement under economic
reform? Some of these issues have received
attention in the available literature. Given the
divergent assessment on each of these issues and
recognising the importance of a comprehensive
analysis of each sector to explain the overall growth
dynamics, this Chapter aims at documenting major
developments during reforms, explaining the factors
underlying them and identifying the policy challenges
therein.

3.5 The Chapter is organised as follows. Section |
begins with an analysis of the impact of reforms on
economic growth and its variability at the aggregate
level, besides analysing issues relating to saving and
investment. Section Il is devoted to the performance
of agriculture sector, which has exhibited a
deceleration in output growth during the reform period.
Apart from exploring issues like decelerating public
investment, credit availability and near stagnating
yields, attention is also focused on a phenomenon
of topical interest, viz., burgeoning food stocks, with
an emphasis on their fiscal and monetary implications.
The issue of manufacturing sector slowdown, along
with the underlying short and long-run constraints
for the industrial sector is examined in Section IIl.
The issue of falling productivity growth impinging on
industrial competitiveness is also dealt with in this
section. Section IV analyses sustainability of the
services sector in view of its increasing significance
in the overall growth process. Finally, Section V
presents the concluding observations.

. GROWTH, SAVING AND INVESTMENT

3.6 As mentioned earlier, the programme of
macroeconomic stabilisation and the structural
reforms introduced since 1991 encompassed the
areas of industry, trade, foreign direct investment,
public enterprises and the financial sector. This
brought about an improved growth performance
during the first phase of reform period, i.e., 1992-93
to 1996-97. The overall growth in this period was

led by a marked acceleration in the industrial growth.
The growth momentum, however, slackened in the
latter phase of reforms, i.e., 1997-98 to 2002-03,
with the slowdown exacerbated by the global
recessionary conditions.! This pulled down the trend
growth for the period of reforms {e., 1992-93 to
2002-03) to 6.1 per cent, which was moderately
higher than the trend growth of 5.6 per cent recorded
during the pre-reform decade (.e., 1981-82 to 1990-
91). Although the services sector provided some
resilience to the overall growth process, the
pronounced deceleration in manufacturing activities
during the second phase of the reform period posed
a major challenge for sustaining the growth
momentum. Against this backdrop, the present
section examines three crucial macro-economic
aggregates, viz., growth, saving and investment.

3.7  With improvement in the overall growth rate,
the real per capita income exhibited an increasing
trend (Chart 1ll.1). The per capita income grew at a
higher average rate of 3.9 per cent during the reform
period compared with 3.2 per cent during the pre-
reform decade. This was aided by a distinct
deceleration in the compound growth rate of population
from 2.14 per cent during the decade ending 1991 to
1.96 per cent during the decade ending 2001. The
positive outcome of the growth process during the
reform period also seems to have been reflected in
reduction in the poverty ratio to 26.1 per cent in 1999-
2000 from 36.0 per cent in 1993-94 and 38.9 per
cent in 1987-88 (Government of India, 2003).

Chart 111.1: Rate of Growth of Real Per Caplta Income
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1. Henceforth, the first phase of reforms refers to the period 1992-93 to 1996-97 and the second phase of reforms refers to the

period 1997-98 to 2002-03.

1" -2

&



1 -3

CM K

THE REAL ECONOMY

3.8 The real sector is presently confronted with a
number of challenges. First, the recent deceleration
in economic growth, particularly the sharp deceleration
in the rate of industrial growth is worrisome. Second,
there has been a distinct downturn in domestic
investment during the second half of the decade of
reforms, involving both the public sector and the
private corporate sector. Third, public sector saving
have fallen drastically and have become negative for
the first time from 1998-99 onwards.

Growth Performance

3.9 As mentioned before, the economic
performance during the reform period reflected an
improvement in real Gross Domestic Product (GDP)
growth (Table 3.1). The growth process responded
favourably to the initial productivity gains arising from
deregulation of trade, industry and finance. The overall
growth during the reform period was marked by higher
services sector growth (8.0 per cent as compared with
6.7 per cent during the 1980s), while agriculture and
industry witnessed some deceleration.

3.10 This change in the growth process resulted in
shifts in the production structure (Chart IIl.2). The
services sector (including construction) with high
growth rate emerged as the ‘lead’ sector contributing
over 50 per cent of GDP in the period of reforms as
compared with 44.4 per cent in the pre-reform

Chart I11.2: Sectoral Composition of Real
Gross Domestic Product
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decade. The deceleration in agricultural growth led
to a decline in its share to 27.0 per cent in the
reform period from 35.7 per cent during the pre-
reform decade. The shifting output structure reflects
the impact of relative sectoral productivity growth on
the one hand, and changing demand pattern on the
other.

3.11 The growth performance of the Indian economy
during the reform period provides encouraging
evidence when compared with the growth performance

Table 3.1 : Sectoral Trend Growth Rates of Real Gross Domestic Product

(Per cent)
Sector Decade Preceding Crisis Year Period of Reforms
Reforms (1991-92) (1992-93 to 2002-03)
(1981-82 to 1990-91)
Growth CV (%) Growth Growth CV (%)
1 2 3 4 5)
Agriculture and Allied Activities 3.1 150.7 -1.5 2.5 130.2
Industry 7.6 241 -1.2 6.2 535
Mining and Quarrying 7.5 59.3 3.7 4.2 84.7
Manufacturing 7.4 28.9 -3.6 6.6 62.0
Electricity, Gas and Water Supply 9.4 21.2 104 6.0 46.4
3. Services 6.7 18.0 4.5 8.0 22.7
Construction 4.8 102.5 2.1 6.0 51.0
Trade, Hotels and Communication 5.9 189 25 8.6 220
Financing, Insurance, Real Estate and 10.1 16.3 12.0 7.8 40.2
Business Services
Community, Social and Personal Services 6.6 30.9 2.6 8.0 44.7
4. GDP at Factor Cost 5.6 39.1 1.3 6.1 230
Notes 1) Trend growth rates have been calculated using semi-logarithmic regression.
2) CV refers to Coefficient of Variation of growth.
Source : Computed on the basis of data from the Central Statistical Organisation.
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of some other emerging market economies during the
same period. Among select emerging market
economies, India ranked high during the 1990s in
terms of average real GDP growth (Table 3.2). Similar
trends were evident at the sectoral level as well.
However, unlike India, the growth momentum in most
other emerging market economies was led by the
industrial sector rather than the services sector.

3.12 Besides acceleration in growth, another
important aspect that characterised the growth process
in India during the 1990s was the reduced variability
in annual growth rates. Among the three sectors of
economy, the variability in growth has traditionally been
the highest for the agricultural sector, owing to its
dependence on the monsoon. Its variability, as
measured by the coefficient of variation, however,
showed a decline to 130.2 per cent during the period
of reforms from 150.7 per cent in the preceding decade,
reflecting a favourable impact of the successive normal
monsoons. This contributed to a reduction in variability
of overall GDP growth to 23.0 per cent from 39.1 per
cent during the same period.

3.13 The decadal analysis presented above masks
some important aspects of the growth process within
the decade. For a meaningful comparison, the period
of reforms can be sub-divided into two phases viz.,
Phase | (1992-93 to 1996-97) and Phase Il (1997-98
to 2002-03). The entire period of Phase | can be further
divided into two sub-periods based on the growth
performance of the economy. The first sub-period
(1992-93 to 1993-94) was the period of recovery from
the crisis while the second sub-period (1994-95 to
1996-97) was marked by high growth of the economy.
During the crisis year of 1991-92, the rate of growth of
real GDP had dipped to 1.3 per cent, engendered to a

large extent by sharp credit containment and fiscal as
well as import contraction. Both, agriculture and
industrial sectors recorded negative rates of growth,
the former primarily emanating from the occurrence of
drought. However, the speed of recovery of the
economy during the first sub-period of Phase | was
quite impressive with the real GDP growth improving
to an average of 5.5 per cent per annum spread over
all the sectors (Table 3.3).

3.14 With the economic recovery gathering
momentum in the first sub-period of Phase I, the
economy was placed on a higher growth trajectory in
the subsequent period. During the second sub-period
of the first phase, the growth rate of GDP averaged
as much as 7.5 per cent per annum. This was the
only period in India’s economic history during which
real GDP growth exceeded 7.0 per cent consecutively
over a period of three years. The sharp acceleration
in the rate of growth of overall GDP was largely the
result of the phenomenal growth of 10.8 per cent per
annum in the industrial sector. The upswing in
industrial growth during this sub-period can be
regarded as an outcome of removal of various
constraints in the form of licensing and other
restrictions as a part of the liberalisation initiatives.
The growth of GDP, however, moderated in 1997-98,
which marks the beginning of phase II.

The Growth Deceleration

3.15 The phase from 1997-98 to 2002-03 was
marked by a deceleration in growth with the average
rate of growth during this period turning out to be
5.3 per cent, which was much lower than the average
growth of 7.5 per cent per annum recorded during
the period of high growth from 1994-95 to 1996-97.

Table 3.2 : Growth Performance in Select Emerging Market Economies

(Annual average growth rate in percent)

Country GDP Agriculture Industry Services
1980-1990 1990-2000 1980-1990 1990-2000 1980-1990 1990-2000 1980-1990 1990-2000
1 2 3 4 5) 6 7 8
Argentina -0.7 4.3 0.7 3.4 -1.3 3.8 0.0 4.5
Brazil 2.7 2.9 2.8 3.2 2.0 2.6 3.3 3.0
China 10.1 10.3 5.9 4.1 111 13.7 135 9.0
India 5.8 6.0 3.1 3.0 6.9 6.4 7.0 8.0
Indonesia 6.1 4.2 3.6 21 7.3 5.2 6.5 4.0
Malaysia 5.3 7.0 34 0.3 6.8 8.6 4.9 7.2
Mexico 11 3.1 0.8 1.8 1.1 3.8 14 2.9
Thailand 7.6 4.2 3.9 21 9.8 58 7.3 3.7
Source: World Development Indicators 2002, World Bank.
1 - 4
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Table 3.3 : Sectoral Growth Rates of Real Gross Domestic Product: Reform Period

Sector

(Per cent)

Phase | Phase Il

Sub-period [: Sub-period 11 1997-98 to 2002-03

1992-93 to 1993-94 1994-95 to 1996-97
1 2 3
1. Agriculture and Allied Activities 5.0 4.6 1.0
Agriculture 5.2 4.7 *
2. Industry 5.3 10.8 4.3
Mining and Quarrying 13 5.2 4.0
Manufacturing 6.3 12.2 4.2
Electricity, Gas and Water Supply 3.1 7.2 5.7
3. Services 6.0 7.9 7.9
Construction 2.0 4.6 7.0
Trade, Hotels and Communication 6.3 10.5 7.9
Financing, Insurance, Real Estate and Business Services 9.6 6.9 7.3
Community, Social and Personal Services 4.0 5.8 8.6
4. GDP at Factor Cost 55 7.5 58S

* Not available separately

Source: Computed on the basis of data from the Central Statistical Organisation.

The most disturbing feature of this phase was the
steep decline in industrial growth, led by a severe
slowdown in the manufacturing sector. The average
rate of growth of manufacturing decelerated by as
much as eight percentage points during this phase
as compared with the second sub-period of the first
phase.

3.16 Within the second phase, real GDP growth,
after dipping to 4.8 per cent in 1997-98, recovered
during the years 1998-99 and 1999-2000 to over 6.0
per cent. One of the factors contributing to this
recovery was the high growth emanating from
services sector, and within the services sector, the
growth of ‘community, social and personal services’,
particularly ‘public administration and defence’. The
Fifth Pay Commission Award led to an increase in
GDP originating from the sub-sector of ‘public
administration and defence’ in 1997-98, with its lagged
effect persisting till 1999-2000. These years witnessed
a striking increase in the weighted contribution of
‘community, social and personal services’ to the
growth of GDP originating from the services sector
(Chart 111.3) [This issue is discussed in greater details
in Section IV]. The period from 1997-98 to 1999-
2000 also witnessed steady growth in other
components of the services sector. In the more recent
period, growth of overall GDP dipped to 4.4 per cent

in 2000-01. This was a result of poor performance of
agriculture, coupled with a significant deceleration in
the growth rate of GDP from the services sector,
particularly ‘financing, insurance, real estate and
business services’. The same rate of growth of 4.4
per cent has also been registered in 2002-03, as per
the latest Advance Estimates, which has been an
outcome of a sharp fall in agricultural growth to a
negative of 3.1 per cent owing to the drought
conditions.

Chart 111.3: Contribution of Sub-sectors
to Growth of Services
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Potential Output and Output Gap

3.17 A combination of structural and cyclical factors
can be identified for explaining the deceleration in
growth during the second phase. Structural factors
include, among others, the lack of appropriate reforms
in the agricultural sector, infrastructure gaps, labour
market rigidities, weak bankruptcy and exit procedures,
while the cyclical factors primarily include decline in
aggregate demand. The cyclical fluctuations in real
economic activity are captured by the measure of
output-gap; the impact of structural factors on the
growth process can be gauged from the underlying
potential output. The potential output indicates the
capacity output of the economy as represented by
the steady state level that is associated with long-run
supply curve under full utilisation of capacity.

3.18 Although the growth process of the economy
during the reform period seems to have been
influenced, to some extent, by cyclical factors, their
impact as reflected in differences between potential
and actual output growth was found to have diminished
in magnitude in the post-1991 period as compared
with the previous four decades (Donde and Saggar,
1999). An updated empirical estimate of the output-
gap for India covering the most recent period also
reveals that the output gap has come down significantly
in the decade of reforms vis-a-vis the preceding
decade. Furthermore, within the 1990s, there has been
a significant narrowing down of the output gap during
the latter half. In other words, the cyclical factors seem
to have had a diminished impact on the growth process
in the recent years. This may have been the result of
fortuitous monsoon, more stable growth in services
sector and more effective counter-cyclical policies. A
combination of these factors may have had a stabilising
influence on output fluctuations (Chart 111.4).2
Contemporaneously, the potential growth rate exhibited
somewhat decelerating trend during the latter phase
of the 1990s as against the first phase (Chart I11.5 and
Table 3.4). This corroborates the persistence of
structural constraints and may have implications for
medium term growth outcome. Despite the declining
role of domestic cyclical sources of growth variability,
progressive globalisation has enhanced the importance
of global cyclical factors. In fact, during the current
phase of global slowdown, such factors have weakened
India’s growth prospects despite its moderate degree
of globalisation.

Chart 1I1.4: Output Gap ln India
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Table 3.4 : Actual and Potential Growth
Rates of Real GDP
(Per cent)
Period Actual Potential
Growth Growth
Rate Rate
1 2
1981-82 to 1990-91 5.64 5.12
1992-93 to 1996-97 6.69 5.96
1997-98 4,76 6.02
1998-99 6.57 5.97
1999-00 6.04 591
2000-01 4.37 5.86
2001-02 5.57 5.82
2002-03 4.37 5.81

2. The output gap represents the difference between the actual output and the potential output worked out on the basis of the
filtered series using the Hodrick-Prescott (HP) Filter. Technically, the HP filter is a two-sided linear filter. The time series are
decomposed into trend and cyclical components. The smoothed series are obtained by minimising the variance of series around
its trend components. The smoothing parameter is taken as 100 for smoothing the annual series.
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Aggregate Demand

3.19 Sectoral analysis of the growth process can be
supplemented by an assessment of aggregate demand.
The growth process during the 1990s can be analysed
in terms of autonomous, exogenous and policy-induced
components of aggregate demand, which broadly relate
to private, net external and government demand,
respectively. Several stylised facts emerge from the
analysis of sources of aggregate demand during the
reform period (Table 3.5 and Chart 111.6). During the
first phase of reforms, particularly in its second sub-
period, improvement in growth emanated mainly from
investment demand, with private consumption demand
providing a strong support. Second, during the second
phase of reforms, the positive demand-pull stemmed
from a high growth in the Government consumption
expenditure. This increase reflected the rise in GDP
originating from ‘public administration and defence’,
owing to the effect of the Fifth Pay Commission. Third,
the slowdown in the economic activity during the
second phase seems to have been a result of a rapid
deceleration in investment demand coupled with a
relatively lower growth in private consumption demand.
These two components showed contraction in terms
of annual growth during the second phase. During this
phase, a decline can also be noted in the case of the
contributions of these two components to growth in
overall aggregate demand, as shown in Chart I11.6. In
view of these developments, there is a need to revive
the aggregate demand especially by accelerating
investment in order to stimulate the overall growth
performance of the economy.

Chart 111.6: Contribution of Select Components
to Growth of Aggregate Demand
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Saving Behaviour

3.20 The process of economic growth hinges
critically on the generation of greater saving and its
channelisation into productive investment. The overall
improvement in GDP growth during the reform period
seems to have been facilitated by the improvement in
the rate of aggregate domestic saving as corroborated
by an empirical exercise discussed subsequently.
During the period of reforms as a whole, the rate of
Gross Domestic Saving (GDS) increased to 23.1 per
cent from 19.8 per cent in the preceding decade, with
both periods witnessing some variability on a year-to-

year basis (Chart 111.7).

Table 3.5 : Growth Rates and Relative Contributions of Select Components of Aggregate Demand
(At 1993-94 prices)

(Per cent)

Growth Rate Relative Contribution

Phase | Phase Il Phase | Phase Il
Item Sub- Sub- 1997-98 to Sub- Sub- 1997-98 to
period I:  period IlI: 2001-02 period I:  period IlI: 2001-02

1992-93to 1994-95 to 1992-93to 1994-95 to

1993-94 1996-97 1993-94 1996-97
1 2 3 4 5 6
1 Total Final Consumption Expenditure 3.7 6.0 5.3 2.9 4.6 4.0
1.1 Private Final Consumption Expenditure 35 6.2 4.7 2.4 4.1 3.0
1.2 Government Final Consumption Expenditure 4.8 4.6 9.0 0.5 0.5 1.0
2  Gross Domestic Capital Formation 7.6 11.0 5.9 1.7 2.7 15
3  GDP at Market Prices 5.1 7.5 5.4 5.1 7.5 5.4

Note
Exports in real terms.
Source :

The relative contributions of the components of aggregate demand will not add up to total on account of non-availability of Net

Computed on the basis of data from the Central Statistical Organisation.
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Chart 111.7: Rates of Gross Domestic Capital
Formation (GDCF) and Gross Domestic Saving (GDS)
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Source: Based on the data from the Central Statistical Organisation.

3.21 The behaviour of the saving rate and economic
growth in India during the reform period seems to
suggest that the high growth phase is associated with

higher order of increase in domestic saving (Table 3.6).
Within the first phase, the second sub-period, which
was also a period of high GDP growth, withessed an
increase of 2.2 percentage points in the domestic
saving rate over the first sub-period. During the second
phase of reforms, which was marked by a distinct
deceleration of growth, the saving rate declined by
1.3 percentage points to reach 23.1 per cent. Empirical
relationship between the changes in GDP and
incremental saving provides the evidence of a bi-
directional causality - highlighting the role of the
feedback effects emanating from saving to economic
growth and vice versa?

Sources of Domestic Saving

3.22 A salient feature of the 1990s was the rising
trend in the household sector saving (Chart 111.8).
Within the household sector saving, the rate of saving
held in financial assets steadily increased during this
period. Financial liberalisation has an important bearing
on financial saving as it involves the creation of newer

Table 3.6 : Rates and Composition of Gross Domestic Saving by Institutional Sources

(Per cent)
Phase | Phase I
Item Sub-period I: Sub-period II: 1997-98 to 2001-02
1992-93 to 1993-94 1994-95 to 1996-97
1 2 3
1. Private Sector 21.0 226 241
(95.0) (92.7) (104.6)
1.1 Household Sector 18.0 18.3 20.2
(81.1) (75.0) (87.5)
1.1.1 Financial Saving 9.9 104 105
(54.9) (56.7) (52.2)
1.1.2 Physical Saving 8.1 7.9 9.7
(45.1) (43.3) (47.8)
1.2 Private Corporate Sector 3.1 4.3 3.9
(13.8) (17.6) (17.1)
2. Public Sector 11 1.8 -1.1
B0 (7.3) -(4.6)
3. Gross Domestic Saving 22.2 244 231
(100.0) (100.0) (200.0)
Memo Item:
Growth Rate of Real GDP at Factor Cost 5.5 7.5 5.5
Notes : 1) Rates are worked out as a percentage of GDP at current market prices.

2) Figures in parentheses indicate percentage share in GDS except for items 1.1.1 and 1.1.2, where they indicate the

percentage shares in household sector saving.

Source : Computed on the basis of data from Central Statistical Organisation.

3. Results of Granger Causality test between nominal saving growth and GDP growth for the sample, 1950-51 to 2000-01, are as follows:

Null Hypothesis

Test Statistic (Chi Square) Accept / Reject Null Hypothesis

Saving does not Granger cause GDP Growth

GDP Growth does not Granger cause Saving

9.71% Reject

21.31* Reject

* Significant at 1 per cent level.
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N — ten-year averages in Table 3.7. An emplr!cal exercise

Saving by Institutional Sources conducted to estimate the effect of real interest rate
on saving held in bank deposits indicates that interest
rate plays an insignificant role.* Personal disposable
income, however, is found to be an important
1.1 determinant of this saving.

"1 3.24 Another important feature of household saving
= during the reform period has been the increasing
importance of saving held in insurance funds, and
provident and pension funds (together described as

e coal OO0

RO £ £ 2 % 3 & % E 8§ co_ntract_ual _saving) _(_Chart 111.9). The grqwing share of
e S S =N S O this saving is a positive development, given that such
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P — Chart 111.9: Composition of Financial

Saving of Household Sector

Source: Based on the data from the Central Statistical Organisation.
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intermediation costs (McKinnon, 1973). In India, the 2.
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phenomenon of improvement in financial saving could
be attributed to more efficient financial intermediation,
greater opportunities for diversification across financial G
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3.23 Notwithstanding financial innovations, bank e R e e e e e B e
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during the period of reforms. The shares of various
instruments in household financial saving for the period
since 1981-82 are given on the basis of five-year and

Source: Based on the data from the Central Statistical Organisation.

Table 3.7 : Average Shares of various Instruments in Household Financial Saving

(Per cent)
Item 1981-82 to 1986-87 to 1981-82 to 1991-92 to 1996-97 to 1991-92 to
1985-86 1990-91 1990-91 1995-96 2000-01 2000-01
1 2 3 4 5 6
1. Currency 14.9 15.9 154 13.2 9.5 114
2. Bank Deposits (Net) 311 233 27.2 313 35.6 33.6
3. Shares and Debentures 7.1 11.6 9.4 171 5.1 11.1
4.  Net Claims on Government 14.8 14.6 14.7 7.7 13.2 10.4
5. Life Insurance Funds 9.2 10.3 9.8 10.5 12.8 11.5
6. Provident and Pension Funds 229 242 235 20.2 237 220
Household Saving in 100.0 100.0 100.0 100.0 100.0 100.0

Financial Assets

Source: Central Satistical Organisation.

4. Functional relationship between bank deposits and interest rates for the sample period: 1981-82 to 2000-01
LBD = -4.08+0.006RR+1.07*LPDI.
(0.43) (22.29)
R? = 0.97, DW=1.57 ; where, LBD = Log of saving in bank deposits, LPDI= Log of personal disposable income, RR= Real rate of
interest on bank deposits (3-5 years), and * Significant at 1 per cent level.
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saving is long-term in nature and can be an important
instrument for channelising funds towards certain
productive sectors of the economy, such as
infrastructure, which require lumpy investments and
involve long gestation lags (Government of India,
1996). Apart from ensuring assured rates of return
with tax exemptions, contractual saving also provides
old age security. As disposable income rises and life
expectancy continues to increase, concerns regarding
old age security can be expected to result in
increasing share of financial saving held in contractual
instruments.

3.25 ‘Shares and debentures’ is another instrument
of financial saving that was expected to get a boost
from the reforms. Measures undertaken for developing
the capital market were expected to divert saving from
the traditional financial instruments to the capital
market instruments. Reflecting this, the proportion of
household saving in ‘shares and debentures’ (inclusive
of investment in mutual funds) rose steeply to over
20 per cent of total financial saving in the initial years
of the 1990s from 9.4 per cent in the 1980s. This
was due to a shift away from the relatively safer modes
of saving, such as small saving instruments (included
under ‘claims on Government’). Following the
irregularities in stock market in 1992 and the
associated price uncertainty that prevailed in the
subsequent period, the proportion of household
financial saving held in ‘shares and debentures’,
however, witnessed a decline to reach a low of 3.2
per cent by 2000-01. On the whole, the proportion of
financial saving in ‘shares and debentures’ rose by
little less than two percentage points between 1981-
91 and 1991-2001. The pattern of financial saving that
emerges during the decade of reforms, thus, indicates
a continued preference of households for relatively
safer instruments with assured returns.

3.26 The improved performance of the private
corporate sector saving during the second sub-period
of Phase | can be attributed to high industrial growth
and rising profitability of corporate entities (Table 3.6).
On the other hand, the distinct slowdown in corporate
sector saving witnessed since 1996-97 can be
attributed to declining profitability of these entities
engendered by industrial slowdown.

3.27 The public sector witnessed a noticeable decline
in its saving during the reform period (Chart 111.8). The
deteriorating fiscal position during the 1980s had
resulted in worsening of contribution of this sector to
aggregate saving. During the period of reforms, despite
the increased emphasis on fiscal discipline, atleast in
the initial years, the rising expenditure burden on account

of factors such as higher interest payments and salaries
coupled with a fall in the tax-GDP ratio, placed
considerable strain on the saving from this sector. During
the 1990s, gross tax-GDP ratio for the Central
Government fell by about 2.0 percentage points whereas
interest payment as a proportion of GDP rose from 3.8
per centto 4.6 per cent during the same period. Similarly,
falling trend in salaries as a proportion of GDP witnessed
in the early 1990s also got reversed after the
implementation of the award of Fifth Pay Commission
in the latter part of the 1990s. This contributed to the
public sector saving rate turning negative (-1.1 per cent)
during 1997-98 to 2001-02 from 1.8 per cent of GDP
during 1994-95 to 1996-97 — a reduction of 2.9
percentage points. The high levels of public sector deficit
imply a draft on the private saving in the economy. More
worrisome aspect is that predominant part of
Government draft on private saving is utilised for
consumption purposes and to that extent productive
capacity of the economy gets impaired [see Chapter IV
for details on the issues related to fiscal policy].

Investment Behaviour

3.28 Reflecting greater investment demand in
response to the major structural reforms undertaken in
various sectors, the rate of domestic capital formation
improved to 25.8 per cent of GDP during the second sub-
period of Phase | (Table 3.8). The slowing down of the
structural reforms in the second phase along with the
cyclical influences transmitted from the global
uncertainties weakened the investment demand,
resulting in significant slackening in the rate of domestic
capital formation to a level of 23.9 per cent of GDP.

3.29 The industrial and trade policy reforms of 1991
resulted in significant acceleration in private sector
investment in the early 1990s, and was particularly led
by a robust increase in manufacturing investment. The
high investment demand in the industrial sector, apart
from being aided by policy reforms, was facilitated by
an improved domestic saving rate. However, a
decelerating trend in the rate of private corporate sector
investment was observed during the latter half of the
1990s. Even though investment from the household
sector continued to show arising trend, investment from
the private corporate sector could not keep up with the
momentum it witnessed in the initial years of the 1990s
(Chart l11.10). The pace of private investment originating
from private corporate sector was, inter alia, inhibited
by reduced saving from this sector, lack of adequate
regulatory reforms in core and infrastructure sectors and
lack of public investment ininfrastructure. These factors
could have inhibited private sector investment by
imposing extra costs in a competitive environment.
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Table 3.8 : Rates and Composition of Gross Capital Formation by Institutional Sources

(Per cent)
Item Decade Year of Phase | Phase Il
Preceding Reforms Crisis
1981-82 to 1991-92 Sub-period [: Sub-period I: 1997-98 to
1990-91 1992-93 to 1994-95 to 2001-02
1993-94 1996-97
1 2 3 4 5
1. Private Sector 12.6 13.1 141 16.1 158
(55.2) (59.8) (62.6) (67.2) (70.6)
1.1 Household Sector 8.0 7.4 8.1 7.9 9.7
(35.7) (33.9) (35.9) (33.0) (43.2)
1.2 Private Corporate Sector 4.5 5.7 6.0 8.2 6.1
(19.5) (25.8) (26.8) (34.2) (27.4)
2. Public Sector 10.0 8.8 8.4 7.8 6.6
(44.8) (40.2) (37.4) (32.8) (29.4)
3. Gross Capital Formation 225 219 225 239 224
(100.0) (100.0) (100.0) (100.0) (100.0)
4. Gross Domestic Capital Formation 218 22.6 233 25.8 239

Notes 1) Rates are worked out as a percentage of GDP at current market prices.
2) Figures in parentheses indicate percentage share in Gross Capital Formation.
Source : Computed on the basis of data from the Central Statistical Organisation.

Chart 1II.10: Ratea of Capltal Formatlon
by Institutionad Sources

i /\/\

=1 af {FiP

Hrr m

N w w o b | L o Z X
¥ ¢y & &% 5 3 = ¢ 5 & 3
- &2 e RS T — b e I = -
wl e = ) (A o oE = o = o
= e = = =3 = = I = o)
- —_— - — . -_ _— - -_— M

= Huustoizkl Sesun — lublc Suvclu

— l'vals Cosporaie BLcldr

Source: Based on the data from the Central Statistical Organisation.

Besides these, increased uncertainties in the domestic
investment climate created by factors such as poor
progress and lack of clarity on the directions of
disinvestments and privatisation programme, and the
continued slowdown in the global economy, may also
have dampened private investment.

3.30 High public investment in the 1980s was
particularly aimed at boosting investment in
infrastructure. However, public sector investment rate
exhibited a steep fall during the 1990s which was
caused by deterioration in public sector saving rate.

The rising interest payments and rigidity in subsidies
and wages pre-empted a larger part of the revenues
and borrowed funds of the Government, leaving
reduced resources for investment. Besides this, the
declining tax-GDP ratio and low user charges on public
infrastructure services reduced the ability of the
Government to undertake investment in basic
infrastructure. Further, the process of fiscal adjustment
led to direct cutbacks on the capital expenditure of
both Central and State Governments.

3.31 Among the three sectors, a steady downturn
in investment rates was experienced by the
agricultural sector during the decade of reforms (Chart
I11.11). The decline in agricultural investment as a
ratio of GDP came about from a decline in public
investment rate on account of inter alia, rising
subsidies, and also from the decline in private
investment rate primarily owing to inadequate
provision of infrastructure. The rate of investment in
industry, accounting for the largest proportion of
aggregate investment, exhibited a rise in the initial
years of the reform decade responding to the major
real sector reforms and associated anticipation of
rising potential demand. This period of high investment
was associated with high growth rate of GDP
originating from the industrial sector. In the
subsequent years, however, the rate of investment
underwent a steep decline, as was the case with the
rate of growth of output from this sector.
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Chart II.11: Secteral Ratas of Capital Formatlon
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Trends in Incremental Capital-Output Ratio

3.32 Animprovement in the rate of investment needs
to be supplemented by improvement in productivity in
order to accelerate the rate of economic growth. The
productivity of capital use, as measured by the
Incremental Capital Output Ratio (ICOR), improved
during the first half of the 1990s as exhibited by a
steady decline in the filtered series of ICOR till 1997-
98 (Chart 111.12).5 As against this, an upward
movement in the ICOR was observed during the
subsequent period, reflecting the deceleration in
productivity growth (Table 3.9). Given the existing level
of investment in the economy, the downward trend in
productivity does not augur well for achieving and
sustaining high growth rate.

Chart I11.12: Trends in Incremental Capital
Output Ratio (ICOR)
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Source: Based on the data from the Central Statistical Organisation.

Table 3.9 : Incremental Capital Output Ratio

Period Actual ICOR Filtered ICOR
1981-82 to 1985-86 415 4.02
1986-87 to 1990-91 4.00 4.56
1992-93 to 1996-97 391 474
1997-1998 5.81 4.62
1998-1999 4.14 4.63
1999-2000 3.77 4.66
2000-01 6.54 4.70
2001-02 4.70 4.74

External Demand

3.33 The growth process during the reform period
also seems to have been influenced by the behaviour
of external demand. Traditionally, external demand has
not been an important factor in influencing the
behaviour of aggregate demand in India due to low
degree of openness. However, during the 1990s, under
a more liberalised trade and exchange regime, the
degree of openness of the Indian economy rose
considerably as reflected in higher ratio of foreign trade
to GDP. Consequently, the pattern of exports has been
exhibiting some degree of co-movement with global
business cycles. The Granger causality between
cyclical imports of industrial countries and India’s
exports is significant and strongly bi-directional.
Further, the cyclical output of industrial countries has
unidirectional causal effect on output in India (RBI,
2002).

3.34 The magnitude of the influence of external
demand on aggregate demand can be examined
broadly in terms of export growth for the Indian
economy. The average growth in exports rose from
8.3 per cent in the 1980s to 11.9 per cent during the
first sub-period of Phase | (i.e., 1992-93 to 1993-94)
and further to 14.8 per cent during the second sub-
period (i.e., 1994-95 to 1996-97). This seems to have
provided significant impetus to the aggregate demand
in the economy during the phase of high growth. In
the subsequent period, under the influence of
weakening global demand and lower growth in world
trade volume, export growth experienced wide
fluctuations and the overall export growth decelerated
to 5.9 per cent during the second phase from 1997-
98 to 2001-02. The world trade in goods and services
exhibited a deceleration in growth from an average of
8.8 per cent during the period 1994-97 to 5.6 per
cent during 1998-2001 (IMF, 2002). This, reinforced

5. The ICOR can be susceptible to transitory fluctuations, and is thus smoothened using the HP filter.
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by the trade cycles, seem to have also contributed to
the slowdown in the aggregate demand in the
economy during the second phase of reform period.

Summing Up

3.35 The economy witnessed distinct improvement
in growth during the first phase of reforms responding
favourably to the initial productivity gains arising from
reforms in the spheres of trade, industry and finance.
This high growth was essentially led by a remarkable
performance of the industrial sector. However, there
was evidence of deceleration in the growth momentum
in the second phase, mainly engendered by industrial
sector, which has become a major policy concern.
During the 1990s as a whole, the growth process was
marked by robust growth in the services sector. The
positive aspects of the growth process were an
increase in the average growth of per capita income
coupled with decline in the poverty ratio.

3.36 The slowdown in the domestic saving rate in
the second half of the 1990s, mainly caused by public
sector dis-saving, has constrained investment levels
in the economy. The saving behaviour of the household
sector shows that despite financial innovations, there
is continued preference for relatively risk-free assets
like bank deposits and contractual saving. The rising
share of contractual saving reflects the rising
disposable income and concerns for old age security.
During the first half of the 1990s, the increased
domestic saving enabled a rise in the investment rate
in the economy. The slowing down of the structural
reforms along with declining domestic saving rate and
cyclical influences transmitted through global business
cycles weakened the investment demand during the
second phase of reforms. Declining public sector
investment was reflective of the spill-over effects of
rising revenue deficits on capital budgets of the
Governments of both Centre and States. Besides a
slowdown in investment, indications of declining
productivity growth as reflected in rising ICOR during
this phase, continue to pose challenges for the growth
process.

3.37 Against this backdrop, the Tenth Five Year Plan
(2002-03 to 2006-07) has set the target of an average
rate of growth of GDP at 8 per cent, which is much
higher than 5.5 per cent achieved during the Ninth
Plan Government of India, 2002a). This requires
stepping up the average rate of investment by more
than 4 percentage points to 28.4 per cent from 24.2
per cent in the previous plan. This order of increase
in investment is expected to emanate from both private
and public sectors. The Plan underlines the need to
step up public sector investment in infrastructure to

promote private sector investment. The higher
investment level is to be met mainly by domestic
saving, which is expected to rise by more than 3
percentage points to 26.8 per cent during the Plan
from 23.3 per cent during the previous plan. A larger
improvement in the saving to the extent of 3.8 per
cent is required to come from the public sector. To
achieve the growth target, the Plan suggests the
formation of policies that would lead to an increase in
productivity of existing resources as well as efficiency
of new investment. This would imply a reduction in
the ICOR to a level of 3.6 during the Plan period as
against 4.5 in the previous plan.

Il. AGRICULTURE

3.38 Agriculture witnessed an improved growth of
3.2 per cent during the 1980s, after a span of relative
stagnation during the previous two decades. The
growth performance was somewhat subdued in the
1990s with real GDP originating from agriculture
growing at a modest 2.9 per cent resulting from near
stagnation in crop yields and falling rate of public
sector capital formation in this sector, despite
consecutive good monsoons. Within the agricultural
sector, a sharper decelaration was observed in the
non-food grain production. While there was
deceleration in output growth, the variability of the
growth process has significantly declined during the
1990s as compared with the 1980s.

3.39 Thereasons for slowdown in agricultural growth
were many. The pre-occupation with food security led
to restrictive trade policies regulating trade in agricultural
commodities. Alongwith this, high protection to industry
resulted in unfavourable terms of trade for agriculture
until the early 1990s. The negative consequences of
such policies were to be offset by the provision of high
subsidies on inputs such as irrigation and fertilisers.
However, such input subsidies assumed large
proportions over time and reduced the capacity of the
Government to invest in agricultural infrastructure.
Further, the distortionary pricing system of agricultural
commodities with Minimum Support Prices (MSP)
favouring production of rice and wheat, provided adverse
incentives for crop diversification. The falling world prices
of agricultural commodities during the latter half of 1990s
further reduced the competitiveness of the agricultural
exports. The relatively higher MSPs on the one hand,
and the increasing production of rice and wheat on the
other, all led to increased procurement of foodgrains,
and in the face of lower off-take, resulted in piling up of
foodgrain stocks. Thus, the slowing down of agriculture
growth in the 1990s, despite a generally favourable
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macroeconomic environment, could be attributed to
limited reforms in this sector. Limited progress has been
made in removal of restrictions on domestic trade and
processing, rationalisation of price interventions and
reforms inrural infrastructure.

3.40 It is apparent that Indian agriculture is
characterised by deceleration in its performance in the
1990s coupled with a large stock of foodgrains. While
plateauing of yield gains (i.e., productivity) in foodgrains
could, in part, explain the observed deceleration in
production performance, there is no denying of the fact
that higher growth in agriculture will, clearly, need
diversification. Notwithstanding the limited reforms
directly affecting agriculture, some policy measures were
undertaken to provide incentive framework for agriculture
to make it more competitive. The reform measures taken
during the 1990s included, (i) restructuring of Public
Distribution System (PDS), initially through the
Revamped Public Distribution System (RPDS) and
subsequently by replacing RPDS with the Targeted Public
Distributions System (TPDS); (ii) replacement of the
guantitative controls by tariff restrictions; (iii) introduction
of forward trading inimportant commercial crops; and (iv)
relaxation of restrictions under the Essential
Commodities Act, 1955. It may be noted that most of
these reforms in agricultural sector were introduced only
towards the end of the 1990s and are still in the process
ofbeingoperationalised.

3.41 These reform measures have brought in some
changes in the agricultural sector. Deregulation of
industrial sector improved the terms of trade for
agriculture (Vyas and Reddy, 2002; Mohan, 2002). The
gradual reliance on the market seems to have brought
some changes in the cropping pattern, causing
diversion towards non-foodgrains from foodgrains.
However, within the foodgrains, there has been area
diversion towards input intensive cultivation of rice and
wheat from coarse cereals and pulses, reflecting the
impact of subsidies on inputs such as fertiliser and
fuel for irrigation.

3.42 Against this backdrop, this Section seeks to
analyse two distinct issues. First, the deceleration in
agricultural growth during the 1990s and its product-
specific profile are analysed. Second, the phenomenon
of burgeoning buffer stocks of foodgrains including their
fiscal and monetary implications is discussed in some
detail.

Foodgrains

3.43 The deceleration in the growth of foodgrains
production to 2.0 per cent in the 1990s from 2.9 per

cent in the preceding decade was caused
predominantly by declining yield growth, reflecting a
diminishing growth in productivity. Among foodgrains,
growth in rice production decelerated due to a decline
in yield growth, despite a marginal increase in the
growth of area under cultivation. On the other hand,
production of wheat in the 1990s witnessed an
identical rate of growth to that of the 1980s, due to
substantial increase in acreage, even as yield growth
decelerated. The increased area growth in wheat and
rice during the 1990s led to a decline in area under
coarse cereals and pulses. Despite a decline in
acreage, production of coarse cereals was maintained
almost at the levels attained in the preceding decade
on account of increased yield growth. Growth in pulses
production decelerated in the 1990s due to a
deceleration in yield growth coupled with a decline in
acreage (Table 3.10). Following the changes in
acreage under foodgrains during the 1990s, the shares
of rice and wheat increased and those of coarse
cereals and pulses declined, which had implications
for input usage and procurement of foodgrains.

Non-Foodgrains

3.44 The decelerating growth in the index of non-
foodgrains production to 2.6 per cent in the 1990s
from 3.8 per cent in the earlier decade was also
marked by a slowdown in the yield growth. Within non-
foodgrains, oilseeds production growth witnessed a
sharp deceleration from 5.5 per cent in the previous
decade to 2.3 per cent in the 1990s due to a decline
in yield growth and stagnation in area coverage.
Stagnation in area under these crops seems to have
been induced by the freeing of imports of major edible
oils in 1994 that had considerably weakened the
protectionist atmosphere in respect of the oilseeds
sector. The growth in sugarcane production during the
1990s was identical to that in the 1980s, due to some
acceleration in area growth, while yield growth
decelerated marginally. In the case of cotton, the
substantial yield growth attained in the 1980s appears
to have influenced the farmers’ preference to cultivate
cotton in the 1990s with acreage increasing
substantially by 2.7 per cent per annum. This increase
in acreage led to an increase in output of cotton by
2.3 per cent even as yield growth turned negative to
0.4 per cent (Table 3.10).

3.45 The deceleration in yield growth, spread across
both foodgrains and non-foodgrains, led to a
perceptible slackening in the growth of agricultural
production to 2.3 per cent in the 1990s from 3.2 per
cent in the earlier decade. Moreover, increased
variability in agricultural production during the latter
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Table 3.10 : Trend Growth Rates of Area, Production and Yield of Agricultural Crops

(Per cent)
1980-81 to 1989-90 1990-91 to 1999-2000
Area Production Yield Area Production Yield
1 2 3 4 5 6
Index of Foodgrains Production -0.2 2.9 2.7 -0.1 2.0 15
Index of Non-Foodgrains Production 1.1 3.8 2.3 1.2 2.6 11
Index of All Crops Production 1.0 3.2 2.6 0.3 2.3 13
Foodgrains
Rice 0.4 3.6 3.2 0.7 2.0 1.3
Wheat 0.5 3.6 31 1.7 3.6 1.8
Coarse Cereals -1.3 0.4 1.7 2.1 0.0 2.2
Pulses -0.1 1.5 1.6 -0.6 0.7 1.3
Non-Foodgrains
Oilseeds 2.4 5.5 3.0 0.2 2.3 21
Sugarcane 1.5 2.7 1.2 1.7 2.7 1.1
Cotton -1.3 2.8 4.1 2.7 2.3 -0.4
Note : Trend growth rates are computed on the basis of semi-logarithmic equations.

Source : Computed on the basis of data from the Ministry of Agriculture, Government of India.

part of the 1990s, primarily emanating from the
fluctuations in acreage in case of foodgrains, and from
fluctuating yields in case of non-foodgrains is also a
matter of concern (Chart I11.13).

3.46 Apart from these traditional foodgrains and
non-foodgrains, India produces a large number of
horticultural crops such as fruits, flowers, vegetables,
potato, tropical tuber crops, spices, and plantation
crops like coconut, cashewnut and cocoa as also
livestock products. Given the diverse agro-climatic
conditions in India, horticultural crops have the

Chart I11.13: Variations in Indices of
Agricultural Production
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potential to turn agriculture more profitable as also
create employment in rural areas. India has emerged
as the largest producer of coconut, arecanut,
cashewnut, ginger, turmeric, black pepper and the
second largest producer of fruits and vegetables in
the world. It needs to be recognised that these
allied products of agriculture have high value added
with a higher potential for exports. The sustainability
of growth in the agriculture would, however, require
much faster diversification away from traditional items
to these non-traditional agro-products.

Deceleration in Agricultural Growth in the 1990s

3.47 As illustrated above, barring wheat and
sugarcane, there has been a perceptible slackening
of growth in agriculture in the 1990s. The main factors
for the deceleration in agricultural growth include, i)
inadequate irrigation cover; ii) improper adoption of
technology; iii) unbalanced use of inputs; iv) decline
in public investment; and v) weakness in credit delivery
system.

i) Inadequate Irrigation Cover

3.48 Inadequate irrigation cover for most of the crops
continues to be the main constraining factor for speedy
adoption of improved technology. For instance, only
39.2 per cent of the gross cropped area in the country
was under irrigation in 1998-99. The share of public
expenditure on irrigation and flood control to total
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public expenditure had declined over the years. The
share, which was 10 per cent during the Sixth Plan
period (1980-85), came down to 7.6 per cent during
the Seventh Plan period (1985-1990) and further to
6.5 per cent during the Eighth Plan (1992-97) period.
During the Ninth Plan period (1997-2002), the share
is estimated to remain at around 6.5 per cent.

3.49 Furthermore, irrigation coverage across various
States and crops is quite skewed. Among the major
agricultural States, while 92.2 per cent of gross
cropped area in Punjab was irrigated in 1998-99, in
Maharashtra only 15.4 per cent of cultivated area
was irrigated. States like West Bengal, Karnataka,
Madhya Pradesh and Orissa had less than 30 per
cent of the cultivated area under irrigation in 1998-
99. Distribution of irrigation facilities across crops is
also equally skewed. For example, only 12.1 per cent
of the area under pulses was irrigated in 1998-99 as
compared with 85.8 per cent for wheat and 52.3 per
cent for rice at the national level (Table 3.11). Similarly,
the coverage of irrigation under the non-foodgrains
crops had also been quite lopsided. Among the non-
foodgrains, irrigation cover in respect of oilseeds was
as low as 23.2 per cent, while the same for sugarcane
stood at 91.7 per cent in 1998-99. The low irrigation
cover for various crops has led to severe rainfall
dependency. It was found that the correlation between
production and rainfall was particularly high for pulses
and oilseeds.® This rainfall dependence of Indian
agriculture has imparted variability to production in the

Table 3.11 : Irrigation Coverage for Various Crops

(Per cent to gross cropped area under the crop)

1980-81 1990-91 1998-99
1 2 3
Rice 40.7 455 52.3
Wheat 77.0 811 85.8
Coarse Cereals 9.2 9.0 12.0
Gram 20.6 20.5 21.0
Arhar 2.6 5.5 4.2
Total Pulses 9.0 10.5 12.1
Total Foodgrains 29.7 351 424
Groundnut 13.3 18.6 194
Rapeseed & Mustard 43.7 59.8 58.3
Soyabean - - 2.5
Oilseeds 145 229 232
Sugarcane 81.2 86.9 91.7
Cotton 273 329 34.9
Source: Ministry of Agriculture, Government of India.

latter part of the 1990s when the spatio-temporal
distribution of rainfall remained largely skewed.

ii) Inadequate Adoption of Technology

3.50 One of the main reasons for the low levels of
yields in Indian agriculture has been the unsatisfactory
spread of new technological practices, including the
adoption of High Yielding Varieties of seeds (HYV)
and usage of fertilisers and pesticides, inadequate
spread of farm management techniques and other
practices such as soil conservation and crop rotation
(RBI, 2002). The adoption of new technology, mainly
the HYV seeds requires intensive use of fertilisers and
pesticides under adequate and assured water supply.
The use of HYV seeds entails a higher yield risk as
compared with the traditional seed varieties, mainly
due to lack of proper irrigation facilities (Ganesh Kumar,
1999; Saha, 2001). This increased risk is one of the
elements obstructing the speedy adoption of HYV seed
cultivation across regions and crops. The area under
HYV seeds and area under irrigation have been
growing in tandem, probably on account of reduction
in yield risk facilitated by availability of irrigation facilities
(Chart 111.14). The area under HYV seeds, which
recorded a trend growth rate of 8.1 per cent per annum
in the 1980s, decelerated to 4.4 per cent per annum in
the 1990s. Availability of quality seeds is inadequate
and usage of high yielding hybrid seeds is very low
and occurs only in the case of a few crops. Similarly,
there has been a decline in growth rate of consumption
of fertilisers to 4.3 per cent in the 1990s from 7.8 per
cent in the 1980s, with wide variations across States.

Chart 111.14: Progress in Input Usage
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6. The correlation co-efficient between rainfall and production for major crops are: rice (0.26), wheat (0.27), coarse cereals (0.37),

pulses (0.61), oilseeds (0.34), sugarcane (0.21) and cotton (0.16).
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iii) Unbalanced Use of Inputs

3.51 Various subsidies on inputs have resulted in
skewed and unsustainable usage ofinputs. Toillustrate,
subsidies on urea have resulted in unbalanced use of
Nitrogen (urea), Phosphorus (phosphate), Potassium
(potash) fertilisers (which was in the ratio of 8.5: 3.1: 1 in
1998-99 as against the desirable ratio of 4:2:1) and
aggravated deficiency in use of micro-nutrients
(Government of India, 2000). Subsidies on other inputs
such as provision of electricity at nominal rates for
irrigation pumps continue in various States. Subsidised
electricity for irrigation purposes has resulted in
proliferation of ground water drawing machinery such as
pump sets and tubewells, which have implications for
groundwater sustainability (Vaidyanathan, 1996). This
also has adverse implications for equity since such
machinery is capital intensive, and hence, the actual
benefits derived by small farmers are debatable.
Furthermore, subsidies on electricity and diesel have led
to the cultivation of water intensive crops such as rice
and wheat, with skewed consumption of nitrogenous
fertilisers leading to an unsustainable cropping pattern.
Moreover, private sector capital formation in irrigation
typically favours digging of wells, as this practice has the
advantage of excludability, as opposed to the non-
excludable nature of canal irrigation. However, it needs
to be recognised that such implements draw water from
ground water table, which covers larger area beyond a
farm size. This means that farmers with larger capacity
pumps can actually draw water away from the water table
adjoining their farms, and at a faster rate than those with
smaller pumps (Dhawan, 1996). This tendency clearly
has adverse impact on the level of water table and the
ability of small and marginal farmers to irrigate their
farms. Ground water being a common public resource,
there is a necessity to rationalise the access and
utilisation of the same. Appropriate user charges on
electricity and diesel, could have a favourable impact on
rational utilisation of water resource. Alternative
arrangements of common property resource
management, such as user cooperatives may resultin
better management and conservation of this public good.

iv) Decline in Public Investment

3.52 The subdued performance of Indian agriculture
in the 1990s is often attributed to a secular decline in
the rate of public investment in agriculture. It is argued
that decelerating public sector capital formation in
agriculture, which goes primarily towards major
irrigation, has serious implications for the private sector
investment in minor irrigation.” The ratio of public

sector capital formation in agriculture to Gross Public
Sector Capital Formation has declined from 17.7 per
cent in 1980-81 to 7.1 per cent in 1990-91 and further
to 4.9 per cent in 2000-01. Capital formation in
agriculture as a ratio of GDP originating from
agriculture also decreased from 8.5 per cent in 1980-
81 to 6.1 per cent in 2000-01. However, private sector
capital formation in agriculture has been on the rise
during the same period. In this connection, it needs
to be noted that about 90 per cent of public sector
capital formation in agriculture is invested in major
and medium irrigation facilities, while most of the
private sector capital formation goes towards minor
irrigation facilities like pump sets.

3.53 Although the private sector capital formation in
agriculture has been on the rise, fixed capital formation
by the household sector has been on the decline
(Sawant et al, 2002). Furthermore, private sector
capital formation was found to be responsive to
availability of water (canal intensity) and inputs
(electricity) in any given year (Dhawan, 1996). It is
worth mentioning in this regard that major and medium
irrigation facilities have a long gestation period (10-12
years) and hence, private sector capital formation
would respond to a greater degree to the cumulative
capital formation in agriculture rather than that in any
given year. Thus, the declining capital formation in
agriculture seems to be a result of reduced investment
in irrigation over a long period covering both the 1980s
as well as the 1990s (Gulati and Bathla, 2001).

3.54 It is clear that the inadequacy of new capital
formation has slowed the pace and pattern of
technological change in agriculture with adverse
effects on productivity. In this context, there are
apprehensions that the boost in output from subsidy-
stimulated use of fertilisers, pesticides and water may
partly be at the expense of deterioration in aquifers
and soil, and hence is environmentally unsustainable
(Government of India, 2000). This, to some extent,
explains the rising costs and slackening growth and
productivity in agriculture.

v) Credit Delivery System

3.55 Lack of adequate credit for investment is an
important impediment to expansion of acreage under
HYV seeds and the use of optimum dose of inputs
(Sarap and Vashist, 1994). Furthermore, adequate
credit plays a crucial role in augmenting private sector
capital formation. The annual compound growth rate

7. See among others, Dhawan (1996) for complementarity between public sector investment in major irrigation and private sector

investment in minor irrigation.
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of direct institutional credit (disbursements) to
agriculture and allied activities improved marginally
from 12.0 per cent during the 1980s to 12.7 per cent
during the 1990s. However, the credit delivery scenario
at the disaggregated level in the 1990s is somewhat
unsettling as there is a deceleration in the scheduled
commercial banks’ disbursements of direct finance to
small farmers from 15.1 per cent in the 1980s to 11.0
per cent in the 1990s. Similarly, the annual compound
growth rate of direct finance (disbursements) to
marginal farmers, decelerated to 13.0 per cent from
18.1 per cent during the same period. The annual
compound growth rates of medium/long term loans
disbursed to agriculture and allied activities (direct
advances), which are important for private sector
capital formation in agriculture, have shown
deceleration to 9.7 per cent in the 1990s from 11.5
per cent in the preceding decade. However, the
disbursements of short-term loans have accelerated
from 12.2 per cent to 14.5 per cent during the same
period. The shift in the composition of the agricultural
loans in favour of short-term advances is a matter of
some concern, as it is likely to further accentuate the
declining private sector capital formation in agriculture
(Chart 111.15).

Chart 111.15: Annupal Comppounnd Growth Rates of
Disbgrsements of Direct Finance to Agricaliure
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Burgeoning Food Stock: Some Macro Implications

3.56 Another issue that has assumed significance
in the recent period is the large food stocks and their
macro implications. It may be recalled that in order to
ensure food security to the vast population of the
country, an elaborate system of public procurement
and distribution of foodgrains was evolved as a part
of a conscious strategy. As per this strategy, the Food
Corporation of India (FCI) was established in 1965
and a detailed price support mechanism was

formulated. The system, despite various infirmities,
worked reasonably well till the late 1970s. Since then,
primarily due to the expansion of production possibility
frontier under the Green Revolution, domestic
production of foodgrains started to keep pace with
the requirement of public distribution system. With the
emergence of successive “normal” monsoons during
the 1990s, the prevalence of a distorted price
mechanism resulted in large accumulation of food
stocks with the official agencies during the second
half of the 1990s. Two major issues that have come
to the forefront of public policy debate in this regard
are: What are the factors behind the burgeoning food
stocks? And, what are its macro-financial implications
for the economy? This sub-section takes a look into
these two questions.

Some factors behind the burgeoning food stocks

3.57 Burgeoning food stocks with the official
agencies can be attributed to an increase in
procurement, a reduction in off-take or a combination
of both. A number of factors like distorted price
incentives for agricultural products and shift in
consumption pattern have added to this phenomenon.

i) Price Interventions

3.58 Price interventions by the Government by way
of Minimum Support Prices (MSP) have resulted in
some distortions in cropping pattern. One of the major
factors influencing the cropping pattern is the income
accruing to the farmer or expected income from
cultivating a crop. Generally, low yield rates of pulses
and coarse cereals among foodgrains generate lower
income for farmers than rice and wheat. Moreover,
the price support operations have been skewed in
favour of rice and wheat, which have benefited
significantly by the elaborate procurement operations
in conjunction with the rising MSP. On the other hand,
coarse cereals and pulses do not seem to have been
procured by the public sector agencies on a
comparable scale. Furthermore, in contrast to that of
rice and wheat, the cost of production of coarse
cereals and pulses has been generally higher than
the MSPs during the period 1983-84 to 1997-98 (Table
3.12). This makes the cultivation of rice and wheat
more attractive than pulses and coarse cereals. The
higher relative yields of wheat and rice further increase
the assured income per hectare (in terms of MSP
multiplied by the per hectare yield). The increasing
MSPs and higher yields in wheat and rice, thus,
accentuate the difference in expected income from
coarse cereals/pulses vis-a-vis wheat and rice. The
rising MSPs and higher procurement of rice and wheat
coupled with unattractive assured incomes from
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Table 3.12 : Cost of Production and MSPs of Foodgrain Crops

(Rupees per quintal)

Year Paddy Wheat Coarse Cereals Gram Arhar
Cost MSP Cost MSP Cost MSP Cost MSP Cost MSP
1 2 3 4 5] 6 7 8 9 10
1983-84 124 132 142 152 117 124 249 240 N.A 245
1985-86 123 142 133 162 143 130 235 260 345 300
1990-91 213 205 206 225 231 180 448 450 604 480
1991-92 253 230 232 275 319 205 482 500 837 545
1992-93 270 270 261 330 293 240 559 600 759 640
1993-94 267 310 N.A 350 N.A 260 N.A 640 N.A 700
1994-95 344 340 324 360 330 280 616 670 764 760
1995-96 341 360 346 380 490 300 704 700 914 800
1996-97 375 380 389 475 463 310 837 740 824 840
1997-98 411 415 418 510 499 360 783 815 1221 900
Source: Compiled on the basis of information from the Ministry of Agriculture, Government of India.

cultivation of pulses and coarse cereals have, thus,
induced farmers to cultivate rice and wheat more than
other foodgrains crops.

ii) International Price Environment

3.59 Protectionist atmosphere for foodgrains
production coupled with various restrictions on imports
and exports, generally led to higher domestic prices of
rice and wheat. In contrast to the partial rigidity in the
Indian prices of rice and wheat in the 1990s, there was
asustained decline ininternational prices (Table 3.13 and
Chart 111.16). Increasing domestic prices of rice and
wheat in the face of declining prices of the same in the
international market have shielded farm incomes from

international price volatility, but adversely impacted on
the price competitiveness of Indian exports of foodgrains,
and led to increasing dependence of farmers on
procurementoperations for market clearance.

3.60 The wholesale price of rice in India during 1993
to 2001 was on an average lower than that in Thailand
for the same period. The average wholesale price of
wheat in India in this period was slightly higher than
the US Soft Red Winter (SRW) variety, but lower than
those of US Hard Red winter (HRW) and Canadian
varieties. If the current downtrend in international
prices of rice and wheat is cyclical, they are likely to
rise above Indian prices, thus, making Indian rice and

Chart 111.16: Rice and Wheat Prices in India vis-a-vis Major Exporting Countries
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Table 3.13 : Trends in World Agricultural
Commodity Prices

(US Dollar per Metric Tonne)

Wheat Rice

Year us* India Thailand ** India

1 2 3 4
1993 134.8 118.1 1914 1814
1994 138.6 132.2 2185 197.0
1995 167.4 126.7 290.2 212.8
1996 187.4 143.6 275.8 2134
1997 143.7 158.2 246.8 216.9
1998 1115 1415 249.7 207.1
1999 96.3 150.5 2105 220.2
2000 98.9 138.9 167.2 1984
2001 107.7 131.0 149.1 187.7
*  SRW variety.
** Refers to 35 per cent broken rice.
Note . The domestic prices of rice and wheat are annual

average wholesale prices. In order to enable
comparability to international pices, domestic prices
are deflated by the average nominal exchange rate
(US dollar).

Sources : 1. Ministry of Agriculture, Government of India.

2. Report of the High Level Committee on Long-term
Grain Policy, Ministry of Food, Consumer Affairs and
Public Distribution, Government of India, 2002.

wheat competitive. Even if there is a secular decline
in international prices, the Indian prices can still be
competitive, provided, the Aggregate Measure of
Support (AMS) by the US and European countries is
reduced to WTO compatible levels.

iii) Increasing procurement

3.61 Theincreased cultivation of rice and wheat in the
1990s supported by the consecutive good monsoons,
has played animportantrole in large-scale procurement.
However, as mentioned earlier, increase in support
prices, mainly due to the change in methodology of
including the “statutory minimum wages” instead of
“actual wages” paid in computing the cost of cultivation,
coupled with lack of international competitiveness and
restrictions on international trade of foodgrains seemto
be the main causative factors underlying increasing
procurement. The system of compulsory levy
procurement and the restrictions on movement of
foodgrains under the Essential Commodities Act, 1955
also contributed to increasing procurement operations.
The ever-increasing MSPs of rice and wheat and the
compulsory procurement coupled with the protectionist
atmosphere, ensured market clearance for rice and
wheat and thereby created a vicious circle of increasing

MSPs - higher procurement - larger cultivation of rice and
wheat-increasing production and generation of higher
marketable surplus - lack of export competitiveness -
increasing procurementfurther.

iv) Decline in Off-take

3.62 The off-take of foodgrains in the 1990s was
generally low. This was partly due to limited open
market operations because of higher price for low
quality foodgrains that were made available through
PDS, which also led to lower off-take by the actual
PDS beneficiaries. Altered consumption pattern of the
population due to improving income levels and
lacklustre export performance also explain the decline
in off-take through PDS. Inadequate institutional
arrangements for quick and timely delivery in areas
of greater need and linking delivery to specific
requirements were also contributing factors.

e Rise inIssue prices and Targeted Public
Distribution System

3.63 Consumer prices reflected in the Central Issue
Price (CIP) have witnessed arise since the inception of
TPDS (Chart 111.17). The TPDS was introduced in 1997
in order to achieve better targeting of subsidies. Under
the TPDS, a dual price mechanism for the APL (Above
the Poverty Line) and BPL (Below the Poverty Line)
consumers was introduced. The full economic cost of
foodgrains was recovered from the APL consumers,
while foodgrains were sold at half the economic cost to
the BPL consumers. Successive increases in MSPs of
rice and wheat and attendant increase in economic cost
of foodgrains necessitated an increase in CIP for APL
consumers, which resulted in narrowing the gap
between open market prices of foodgrains and the CIPs.
This led to a drastic reduction in off-take under TPDS
(Government of India, 2002b). For instance, the off-take
under TPDS declined by 29.5 per cent to 12.0 million
tonnes in 2000-01 from 17.1 million tonnes in the
previous year.

e Shift in Consumption Pattern

3.64 Apart from the increasing CIPs, the changes in
consumption pattern towards milk, eggs and meat, as
against cereals, partly caused the decline in off-take.
Recent studies, based on NSS data on consumption
expenditure, show that there has been a decline in the
share of food in the total expenditure among both the
poor and non-poor, despite relatively lower prices of
cereals (Bhallaetal,1999; Meenakshi, 2000).

3.65 Thus, domestic off-take has been low vis-a-vis
the procurement of the foodgrains, resulting in the
problem of growing stocks. The implications of the
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Chart 111.17: CIP of Rice and Wheat
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mounting food stocks are manifold. Apart from price
implications that emanate from MSP, it adds to storage
and maintenance costs in presence of limited off-take,
thereby imposing high fiscal costs in the form of food
subsidy. To the extent the bourgeoning food stocks
are financed by preferential food credit, they have
monetary implications as well.

Monetary Implications of Growing Foodgrain Stocks

3.66 The monetary implications of increasing food
stocks emanate essentially from the increasing
procurement of foodgrains. The higher demand for food
credit can give rise to possible crowding-out effects
on other sectors. It can also affect the interest rate
and the credit risk profile of the banking system arising
out of deteriorating quality of foodgrain stocks, which
act as collateral for food credit. As a result of
unprecedented rise in foodgrain procurement
operations, food credit registered a marked uptrend
from Rs.4,506 crore as at end-March 1991 to
Rs.53,978 crore as at end-March 2002 (Table 3.14).
Consequently, the share of food credit in total
commercial bank credit has increased from 3.9 per
cent to 9.2 per cent during the same period.

3.67 Given the persistence of significant deficit on
the revenue account of the Central Government, any
increase in food subsidy (caused by increasing
procurement) implies equivalent increase in market
borrowing by the Central Government. Furthermore,
the higher demand for resources may engender a
tighter liquidity position, particularly during conditions
of strong economic activity, which in turn could affect
the interest rate. If monetary conditions were to
remain unaffected, banks would have to raise
additional resources through refinance or reallocate

Table 3.14 : Share of Food Credit (Outstanding)
in the Commercial Bank Credit

(Rupees crore)

Year Bank Credit  Food Credit  Food Credit
as a per cent

of Bank Credit

1 2 3

1980-81 25371 1,759 6.9
1985-86 56,067 5,535 9.9
1990-91 1,16,301 4,506 3.9
1995-96 2,54,015 9,791 3.9
1996-97 2,78,401 7,597 2.7
1997-98 3,24,079 12,485 3.9
1998-99 3,68,837 16,816 4.6
1999-00 4,35,958 25,691 5.9
2000-01 511,434 39,991 7.8
2001-02 5,89,723 53,978 9.2

existing assets in order to meet the higher non-food
credit demand. Presently, refinance from the Reserve
Bank is not allowed against food credit. In the
absence of any food credit refinance facilities, banks
may reduce their holding of government securities,
which could imply higher holding of securities by
the Reserve Bank, increasing thereby the monetary
base indirectly. This would lead to reserve money
expansion and, ceteris paribus, would result in an
increase in money supply over the medium-term
through the money multiplier process with possible
inflationary effect. Since food credit is provided out
of the lendable resources of banks, any further
increase in non-food credit demand would reduce
the resources available to banks for lending to other
sectors thereby exerting an upward pressure on
interest rates (Box IlIl.1).
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Box Ill.1

Monetary Implications of Excess Food stocks

The monetary implications of food credit (.e., the credit advanced
to FCI for carrying out the procurement and distribution operations)
emerge from their impact on money supply and on interest rates.
Since equiproportionate gains in output may not occur, excess
liquidity could add to the inflationary potential in the economy.
From the policy perspective, the impact of food credit on money
supply, though small, is of some relevance in monetary
management and the degree of sensitivity of monetary policy
would depend on both the actual quantum of food credit and the
observed trend in its movement.

Impact on Interest Rates

The manner in which growing food stocks impact on the evolution
of the short-term interest rates in the system is important from
the viewpoint of the conduct of the monetary policy. As the food
stocks accumulate beyond optimal levels (mainly due to increasing
procurement), there is higher demand for the food credit from the
banking system. Food credit being mandated in nature, growth in
food stocks contemporaneously results in higher food credit. For
a given level of money supply, the pressure on the non-food credit
increases and depending on the magnitude of pre-emption of
funds for food credit, the interest rate could rise.

The interest charge component of carrying cost of buffer stocks
has increased steadily at the compound growth rate of above 15
per cent since 1992-93. Since the carrying cost of buffer stock

forms a part of the food subsidy, such hefty increase in interest
charges will impart an upward pressure on the quantum of food
subsidy. In fact, in the recent years, the carrying cost component
of food subsidy far exceeded that of the consumer subsidy.

The interest rate impact of the food credit from the banking system
has been analysed in an unrestricted VAR framework. The model
consists of food stocks (Lstock), food credit (Lfcr), short-term
interest rates {.e., call rates) (Rcall) and non-food credit (Lnfcr).
Food credit and non-food credit were taken as ratios to domestic
assets of the banking system. The ordering of the variable in the
VAR was Lstock, Lfcr, Reall, Lnfcr. A dummy variable was used
in the system for the period September 2001 onwards to neutralise
the impact of cyclical downturn on interest rates. The order of
VAR in the model was two. The impulse response derived from
the above unrestricted VAR framework provides evidence of the
interest rate impact of large food stocks. Shocks to food stocks
cause sharp rise in food credit for three months, but the impact
of the shock peters out thereafter (Chart 111.18). As the non-food
credit demand rises, the short term interest rate moves upwards
for about six months and then stabilises (Chart 111.19).

In the current milieu of progressive liberalisation of the banking
system and a shift by banks towards integrated asset-liability
management, there is a need to explore the scope for a gradual
scaling down of this large outstanding amount.

Chart 111.18: Impulse Response of Food Credit to
One Standard Deviation Innovation in Food Stock
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The Fiscal Impact of Food stocks

3.68 Apart from the monetary implications, growing
food stocks have fiscal impact, arising from the growing
food subsidy and its concomitantimpactonthe revenue
deficitofthe Central Government. The food subsidyisthe
operational deficit in the economic cost of foodgrain
operations on one hand and the income accruing to the

FCI through sales under PDS, open market sales
including exports, and other welfare schemes at issue
prices fixed by the Government on the other. The food
subsidy rose moderately from Rs.2,450 crorein 1990-91
toRs.5,377crorein1995-96 andthenrapidlytoRs.17,499
crorein 2001-02 and accounted, on an average, 4.1 per
centof Central Government expenditure (Chart 111.20).
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Chart I11.20: Share of Food Bubsldy ln Revenua
Expenditure of Central Government
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Affairs and Public Distribution, Government of India.

3.69 The food subsidy comprises two components:
consumers’ subsidy and the subsidy pertaining to the
carrying cost of buffer stock. The carrying cost is the
cost incurred by the FCI for inventory management,
while consumer subsidy is food subsidy net of carrying
cost. The amount of consumer subsidy depends on
the volume of foodgrains distributed through the PDS
and the carrying cost is determined by the volume of
the inventory with the FCIL.8 While carrying cost on
maintaining the stocks at buffer norm levels is a price
for food security, the carrying cost on excess stocks
over and above buffer norms may be considered as
a kind of implicit producers’ subsidy. ® In other words,
if the stocks were to be maintained at the levels of
prescribed norms, given the off-take, procurement
would have to be less by the extent of excess stocks
and hence, lesser total outgo in terms of carrying cost.
In recent years, the share of carrying cost for excess
stocks over and above norms (.e., the implicit
producers’ subsidy) in total food subsidy far exceeded
that of the consumer subsidy (Chart 111.21).

3.70 The composition of food subsidy has, over the
years, evolved in such a way that implicit producers’
subsidy emerged as the largest component (48.9 per
cent in 2001-02 from 12.8 per cent in 1993-94) with
a corresponding erosion in the share of the consumer

subsidy (29.2 per cent in 2001-02 from 56.5 per cent
in 1993-94) and subsidy pertaining to maintaining the
stocks at the buffer norm levels (21.9 per cent in 2001-
02 from 30.7 per cent in 1993-94). This implies that a
larger portion of the subsidy is being spent on carrying
costs, rather than on meeting the original aim of
subsidising the consumers through the PDS.

3.71 Food procurement operations of the FCI also
imply contingent liabilities for the Central Government.
The food credit outstanding must always be fully
matched by the value of paid stocks of foodgrains,
evaluated as per the banking norms. In this connection
it raises concern regarding the procedure for
evaluating the quality and quantity of stocks (which
act as collateral for the extension of food credit by
virtue of their marketability), as these will have an
impact on the quality of outstanding advances of
commercial banks. This becomes crucial in the light
of the finding that on an average 10 per cent of the
annual production of foodgrains is wasted annually
on account of inadequate storage facilities
(Radhakrishna etal, 1997). As food credit is
government guaranteed, deterioration in the quality
of food stock, in the final analysis, implies a further
loss on the Government account as these guaranteed
stocks result in cash outflows (in terms of food

8. As consistent and reliable information on the farm harvest prices (FHPSs) is not available for the 1990s, it is difficult to assess the
producers’ share of the food subsidy accruing on account of higher MSPs vis-a-vis the FHPs. However, MSPs form a part of the

economic cost which ultimately affect the consumers’ subsidy.

9. Similarly, implicit subsidy to the producers measured through carrying cost as also cost for the food security depend on the
efficiency in the handling of the stock by the FCI. Higher the efficiency lower will be the carrying cost and vice-versa. Incidentally,
variables relating to food management generally under control of the FCI such as procurement incidentals and carrying cost have
increased in the 1990s at the rate of 12.1 per cent and 10.2 per cent, respectively, as compared to MSPs (8.6 per cent) and
distribution cost (3.0 per cent). This indicates that operations of the FCI are not cost effective. To that extent implicit subsidy to the

producers and cost of food security have been over-estimated.
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subsidy) in the budget, which is the fiscal impact of
growing stocks (Box Il1.2).

3.72 It may be noted, however, that the stocks have
been on the decline since 2001-02 mainly due to
persistent efforts made by the Government to increase
off-take primarily through exports. The reduction in CIP
for APL consumers in July 2001 had also resulted in
some improvement in the off-take on the TPDS front.
The strategy of increasing exports at the BPL prices
can at best be sustained in the short-run only, as the
exports depend on various factors other than the
prices of the grains. As for the immediate future, the
first half of 2002 has seen grain prices rise largely
due to adverse weather conditions in the United
States, Canada and Australia. The price increase in
the near term, however, seems limited due to higher

competition from other producers such as Argentina
and Brazil and the restoration of export subsidies by
the European Union (IMF, 2002). Further, the US Farm
Bill, which aims at increasing price support and
expanding support to new crops, may also dampen
the prospects of sustained increases in the prices of
foodgrains. The world price scenario that may prevail
in the long run is not clear. Relying on exports of
foodgrains, therefore, could only be a short-term
strategy for increasing off-take and lowering stocks.
In the long run, there is a need to boost export
competitiveness, through both price and non-price
factors, to overcome the problem of growing stocks.

Summing Up
3.73 The supply response of Indian agriculture,
though predominantly determined by monsoon, has

Box IIl.2

Fiscal Impact of the Growth in Food stocks

It has generally been recognised that growing food stocks contribute
to weakening fiscal position of the Government. The directimpact of
the food subsidies on the budget is in the form of rising subsidies to
finance the operational deficit of the FCI. Given the mainly exogenous
nature of the Government revenues which are largely determined
by the output growth in the economy, an increase in subsidy directly
leads to a rise in the revenue deficit of the Government. This, inturn,
leads to widening of the fiscal deficit or the aggregate borrowing
requirements of the Government.

A structural model was formulated to analyse the fiscal impact of
food stock comprising 6 behavioural equations and five identities.
The model consists of 7 exogenous and 4 lagged endogenous
variables. ® The model covers the sample period 1975-76 to 2001-
02, and establishes linkages between the food stock operations
and the fiscal accounts. The model is estimated by two stage
least square (2SLS) simulation. The model is tested for
convergence and meaningful results are obtained in this regard.
The estimates of the model reveal that the coefficients have
expected signs and are statistically significant. In each of the
equations, the coefficient of determination (Adj.R?) is reasonably
high and computed Durbin-Watson (DW) statistic indicated
absence of serial correlation.

In the model framework, the fiscal impact of the food stocks is
analysed in a medium-term time frame* The main issue examined
here is the impact of distortionary support prices on accumulation
of foods stocks and the current expenditure of the Government. It
is analysed how the reduction in procurement prices of rice and
wheat to the level recommended by the Commission on

Agricultural Costs and Prices (CACP) would translate into reduced
subsidies for the Government and hence, a lower revenue deficit.
It is evident from the Chart 111.22 that if MSP of wheat and rice
were retained at the level recommended by the CACP, the revenue
deficit of the Government would have consistently declined by
about 13 per cent in the terminal period of the simulation. This
provides evidence of the magnitude of fiscal distortions resulting
from the existing food stock operations.

Chart 111.22: Flacal Impact of Retaining MSP
at the Level Recommended by CACF
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10. Therole of international prices of rice and wheat was examined in affecting the off-take of food stocks and food subsidy indirectly, apart from providing
stability to the model. However, the impact did not turn out to be significant possibly due to the fact that till recently, trade in foodgrains was highly restricted.

11. The impact of cost of inventories of the FCI is likely to be significant in influencing the subsidies and consequent revenue deficits. However, these
could not be directly integrated in the model due to non-availability of a reasonable time series data on the carrying cost.
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also been significantly influenced by structural
bottlenecks such as inadequate infrastructure,
particularly in irrigation. Furthermore, the successive
increases in MSPs of rice and wheat in contrast to
declining world prices has led to reduced export
competitiveness of Indian rice and wheat. The rising
MSPs of rice and wheat also favoured their increased
cultivation, leading to higher procurement. As opposed
to growing procurement, the off-take has been low
due to increasing CIPs on one hand and the changes
in consumption pattern away from cereals to non-
traditional food items on the other. Thus, the increasing
procurement and low off-take resulted in mounting
foodgrain stocks, which have had monetary and fiscal
implications, particularly in terms of the unprecedented
growth in food subsidy. The growth in food subsidy
has serious opportunity costs, especially in terms of
investment in irrigation and other infrastructure, which
in turn would have facilitated higher agricultural growth.

3.74 Irrespective of the fiscal costs that are imposed
by the increasing MSPs by way of aiding increased
procurement, it is worthwhile to reiterate that it serves
the role of price stabilisation. The policy intervention
to support agriculture is less in India, than in many
OECD countries. If the level of subsidies accorded to
these commodities is reduced in USA and European
countries, Indian cereal production would retain
competitiveness. It can be said that the Indian price
policy has provided a modicum of income protection
to farmers, albeit with fiscal costs.

3.75 It is interesting to note that the recent
predicament of mounting foodstocks occurred despite
a deceleration in agricultural growth. It is quite possible
that the foodgrain stock piling could have been much
more, had there been higher growth in rice and wheat
production. The increasing production of rice and
wheat, in conjunction with the increasing MSPs would
have resulted in much higher procurement, mainly due
to inadequate market clearance caused by the
declining demand for cereals. This would have led to
larger levels of stocks and hence, higher economic
costs.

3.76 Achievement of higher growth in agricultural
production will require much faster crop diversification.
The changes in consumption pattern also make crop
diversification imperative. There is a growing
preference by consumers towards processed foods
such as flour, packaged milk, instant foods, meat,
poultry, fish, fruits and vegetables. With the share of
unprocessed foods falling in the consumption, the
future growth in agriculture lies in these value added
products and areas like horticulture and floriculture,

which also have higher export potential. In such
emerging areas of agriculture, the heterogeneity of
products is much greater. There is a multiplicity of
varieties that can be produced. However, so far
production is often regionally concentrated and the
production and marketing conditions differ significantly
as also the input requirements. Furthermore, the lack
of adequate storage facilities act as a major bottleneck
in the development of food processing industry.
Another matter of concern regarding processed foods
in India is the lack of standardisation of product quality,
which is important for meeting the international norms
like the Codex Standards.

3.77 Policies and programmes that need to be
designed to support higher productivity and production
in these areas should be regionally disaggreagated
and knowledge intensive. The promotion of diversified
agriculture will also need a greater concentration of
resources in research and extension in the new areas.
Further, a greater thrust needs to be provided to the
development of rural infrastructre, viz ., rural roads, cold
storage, transport facilities with greater private sector
participation. This would require a decentralised private
sector framework with appropriate policies and
supportive financing facilities. Furthermore, in view of
the relatively high level of food security that has been
now achieved, there is a need to focus on the
distributional aspects of foodgrains rather than
encouraging unsustainable levels of cereal production
through the Minimum Support Prices. There is a need
to develop markets by way of removing movement
restrictions so as to enable markets to take care of
the distributional aspects. Next, demand driven
agricultural production requires introduction of futures
trading so as to enable price discovery. International
competitiveness requires more rational usage of
inputs, particularly pesticides, so that Indian products
can meet the Codex Norms. In this regard,
rationalisation of input prices, particularly of fertilisers,
electricity and irrigation is required to attain a
sustainable agricultural growth. Agricultural marketing
needs to be developed, with emphasis on brand
building and standardisation of product quality to
increase the export competitiveness of Indian
processed foods on one hand and to help more
effective utilisation of the vast production potential of
fruits and vegetables in the country.

I1l. INDUSTRY

3.78 The adverse impact of the crisis of 1991 was
perhaps most pronounced in case of the industrial
sector in India, which experienced a negative growth
of 0.6 per cent in 1991-92. Following the reform
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measures, there was an initial turn-around in the
industrial growth profile. However, it was short-lived,
and deceleration has set in the industrial sector since
1996-97.

3.79 Structural factors inhibited productivity and cost
efficiency and hence, the overall growth of the
industrial sector until the 1980s. These included
myriads of controls and regulations, lack of
technological development and restricted access to
foreign technology. This resulted in a situation where
the impetus to technological upgradation emanated
primarily from the public sector. The controls on
industry through licensing, MRTP, thus, inhibited
competition. Further, institutional rigidities prevented
restructuring in the manufacturing sector. It is against
this background that a set of policy measures having
a bearing on the industrial sector was introduced.
Elements of the new industrial policy sought to
increase competition by abolishing restrictions on
MRTP companies, terminating the phased
manufacturing programmes, freeing foreign direct
investment and import of foreign technology and
dereservation of sectors hitherto reserved for public
sector. The thrust of these measures was to create a
competitive environment as a means to improve
productivity and efficiency. These measures created a
favourable environment for the industry to upgrade its
technology and build-up its capacity through imports
in order to cater to growing domestic and external
demand. The industrial sector responded favourably
to the initial phase of structural reforms, but later
industrial deceleration set in. The manufacturing sector,
which accounts for more than half of the overall
industry, was affected the most with its growth
decelerating not only to lower than the first phase of
reforms but lower than the 1980s as well. Given the
contribution of manufacturing to GDP growth and its
sectoral linkages, the persisting slowdown has raised
several concerns. The poor performance of the
manufacturing sector, apart from being influenced by
business cycles, is strongly affected by supply side
bottlenecks, which are emerging as major constraints
to productivity growth and competitiveness of the
industrial sector. Such constraints are operating
primarily through infrastructure - both in terms of
unstable supply as well as higher unit cost, financing
constraints, and lack of adequate institutional and
structural reforms to facilitate the required degree of
industrial re-structuring.

3.80 Against this backdrop, the growth performance
of industry, with particular reference to the

manufacturing sector, and its changing production
structure is analysed in the present Section. The
manufacturing slowdown has been examined both in
terms of cyclical factors operating through aggregate
demand as well as structural factors, reflecting the
supply constraints, with a view to ascertaining their
relative roles. In view of the growing importance of
structural factors in posing a binding constraint on
manufacturing, the provision of infrastructure and
finance as also the issue of manufacturing productivity
have been examined.

Profile of Industrial Growth

3.81 The actual industrial growth during the latter
phase of the reform period fell below the potential
growth, indicating a decline in the capacity utilisation
over the medium-term.r®* Besides, there have been
distinct signs of the potential growth itself slowing
down compared with the first phase of the reform
period and the latter half of the preceding decade
(Chart 111.23). This can be attributed to a deceleration
in growth across all sub-sectors, i.e., registered
manufacturing, mining and quarrying as well as
electricity, gas and water supply. An analysis of
industrial slowdown as per the use-based classification
reveals that while the consumer goods industries
sustained growth momentum to some extent during
the latter part of the reform period, substantial decline
in growth was witnessed in basic and intermediate
goods segments. The demand for these goods in the
face of sustained consumption demand in the latter
period of the reforms implies that industry may be
undertaking inventory adjustment created by the initial

Chart II.23: Potentlal and Actmal Crowth Rates

of Indust
141 2

121
101

el

Pa:
°o N > o

<

1982-83
1984-85
1986-87
1988-89
1990-91
1992-93
1994-95
1996-97
1998-99
2000-01
2002-03

A Poecnsizl

Ha

Note: Potential growth rate is computed based on the sample
period 1970-71 to 2002-03.

13. Potential growth rate here refers to the underlying growth rate obtained by filtering the original series applying H-P Filter.

I - 26

&



I - 27

CM K

THE REAL ECONOMY

phase of capacity creation and overproduction.
Although production of capital goods witnessed an
improved average growth during the latter phase of
the reform period, a rapid decline was observed from
2000-01 onwards, indicating the impact of weakening
investment demand in the economy.

3.82 The 1990s witnessed a shift in the production
structure in favour of the registered manufacturing as
against the unregistered one. While the share of
registered manufacturing in industrial GDP increased
from 38.6 per cent in 1990-91 to 41.5 per cent in
2001-02, the share of unregistered manufacturing
declined from 22.5 per cent to 21.6 per cent during
the same period. Even within registered manufacturing,
traditional industries such as textile, jute and other
vegetable fibre textiles witnessed a decline in their
respective shares in the reform period while the
modern segments like metal products and electrical
machinery forged ahead. The relatively low growth in
productivity, lack of technological improvements and
reduced access to credit have, inter alia, possibly
acted as a more binding constraint in respect of the
traditional segment vis-a-vis the modern one.

3.83 During the 1980s, although the average growth
in value added in the manufacturing sector was
relatively high at 7.3 per cent, it was not reflected in
the commensurate growth in employment mainly on
account of reduction in employment in cotton textiles
and jute textiles, which were high employment
generating industries. The employment growth in the
organised manufacturing sector rose to 2.3 per cent
in the first half of the 1990s from 0.8 per cent in the
1980s. This may be attributed to increased
employment in small and medium size factories as a
result of liberalisation of industrial and trade policies
(Goldar, 2000). The deceleration in the manufacturing
growth rate in the latter half of the 1990s had,
however, adverse implications on employment growth.
This was visible in employment growth turning negative
(-2.1 per cent) in the latter half of the 1990s.

3.84 While the emerging production structure of
industry bodes well for the economy, the stagnant
share of manufacturing at around 17 per cent of GDP
during the 1990s is a matter of concern. Other
emerging market economies have exhibited a rising
share of manufacturing and industry at similar levels
of developments, with these sectors being the lead
growth centres. The contribution of industry to GDP
in such developing countries is placed in the range of
28 per cent to 51 per cent in 2000, much higher than
25 per cent in India. As a matter of fact, the fast
growing East Asian countries witnessed a rise in the

share of industry in GDP between 1990 and 2000
(Table 3.15). The differences in the nature of industrial
policy and their implementation are found to be critical
to the industrial success of such countries. Important
elements of industrial policy in these countries
included flexibility of labour use, build up of large and
efficient social infrastructure, favourable attitude
towards international technology transfer, substantial
investment in public technology institutions and
competitive pressures resulting from exports (Box 111.3).
Given the stagnating share of industry in GDP in India,
the issues of manufacturing slowdown, productivity and
competitiveness need further examination, which is
attempted next.

Table 3.15: Share of Industry in GDP:
Cross-Country Comparison

(Per cent)

Country 1990 2000

1 2
India 24 25
China 42 51
Indonesia 38 47
Korea, Rep. 43 43
Malaysia 12 45
Thailand 37 40
Brazil 39 29
Argentina 36 28
Mexico 28 28

Source: World Development Indicators 2002, World Bank.

The Manufacturing Slowdown

3.85 The loss of momentum in manufacturing
growth, which occured in the latter part of 1996, has
since continued during the second phase of the reform
period. At the disaggregated two-digit level, the
manufacturing sector witnessed substantial
deceleration in 11 industry groups with a combined
weight of 64 per cent in the manufacturing production
(Table 3.16). Six industry groups with a combined
weight of 36 per cent withstood the slowdown and
posted an accelerated growth during 1996-2002.
However, in view of their relatively low weight, the
manufacturing sector, as a whole, registered a
slowdown.

Factors Causing the Industrial Slowdown: Some
Hypotheses

3.86 A number of hypotheses in terms of cyclical
and structural factors have been put forward to
explain the slowdown in the manufacturing activity
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Table 3.16 : Growth of lIP-Manufacturing at Two-Digit Level

(Per cent)
Industry Group Weight 1992-93 to 95-96 1996-97 to 01-02
1 2 3
1. Food products 9.08 4.5 2.7
2. Beverages, tobacco and related products 2.38 109 11.6
3. Cotton textiles 5.52 6.1 24
4. Wool, silkk and man-made fibre textiles 2.26 14.6 9.0
5. Jute and other vegetable fibre textiles (except cotton) 0.59 4.3 -0.2
6. Textile products (including wearing apparel) 254 2.3 3.8
7. Wood and wood products, furniture & fixtures 2.70 7.7 -4.3
8. Paper and paper products and printing, 2.65 8.7 5.4
publishing and allied industries
9. Leather and leather & fur products 114 3.2 8.3
10. Basic chemicals and chemical products 14.00 7.5 8.0
(except products of petroleum & coal)
11. Rubber, plastic, petroleum and coal products 5.73 4.5 6.7
12. Non-metallic mineral products 4.40 9.6 9.0
13. Basic metal and alloy industries 7.45 15.6 3.1
14. Metal products and parts 281 -1.0 6.4
(except machinery and equipment)
15. Machinery and equipment other 9.57 9.4 6.4
than transport equipment
16. Transport equipment and parts 3.98 10.1 7.6
17. Other manufacturing industries 2.56 8.4 4.8
Overall Manufacturing 79.36 11.6 5.6
Note : The category of wool, silk and man-made fibre is available since 1993-94 onwards.
Source : Central Statistical Organisation.
Box 111.3
Industrial Policy in East Asian Countries
There has been considerable focus on the selective intervention of Table 3.17: Contribution of Industry to GDP and Exports in
industrial policies in accelerating economic growth in the East Japan and Korea
Asian countries. The role of industrial policy in the growth process | 5 =
of these economies was particularly recognised in the 1970s and = apan orea
the 1980s. A number of questions have been raised in the backdrop 1990 2000 1990 2000
of the role of industrial policy in the East Asian economies. Whether 1 > 3 4
the selective intervention policies pursued were an important part e e el TN AT AT op 50 e
of their economic success? Whether the changes in international are ot Manu aCt.u”ng n )
economic environment inhibit developing countries to implement gl @i 1y 1 Gl () 39 32 43 43
similar industrial policies? The East Asian experience of industrial Share of Manufacturing
growth has been, thus, debated for choosing alternative policy Exports in Merchandise Exports (%) 96 94 94 91
options for attaining rapid industrial growth, higher employment Source: World Development Indicators 2002, World Bank. (Contd)
ontd.

and exports as witnessed by these economies (Table 3.17).
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(Contd.)

Japan implemented sectoral industrial policy in the post-1950 period
through direct subsidies; tax policy and off-budget finance through
Fiscal Investment and Loan Programme; subsidised credit, including
the channelling of capital to specified sectors; and controls on
international trade, investment and technology imports. The focus
of these efforts was aimed at rebuilding heavy industries such as
steel and transportation equipment. The trade protection provided
to Japanese industry, as measured by effective rate of protection,
is argued to be associated with lower than the expected
performance of exports, contradicting the notion that infant
industries were promoted (Noland, 1997). The research and
development (R&D) financed by the Government, however, had
favourable impact on trade competitiveness during the 1970s and
1980s. The role of direct subsidies in fostering changes in Japan’s
industrial composition was minimal. Indirect subsidies such as low
interest loans were, however, found to be associated with expansion
of output and improved trade performance. Industrial policies were
effective in the sense that market interventions appeared to have
impacted on resource flows and composition of output.

The orientation of industrial policy in Korea had changed drastically
in the mid-1960s with an emphasis on exports. There was a drive
towards heavy and chemical industry in order to alter the
composition of industrial output with more technology and
engineering intensive products. It also aimed at upgrading export
profile and reducing reliance on imports. The policies for channelling
capital through interest subsidy were augmented by extensive tax
incentives for priority industries. However, the era of protection to
industries came to an end in 1979 when the Government
announced a comprehensive stabilisation plan. Policies undertaken
during this period are, however, found to be unsuccessful on the
ground of creation of excess capacity in favoured sectors while
starving non-favoured sectors of resources. It is also observed
that during the heavy and chemical industry drive, the establishment
of oligopolistic positions by the Chaebol retarded technological
change. Further, Lee (1996) finds that trade protections were
negatively associated with the growth rate of labour and total factor
productivity, while tax incentives and subsidised credit were
uncorrelated with sectoral productivity growth. The labour
productivity growth is found to be slower in protected sectors.
Nevertheless, inter-industry externalities of industrial policies
emanating from domestic production of intermediate goods,
movements of workers from protected sectors to other sectors
and direct interaction on equipment design between producers
and local buyers would have potentially increased total factor
productivity (TFP) growth in other sectors (Pack, 2000).

A critical component of Taiwan’s success was that its industrial
policies helped to establish new and successful manufacturing sector.
The industrial growth was facilitated by low level of trade protection,
availability of inputs at international prices, conservative
macroeconomic policy, and competitive factor markets. The basic
fiscal incentive programme for industry from 1961 to 1990 provided
for participating firms to choose tax exemptions or accelerated
depreciation on capital equipment. Such fiscal incentives targeted
specific industries, though the focus shifted over time from labour
intensive exports in the 1960s to capital-intensive sectors in the
1970s to technology intensive sectors in the 1980s. In the 1990s,
the Government discontinued such fiscal concessions and replaced
them with the system where firms were eligible for tax relief based
on expenditure on activities such as R&D expenditure or pollution
control. A second industrial policy tool was subsidised credit for
export financing and import of raw materials. The third major tool of

industrial policy was trade controls. However, since 1989 the
Government undertook far reaching trade liberalisation that brought
the level of trade protection down to developed country levels, at
least in the manufacturing. Besides these standard tools of selective
intervention, there was also another set of policy conducive to the
development of manufacturing sector viz., establishment of a large
number of institutions that were designed to identify, transfer, defuse
and efficiently absorb foreign industrial technologies and then to
undertake innovation. These latter policies were largely introduced
in the late 1970s and 1980s. These efforts reflected the fact that
Taiwan’s policies were more neutral than those of Korea and Japan
with respect to firm size. Much of its industrial development was in
firms with fewer than 100 employees. Pack and Lin (2001) find that
industrial policy could have added 1 percentage pointto TFP growth
inmanufacturing.

Much of the early growth in Japan, Korea and Taiwan consisted
of simple, labour intensive products such as clothing, toys, sporting
goods and simple electronics. Perhaps, the main miracle in these
countries was maintenance of a high rate of investment and
relatively efficient absorption. After the oil price shocks in the
1970s, Japan, Korea and Taiwan were able to pursue a policy of
reducing domestic absorption and altering the real exchange rate
between tradables and non-tradables for exports to respond to
the new price structure. De Mello (1985), using the standard input-
output based demand decomposition, found that rapid expansion
of exports than of other components of final demand accounted
for about three-quarters of the rise in growth of manufacturing
sector. The phenomenal expansion of exports generated rapid
employment growth in these sectors.

Despite ambiguity on the role of industrial policy in causing TFP
growth, favourable impact of industrial policy was that investment
ratio and TFP growth did not fall in the face of phenomenal rates
of capital accumulation (Noland and Pack, 2003). An important
factor that contributed to the high marginal product of capital
especially in Korea and Taiwan was the considerable flexibility of
labour and the efforts of firms to improve their productivity. Workers
moved without impediment to expanding areas rather than sticking
to the sectors under increasing competitive pressure. Measures
at enhancing industrial growth in the East Asian countries also
focused on building large and efficient social infrastructure,
favourable attitude towards international technology transfer and
substantial investment in public technology institutions. The
difference in performance of these countries is also attributed to
more competitive pressure that resulted from reliance on exports
as a measure of performance. In addition, a critical difference
was the relative openness of these countries to disembodied
technology imports obtained through technology licenses where
as Latin American countries and India were restrictive.

In the above backdrop, the relevant lesson for contemporary
developing countries is that the differences in the nature of policy
and its implementation are critical for robust industrial growth.
Japan, Korea and Taiwan undertook continuous monitoring of
progress of firms where the protection was provided. Subsidised
credit and protection in the domestic market in Korea were
contingent on export performance of firms. Firms were, thus, forced
to improve productivity which led to intensive efforts to import
and assimilate foreign technology. Consequently, Korea and Taiwan
experienced high TFP growth rate compared with other developing
countries, although much of this might have accrued without
selective intervention.
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during the latter phase of the reform period. The
explanations provided, however, fall short of giving a
satisfactory answer to what has led to the
manufacturing slowdown and its persistence. The
onset of slowdown is often attributed to the satiation
of the pent-up domestic demand of ‘once-for-all’
nature for a host of import-intensive goods, which
could be domestically assembled or produced
following trade liberalisation (Chandrasekhar and
Ghosh, 2002). The short-run increase in domestic
demand was seemingly facilitated by easy access to
credit, including consumer credit in the wake of
financial liberalisation. Once that pent-up demand of
transitory nature was satisfied, industry entered the
phase of slowdown in the absence of demand
support - domestic or exports. However, the huge
capacity-build up noticed in the first phase of the
reform period runs counter to the momentary surge
in demand that was not likely to be sustained in the
long run.

3.87 Another hypothesis on the onset of slowdown
relates to the ‘credit crunch’ which, it is argued,
triggered off the manufacturing slowdown (Sen et al,
1997 and Desai, 2001). The unexpected and
temporary tightening of liquidity in money markets
during 1995-96, resulting from large dollar sales by
the Reserve Bank to contain volatility in the forex
market, was mistaken to be an expression of
deflationary credit policy (Acharya, 2002).

3.88 Yet another factor was the role of the corporate
sector. The proportion of corporate funds locked up
in inventories and receivables went up steadily, leading
to a scarcity of working capital (Sen et al, 1997).
Further, the proportion of funds invested in financial
instruments, which had hovered around 5 per cent
during 1985-1993, crossed the level of 10 per cent
subsequently. The depressed stock market conditions
in 1995-96 inhibited the redemption of financial
instruments. The rising interest rates may also have
been prohibitive for new projects and investment,
particularly, in the informal sector which has limited
access to funds (Shetty, 1997a and 2001b). Reinforced
by the increased borrowings by the Government, the
weighted average lending rate of scheduled
commercial banks rose to 17.1 per cent in 1995-96
from 16.1 per cent in 1994-95. In real terms, the rate
shot up to 8.5 per cent in 1995-96 from an all-time
low (for the 1990s) of 3.9 per cent in the preceding
year.

3.89 What follows below is an account of these
cyclical and structural factors which have impacted
upon industrial growth in recent years.

Cyclical Factors in Industrial Slowdown

3.90 Cyclical factors have generally been recognised
as an important source of industrial slowdown. In this
context, the significant fall in Government capital
investment especially since 1995, has been recognised
as the key contributor to the slowdown (Nayyar, 1996).
It is, however, important to underscore that while the
contraction in Government expenditure does have
adverse implications for the manufacturing growth, it
declined even during the manufacturing boom (1992-
93 to 1995-96). Thus, decline in Government
expenditure per se does not provide a satisfactory
explanation of the slowdown.

3.91 The manufacturing slowdown can also be seen
in terms of decline in fixed investment in industry in
the context of over-expansion of capacities during the
manufacturing boom, slump in the capital market for
new issues and rise in real interest rates in 1995-96
(Acharya, 2002). The increase in real fixed investment
in manufacturing from 6.8 per cent of GDP in 1990-
91 to 13.0 per cent in 1995-96 and the subsequent
decline to 7.9 per cent by 2000-01 seems to have
mirrored the pattern of manufacturing growth.

3.92 Among the other cyclical sources of demand,
the lagged effect of the negative agricultural growth
in 1995-96 seems to have worked towards slowing
down the growth of rural demand for consumer
durables and non-durables subsequently (Government
of India, 2000). As the demand for industrial products,
particularly the consumer durables, is significantly
influenced by the rural demand, fluctuations in the
agricultural production seem to have adversely
impacted the industrial growth.

3.93 The cyclical downswing was not confined to the
domestic sources of demand but was also clearly visible
in manufacturing exports. In anticipation of high potential
demand in the wake of reforms, the manufacturing sector
built up huge capacity through imports of capital goods
during 1994-97 (Table 3.18). Such capacity build-up was
not sustainable on the basis of normal growth in domestic
demand, and the only feasible outlet was the exports
market. However, signs of exports slowdown were visible
in 1995-96 when manufacturing exports decelerated.
Subsequently, with slowdown in the world trade,
sluggishness in the global manufacturing prices and
variations in the cross-currency exchange rates,
manufacturing exports growth declined to a meagre 3.6
per cent by 1996-97. The real appreciation of Rupee
between 1993 and 1995 and the Asia-wide slowdown in
exports following the loss of market share to China also
contributed to the slowdown in exports [See Chapter VI
for adiscussion].
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Table 3.18 : Production and Imports of Capital
Goods and IIP Growth

(Per cent)
Year P Capital Goods Capital Goods
(Manufacturing) Production Imports
1 2 3
1990-91 9.0 16 10.1
1991-92 -0.8 -8.5 104
1992-93 2.2 -0.1 -27.5
1993-94 6.1 -4.1 7.1
1994-95 9.1 9.2 37.8
1995-96 141 54 22.4
1996-97 7.3 114 35.2
1997-98 6.7 5.8 -4.0
1998-99 4.4 12.6 -1.3
1999-00 7.1 6.9 2.7
2000-01 583 1.8 -10.9
2001-02 2.9 -3.4 -0.3
Sources : 1. Central Statistical Organisation.

2. Directrate General of Commercial Intelligence and
Statistics.

3.94 As is evident from the foregoing analysis, the
growth momentum in manufacturing slackened towards
the end of 1996, largely under the influence of factors
outside the realm of public policy in the short-run. The
movement in major indicators of aggregate demand,
viz., domestic capital formation, Government capital
expenditure, capital goods production, import of capital

goods, manufacturing exports and private final
consumption expenditure, all witnessed deceleration
during the latter phase of the reforms (Chart 111.24).
Some empirical evidence of the determinants of
industrial demand is set out in Box Il1.4.

Structural Factors

3.95 To the extent the slowdown is prolonged and
protracted, it seems to have its origin in structural
factors, including, inadequate industrial restructuring
undertaken in the face of growing openness of the
economy and the associated external competitive
pressure. The inadequacy of institutional and structural
reforms, which held back the industrial restructuring,
has, thus, emerged as a binding constraint on
manufacturing growth in the liberalised trade regime.

Infrastructure Constraints in the Industrial Sector

3.96 The industrial performance continues to be
hampered by physical infrastructure bottlenecks with
the demand-supply imbalances persisting and growing
during the reform period. A worrisome feature of
infrastructure development has been the declining
trend in potential output of a number of basic activities
such as steel, coal, cargo handling and freight loading.
There are, however, signs of improvement for a few
sectors, like power and communication. With the
initiation of power sector reforms, the demand-supply
gap for power has witnessed a decline to 7.9 per cent
during the reform period from 8.9 per cent during the
pre-reform period. Notably, the power deficit remained

Box 1.4

Determinants of Demand for Manufacturing and Overall Industry

The influence of demand factors on manufacturing is corroborated
by the empirical estimates of a manufacturing demand function.
The estimated demand function for manufacturing (mfgcy) indicates
that agriculture (Lagr) has a dominant positive impact on
manufacturing with an elasticity of 0.21. The export elasticity (Lex)
of manufacturing demand is positive but relatively low at 0.08.
The manufacturing demand is found to be sensitive to
manufacturing inflation (Lpm) with elasticity of (-) 0.19. There has
been a significant adjustment to the desired level of demand as
indicated by the lagged dependent variable. The demand function
for the industrial sector (indcy) as a whole also reveals that the
maximum positive demand impact emanates from agriculture
(elasticity = 0.18), closely followed by exports (elasticity = 0.11).
The industrial demand also turns out to be sensitive to industrial
inflation with elasticity of (-) 0.21.

Demand Function for the Manufacturing Sector

(Sample: 1970-71 to 2001-02)

mfgcy =-2.490 + 0.211 Lagr + 0.077 Lex -0.189 Lpm -0.047 Dum1
(2.103) (2.234) (-3.025) (-2.533)

+ 0.292 mfgcy(-1)
(2.07)

R =061, Durbin'sh=050, F=7.37

Demand Function for the Overall Industry

indcy = -2.311 + 0.179 Lagr + 0.111 Lex -0.212 Lp -0.038 Dum2
(2.540) (3.023) (-3.874) (-2.887)

R =067, DW=191, F=9.83

Where, mfgcy = cyclical demand component of manufacturing
sector, indcy = cyclical demand component of overall industry,
Lagr = log of agriculture output, Lex = log of exports of
manufacturing items, Lpm = log of prices of manufacturing
products, Lp = Log of WPI, Dum1 and Dum2 represent the impact
of irregular shocks.
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Chart III1.24: Indicators of Manufacturing Activity
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high at around 9 per cent during the mid-1990s when competition arising from private sector participation

the industrial sector was growing at a faster rate (Chart (Chart 111.26).
[11.25). The downtrend in demand-supply gap for

telecommunications accompanied by a decline in unit 3.97 The deteriorating infrastructure services
cost reflects the regu|atory reforms and increased representadlrect fall out of Shl’lnkage in infrastructure
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Chart 1I1.25: Demand-Bupply Gapa [n
Fower Sector in India
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investment in the context of grossly inadequate internal
resources of public infrastructure entities and dwindling
Plan outlay for infrastructure. The real capital formation
in electricity, gas and water supply declined to 2.6 per
cent of GDP during the 1990s from 2.9 per cent during
the preceding decade (Table 3.19). A similar trend was
observed for railways. Within the 1990s also, there was
a decline in the real gross capital formation in sectors
like electricity, gas and water supply, and the railways
between the first and the second half. In contrast,
communication witnessed an improvement in the reform
period following the market based pricing of services and
better regulatory framework. The investment in
infrastructure sector as awhole has shown clear decline
of one percentage point of GDP between the first and
the second halves of the 1990s. This decline can be
attributed to declining government investment on
infrastructure - a fall out of the prevailing fiscal situation
—which was a major contributing factor for the economic
slowdown in the latter part of the 1990s.

3.98 The pace of public investment in infrastructure
slowed down substantially during the reform period on
account of rising fiscal imbalances of the Government,
both at the Centre and the States. As a result, public
investment in major infrastructure sectors declined in
real terms during the reform period (Chart I11.27). The
rates of return from infrastructure services extended
by the Government continue to be abysmally low,
constraining the ability to generate internal resources
for investment. For instance, the rate of return on
investment for the State power sector deteriorated from
(-)12.7 per cent in 1991-92 to (-)32.8 per cent in
2001-02. These essentially indicate lack of required
structural reforms in the power sector in India, notably
the near absence of market based pricing.

3.99 Contemporaneously, response of the private
sector to the reform process has not been adequate
to offset the declining public investment on account of
inadequate institutional reforms, lack of clarity regarding

Table 3.19 : Real Gross Capital Formation in Infrastructure Sectors

(Per cent of GDP)

Period Averages Electricity ~ Construction Transport, Of which: Commu- Total Total Gross
Gas and Storage and Railways nication Infras- Capital

Water Supply Communication tructure Formation

1 2 3 4 5 6 7

1980-81 to 1984-85 2.8 0.5 25 0.6 0.4 5.8 255
1985-86 to 1989-90 3.1 0.4 29 0.7 0.5 6.4 254
1990-91 to 1994-95 29 0.4 3.0 0.6 0.7 6.3 24.7
1995-96 to 1999-00 2.3 0.4 2.6 0.4 0.7 5.3 25.8
1980-81 to 1989-90 29 0.5 2.7 0.7 0.4 6.1 254
1990-91 to 1999-00 2.6 0.4 2.8 0.5 0.7 5.8 252

Source : National Accounts Statistics, Government of India.
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Chart 111.27: Publlc Sectar Real Geosa Capleal
Formation in Select Physical Infrastructure Sectors
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infrastructure development priorities, non-transparency
in project outsourcing processes, and numerous time
consuming clearances. In the absence of rationalisation
of user charges, the infrastructure sectors such as
railways, public transport, power continue to suffer from
the levy of inadequate user charges, thereby putting
off potential private participation. Keeping in view the
long gestation period for infrastructure projects, the
issue of initial risk sharing by the Government assumes
importance, given the inability of the private sector to
assess the long-term risks.

3.100 The cost of power and energy is an important
element in the total cost of manufacturing in India
and a higher cost structure of power for the industrial
sector adversely affects its price competitiveness.
During the 1990s, electricity tariff charged from
industrial/commercial users is significantly higher than
the average cost of supply. During the 1990s, the
tariff charged from the industrial sector, on an
average, remained 26 per cent above the average
cost of supply of State Electricity Boards (SEBS)
and electricity departments, reflecting on the higher
input costs for the industry (Table 3.20). The higher
cost of electricity is also borne out by the fact that
annual variation in WPI for electricity has been higher
than that of WPI for manufacturing for the entire
period (Chart 111.28). During latter phase of the
reforms, the cost of power for the industry has risen
at a rate much faster than the rise in the prices of
manufacturing products. For instance, during the
period 1996-97 to 2001-02 (i.e., the period of
industrial slowdown), while the average tariff charged
from industry increased on an average by 7.7 per
cent, the manufacturing prices rose by 2.9 per cent.
Thus, the distinct rise in the cost of power for the
industry has impacted on industrial competitiveness.

Table 3.20 : Average Electricity Tariff for Industry

(Paise/Kwh)

Year Average Cost Average Tariff Index for WPI for

of Supply Charged from Average Tariff ~Manufac-

of Electricity Industry  for Industries turing

1 2 3 4

1992-93 128.2 171.50 86.5 97.8
1993-94 149.1 198.20 100.0 100.0
1994-95 163.4 219.90 1109 112.2
1995-96 179.6 245.50 1239 121.9
1996-97 215.6 276.89 139.7 124.4
1997-98 239.7 314.63 158.7 128.0
1998-99 263.1 324.33 163.6 133.6

1999-00 (P) 305.1 343.37 1732 137.2

2000-01(RE) 327.3 368.37 185.9 141.7

2001-02(AP)  349.9 381.14 192.3 144.3
P = Provisional Estimates, RE = Revised Estimates,

AP = Advance Estimates.
Source: Planning Commission, Government of India, 2002c.

Chart 111.28: Wholesale Prices of Electricity vis-a-vis
Manufacturing (Annual Variations)
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3.101 In the context of reducing the unit cost of
power to the industry as also to ensure stable supply
in the event of rising industrial demand, the issues
of pricing, cross subsidy, ownership and the
regulatory issues have emerged to the forefront. The
major challenges to the sustainable growth of power
sector in India continue to emanate from poor
recovery of SEBs’ dues and transmission and
distribution losses, subsidies to the agricultural and
domestic sectors, and a lack of restructuring. As the
financing of power projects poses a daunting task
and requires a long-term solution, resource generation
within the sector through prompt and efficient

I - 34

&



I - 35

CM K

THE REAL ECONOMY

collection of appropriate user charges across the
consumer categories should precede the efforts at
attracting private investments. The poor response of
the private sector is indicated by the fact that even
after a decade of opening up of the power sector,
private sector accounts for only 10 per cent of the
present generating capacity. More recently, regulatory
reforms and reforms in the transmission and
distribution sectors have been emphasised to improve
the efficiency of the power infrastructure and raise
the level of revenue realisation. In the Indian context,
as power is in the Concurrent List of the Indian
Constitution, measures for reforming this sector have
been undertaken by a number of State Governments
(Box lIL.5).

3.102 The above developments reveal that there has
been compression in investment on infrastructure
leading to inadequate availability and deterioration in
the quality. At the same time, cost of infrastructure,

particularly the cost of power for industry, has
relatively risen in the late 1990s. Further, there has
been a relative increase in the real interest cost for
the industrial sector. These factors together, have
reduced the competitiveness of the industry and
caused the persisting slowdown.

Industrial Performance and Credit Growth

3.103 The provision of credit is considered an
essential input to industrial activities. The credit
delivery mechanism plays an important role, especially
in developing economies with credit market
imperfections. A major finding of the literature in this
regard is that small firms are largely dependent on
bank credit to meet their financing requirements while
the big firms have alternative sources of finance
(Gertler and Gilchrist, 1993; Olinear and Rudebusch,
1995). Therefore, small firms usually get affected more
on occasions of tightening of bank credit. Not only

Box IlI.5

Power Sector Reforms in Indian States

An early but notable exercise in power reform was carried out
by a committee of the National Development Council way back
in 1994. Following a series of Chief Ministers Conferences in
late 1996, a ‘Common Minimum National Action Plan for Power
was agreed upon based on the following points: independent
regulatory commission, rationalisation of tariffs and private sector
participation in distribution. Accordingly, the regulatory reform
started off in 1996 with the establishment of State Electricity
Regulatory Commission (SERC) in Orissa, followed by Haryana
in 1998 prior to the Central enactment, namely the Electricity
Regulatory Commission Act, 1998. The Central Electricity
Regulatory Commission (CERC) was set up in 1998 as an
independent regulatory body.

Twenty-two States have so far either constituted or notified the
constitution of State Electricity Regulatory Commission (SERC),
of which 13 have already issued tariff orders. State Electricity
Reforms Act has been enacted by nine states e.g., Orissa,
Haryana, Andhra Pradesh, Uttranchal, Uttar Pradesh, Karnataka,
Rajasthan, Madhya Pradesh and Delhi. Of these, State Electricity
Boards have been corporatised for all except Madhya Pradesh.
Though separate state-owned generation, transmission and
distribution companies were established with an ultimate aim of
privatising it, most of them have made progress in that regard
only to a limited extent €.g. corporatisation but not privatisation).
In fact, though generation has improved in some states,
transmission and distribution units have seen further mounting
of losses.

States such as Andhra Pradesh, Orissa, Haryana, Karnataka,
Rajasthan and UP have completed unbundling of their respective
SEBs into separate entities for generation, transmission and
distribution. Orissa and Delhi are the only States so far to
have privatised their distribution. In Orissa, distribution is

presently carried out by four companies. Besides, 49 per cent
disinvestment has taken place in its thermal power company
with a similar plan on the agenda for its hydro-power generation
company. Financial stress of the Grid Corporation of Orissa,
with an estimated liability of Rs.1,160 crore in 2000-01, has
been mitigated with concerted efforts. Andhra Pradesh
Government plans to privatise its distribution activity by 2002.
In Guijarat, the reform programme has emphasised on metering
of all categories of consumers with a cap on agricultural subsidy.

During the reform period, though the demand-supply gap in
power supply has narrowed down to some extent, it still persists
and the financial position of most of the SEBs has further
deteriorated. However, it is noteworthy that major problems such
as recovery of receivables, settlement of past dues, metering
of all consumers, reduction in subsidies to the agricultural and
domestic sectors, reduction in Transmission and Distribution
(T&D) losses, improvement in Plant Load Factor (PLF) and
restructuring of SEBs have been identified, and remedial
measures have been initiated by the Central as well as State
Governments to tackle these problems in the medium term.

Against this backdrop, some SERCs have clearly identified
governance as the primary issue. The governance issue arises
because of the complicated structure, inadequate information
flows from the field offices to the management, lack of action
by the senior management against the non-performing executives
and staff, undefined role of the political executive, absence of
guidelines and norms for personnel policies, lack of transparency
and finally, outdated work processes that are not in tune with
the commercial status of the Electricity Corporations
(Government of Uttar Pradesh, 2002). It is, therefore, crucial
for the States to have a vision, work out a credible strategy of
power development and lay down implementation milestones.

I - 35

&



1l - 36

CM K

REPORT ON CURRENCY AND FINANCE

the credit availability, but also the cost of credit has a
significant impact on the production decisions of firms.
Contextually, credit delivery system continues to be a
major focal point of the on-going financial reforms in
India since the early 1990s. The objective is to meet
the credit requirements of the productive sectors and,
more so, of the weaker bidders in the credit market.

3.104 The credit off-take from scheduled commercial
banks to the commercial sector indicated a declining
trend during the 1990s, barring an uptrend in the mid-
1990s. At the disaggregated level also, there was a
slowdown in credit growth for the various segments
such as exports, Small Scale Industries (SSIs),
medium and large industries, particularly in the second
phase of the reform period (Chart 111.29). Export credit
growth declined substantially to about 6.5 per cent
during the second half of the 1990s from 31.3 per
cent in the first phase. The deceleration in export credit
while reflecting the slowdown in exports, can also be
attributed to other forms of financing by exporters,
such as, Exchange Earners’ Foreign Currency Account
and availability of funds at sub-PLR.

financial vulnerability of State level institutions in view
of poor recovery and other inherent inefficiencies also
raises concerns regarding the prospects of credit flows
to the SSI sector. This decline in credit flow to the
SSI sector has to be seen in the context of falling
productivity in the SSI sector as a whole in the 1990s
as against the 1980s with the index declining to 34 in
1994-95 from 50 in 1984-85 (SIDBI, 2001). However,
within the SSI sector the productivity in the modern
segment remained higher than the traditional/tiny
segment. Thus, a key issue for the SSI reforms is to
enhance the credit assessment capability of the
financial institutions so that the small scale as a whole
is not equated with high risk for credit disbursement.

Table 3.21 : Growth in Sectoral Non-Food Credit

(Per cent)
Period SSIs Medium Exports
and Large
Industries
1 2 3
1980-81 to 1989-90 194 16.7 18.8
1990-91 to 2001-02 11.6 13.7 15.7

Chart 111.29: Growth in Net Commercial
Bank Credit to Industrial Sector
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3.105 The slowdown in the credit growth was more
pronounced for the SSis vis-a-vis the medium and
large industries. The credit needs of SSls were largely
met in the 1980s and earlier as part of the promotional
policies for the SSIs under the priority sector lending
by banks. During the period 1990-91 to 2001-02, the
growth in credit to SSIs decelerated to 11.6 per cent
from 19.4 per cent in the 1980s (Table 3.21). Moreover,
credit to SSlis as a percentage of non-food gross bank
credit indicated a decline from 14.4 per cent in 1995-
96 to 11.8 per cent in 2001-02. It may be noted that
while the concessional element in lending rates for
the SSIs stands largely withdrawn during the 1990s,

3.106 An analysis of credit to major industrial sub-
groups within the manufacturing sector reveals that
during the reform period a substantial shift has taken
place in favour of industries such as iron and steel,
electricity, food processing, cement, gems and
jewellery and petroleum (Table 3.22). Infrastructure
sector improved its share to 6.5 per cent in March
2002 from 2.0 per cent in March 1998. The industries
that recorded a decline in their respective shares
were metal and metal products, engineering, cotton,
jute and other textiles, paper and paper products,
chemicals, leather and leather products and
construction. The highest decline was noticed for the
engineering industry with its share in gross bank
credit declining from 22.6 per cent in 1991 to 10.5
per cent in 2002. The cotton, jute and other textiles
together also witnessed shrinkage in their share from
13.2 per cent in 1991 to 11.3 per cent in 2002,
reflecting partly the rising incidence of sickness in
such industries.

3.107 Another important source of finance for industry
is the financial assistance disbursed by the All India
Financial Institutions (AIFIs) mainly for investment
operations in medium to long-term horizon. In keeping
with the trend in bank credit, the growth in
disbursements by AlFIs increased from 21.8 per cent
in the pre-reform decade to 24.7 per cent in the first
phase of the reform period. Subsequently, however,
disbursements witnessed a distinct slow down to 7.9
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Table 3.22 : Industry-wise Deployment of Gross

Bank Credit — Share of Major Groups
(Outstanding as on Last Reporting Friday of March)

Industries 1985-86 to 1991-92 to 1996-97 to
1990-91 1995-96 2001-02
1 2 3
Iron and Steel 5.1 6.4 9.2
Other Metals and 85 3i5) 3.2
Metal Products
All Engineering 239 214 126
Electricity 2.0 1.9 35
Cotton, Jute, Other 14.2 12.7 125
Textiles
Sugar 15 2.0 2.0
Food Processing 1.9 2.1 2.8
Paper and Paper Products 2.5 2.1 1.7
Rubber and Rubber 1.6 15 1.2
Products
Chemicals, Dyes, 123 127 11.3
Paints etc.
Cement 1.5 1.5 1.6
Leather and Leather 15 1.7 14
Products
Gems and Jewellery 0.7 2.2 25
Construction 1.6 1.9 1.6
Petroleum 0.4 0.5 4.0
Infrastructure - - 4.1
Note : Infrastructure has been included as a separate

category from 1998 onwards.

per cent in the second phase of the reform period
(Chart 111.30). This is indicative of a slow down in the
investment demand, particularly for the green-field
projects and expansion activities in the industrial
sector.

Chart 111.30: Growth in Financial Assistance
Disbursed by All India Financial Institutions
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3.108 The slowdown in the credit flows from banks
and financial institutions may be evaluated in the
context of the behaviour of the prime lending rates
(PLRs) charged by them. In real terms, the PLR of
AlFIs (IDBI) ruled, on an average, 9.11 per cent during
1995-96 to 2001-02, which was higher than 5.52 per
cent prevailing during the period 1990-91 to 1994-95
(Chart I11.31 and Table 3.23). The real PLR of banks
(weighted average lending rates of Scheduled
Commercial Banks) also increased to 12.5 per cent
from 6.8 per cent over the same period. Such high
real interest rates on medium to long-term borrowings
for the industrial sector work as a constraint in
undertaking investment decisions. Persistence of high
interest cost adversely impacts on the capacity build-
up and upgradation. Over a medium-term, the high
interest rate effect is ultimately reflected in lower output
growth. An assessment of the present trends in the
real interest rates for the industrial sector and the real

Chart 111.31: Real Prime Lending Rates
of Select Term Lending Institutions
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Note: Prior to 1993-94, due to administered interest rate structure,
rates charged by these three institutions were identical.

Table 3.23 : Average Real Lending Rates of
Select Term Lending Institutions

(Per cent)
Period IDBI IFCI ICICI
1 2 3
1980-81 to 1984-85 4.71 471 4.71
1985-86 to 1989-90 7.34 7.34 7.34
1990-91 to 1994-95 5.52 5.82 5.67
1995-96 to 2001-02 9.11 9.99 8.38

Note : Represent ex-post real interest rates. The real rates are
computed by subtracting the Inflation rate (WPI) from
nominal Prime Lending Rates.
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output growth seems to indicate weakening
sustainability of the investments. While during the
period 1996-97 to 2001-02 growth of real output from
industrial sector averaged to 4.9 per cent, the real
PLRs remained distinctly high at around 9 per cent.
Given the downward rigidity of medium and long-term
real interest rates, industrial investment is rendered
unviable when such rates are higher than the rate at
which the industry is growing.

3.109 The decelerated credit off-take by industry from
banks and AIFIs needs to be interpreted keeping in
mind the alternative sources of finance that are
available to industry in the reform period.** A
comparative analysis of financing patterns of select
non-financial public limited companies indicates an
increasing recourse to internal sources of financing
as against the borrowed sources of funds, particularly
since the late 1990s. Among the borrowed sources of
funds, financing through debentures, and loans and
advances declined from 11 per cent and 13.5 per cent,
respectively, during the period 1985-86 and 1989-90
to 5.7 per cent and 11.5 per cent during the second
phase of the reform period (Table 3.24). The declining
share of credit from banks and financial institutions
has been evident particularly in the second phase of
the reform period when their share in total sources of
funds raised by the corporate sector declined to 17.4
per cent in 2000-01 from 23.8 per cent in 1995-96.

3.110 The reduced role of conventional financing for
the corporate sector such as bank credit and financial
assistance from AlFIs should be seen in the context
of increasing recourse to private placements of debt
and equity on account of less stringent disclosure
norms, low cost of issuance, ease of structuring
instruments and reduced time lag in issuance.

Resource mobilisation through this route increased
sharply from Rs.13,361 crore in 1995-96 to Rs.64,950
crore in 2001-02. Nevertheless, the high cost of credit
in real terms from banks and AlFIs seems to have
gone against the conventional sources of financing,
inhibiting the growth of investment demand and
capacity build-up in industry. The reduced industrial
credit can also be seen as an outcome of the risk-
based prudential requirements, such as capital
adequacy and provisioning norms implemented for
banks and financial institutions as part of the financial
sector reforms (Nag and Das, 2002). As a result, bank
funds have been largely deployed in Government
securities, relatively risk free assets, which account
for around 39 per cent of their net demand and time
liabilities, far exceeding the minimum statutory liquidity
requirement of 25 per cent.

3.111 It may be difficult to clearly distinguish as to
what extent the lower credit growth to the commercial
sector from banks and the financial institutions is
attributable to the sluggishness in demand or to the
heightened risk aversion arising from tighter
supervisory/regulatory norms. While the present
slowdown in the industrial demand seems to have
contributed to the slowdown in the credit growth, both
for working capital requirements and long-term
investments, the possibility of high lending rates
impacting on the credit demand of certain segments,
particularly small enterprises having limited access to
alternative sources of funds has been a matter of
concern. Since large corporates can access alternative
cheaper sources of funds, the burden of adjustment
in the financial sector seems to have fallen relatively
more on small and medium enterprises due to
segmentation of credit markets. The problem seems

Table 3.24 : Sources of Funds of Selected Public Limited Companies

(Percentage share in total funds raised)

Internal External Sources

Period Sources Paid-up Borrowings Trade Dues & Total

Capital Debentures Loans and Advances _ Total Other Current

Banks Fls Liabilities
1 2 3 4 5 6 7 8
1985-86 to 1989-90 31.8 7.2 11.0 135 8.7 37.9 22.8 68.2
1990-91 to 1994-95 29.9 18.8 7.1 8.2 10.3 32.7 184 70.1
1995-96 to 2000-01 41.2 121 5.7 115 9.2 321 14.2 58.9

Source : Selected Financial Statistics - Public Limited Companies, RBI.

14. The neoclassical theory of investment known as the Modigliani-Miller (1958) theorem, however, assumes that as long as the firm
has profitable investments with returns above the cost of capital, it can obtain sufficient funds to undertake such investments.
Thus, internal and external finance can be viewed as substitutes, and firms could use external finance to smoothen investment

when internal finance fluctuates.
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to have been accentuated on account of lack of
adequate credit risk assessment regarding small and
medium enterprises emanating from poor credit
information base on such enterprises. In view of these
concerns, the credit delivery system has been a major
focus of reforms since the 1990s with the objective of
augmenting the total volume of institutional credit while
securing an equitable distribution of credit, particularly
for weaker bidders in the credit markets, including
small enterprises. Besides improving the volume and
terms of credit, policy efforts have been directed
towards simplifying the procedures.

Productivity Trends in the Manufacturing Sector

3.112 Productivity plays a major role in sustaining the
industrial growth since itis the principal determinant of
cost, price and trade competitiveness of firms and
industries. Notwithstanding the differences of views on
measurement issues, there is a near unanimity in the
empirical literature on productivity growth in the Indian
manufacturing sector. It is recognised that there was a
decline in total factor productivity growth (TFPG) till
1980, with a turnaround taking place in mid-1980s
following the reoriented trade and industrial policies and
improved infrastructure performance (Brahmananda,
1982; Ahluwalia, 1985, 1991).*° In fact, the significant
shortfall in the target for industrial output till about the
Sixth Plan can be attributed to the negligible TFPG in
manufacturing. The later studies covering the period up
to mid-1990s have found evidence of a positive TFPG
(Balakrishnan and Pushpangadan, 1994; Majumdar,
1996; Rao, 1996; Pradhan and Barik,1999) (Table 3.25).
Thus, there seems to be turnaround in the productivity
growth in the mid-1980s.

3.113 The role of the reform process in terms of its
impact on manufacturing productivity continues to be
debatable. While a positive rate of growth in productivity
is noticed in the post-1985 period, the level of labour
productivity is found to be abysmally low and its
convergence to the international standards seems to
be a difficult proposition in the near future (Trivedi et
al, 2000). The low labour productivity appears to have
offset the comparative advantage in terms of low labour
cost (Cll-World Bank, 2002). NCAER (2001) has
observed a decline in productivity growth in 1990s
(up to 1997-98) in relation to the 1980s. Besides, the
mean technical efficiency of all firms taken together

Table 3.25 : Productivity in the Indian Industry :
A Summary of Empirical Estimates

Period Covered TFPG (SD) TFPG (DD)

1 2 3
Brahmananda (1982)  1950-51 to 80-81 -0.2 —
Ahluwalia (1985) 1959-60 to 79-80 -0.6 —
Goldar (1986) 1959-79 1.06 to1.31
Ahluwalia (1991) 1959-60 to 85-86 -0.4 —
Balakrishnan and 1970-71 to 88-89 0.5 3.1
Pushpangadan
(1994)
Dholakia and 1970-71t0 88-89 -0.11t00.06 0.9to 1.74
Dholakia (1994)
Majumdar (1996) 1950-51 to 92-93 1.7 —
Rao (1996) 1973-74 to 92-93 1.3@ 2.2
Pradhan and 1963-64 to 92-93 0.6
Barik (1999)
Trivedi et al (2000) 1973-74 to 97-98 1.95 3.7
NCAER (2001) 1980-81 to 96-97 -0.05 to 0.04%
Unni et al (2001) 1978-79 to 94-95 -0.1

* The estimates are reported only for the sub-period 1973-74 to 1992-
93, out of the total period of the study spanning 1950-51 to 1992-93.

@ Growth rate of TFP is obtained indirectly from the estimates of TPG.

$ Represents different estimates of TFPG based on the firm level panel
data set.

SD = Single deflation method, DD = Double deflation method.

seems to have declined in 1990s as compared to the
pre-reform period. Unni et al (2001) also provide
evidence of a declining productivity growth in the first
half of 1990s. Productivity growth in the SSis also
witnessed a decline, with the labour productivity growth
decelerating to 3.7 per cent during 1990-96 from 6.2
per cent during 1980s and the capital productivity
growth declining to (-)1.6 per cent from 2.6 per cent
during the same period (SIDBI, 2000). Regarding trend
in productivity in the unorganised manufacturing sector,
Unni et al (2001) have observed a rapid decline in the
TFPG to (-)3.1 per cent during the reform period
(1990-95) from 11.4 per cent in the latter half of 1980s.
The TFPG for the entire period of study, i.e. 1978-95
is estimated at (-)2.5 per cent. This reflects, inter alia,
low technological change in the unorganised sector in
the reform period.

3.114 Broad assessment of partial factor productivity for
the industry can be based on an analysis of the changes
in input intensities. The material intensity of the
manufacturing sector which remained high during the
1980s and the first half of the 1990s, witnessed a sharp
decline inthe latter half (Table 3.26). This is indicative of

15. A major measurement issue is the conversion of nominal value added into the real value added done either with single deflation
or double deflation method. In the case of single deflation method both nominal output and nominal material inputs are deflated by
output price index, while under double deflation method, the nominal output is deflated by output price index and nominal material
input is deflated by input price index. It is evident from the above studies that the factor productivity growth obtained through the
single deflation approach is lower than the double deflation approach, implying that the relative prices of inputs and output have

increased over time.
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Table 3.26 : Indices of Input Intensity in the Indian Manufacturing Industry

Year Current Prices Constant Prices
Mat Inpt/ Cap/ Prod Cap/ Labour/ Mat Inpt/ Cap/ Prod Cap/ Labour/
Output GVA GVA GVA Output GVA GVA GVA
1 2 3 4 5 6 7 8
1970-71 100 100 100 100 100 100 100 100
1975-76 95.9 81.9 88.5 105.8 114.7 80.3 86.7 109.1
1980-81 97.8 92.6 99 98.7 107.9 90.8 97 1145
1985-86 105.2 93.1 96.4 89.8 119.7 85.7 88.7 94.1
1990-91 102.7 93.1 90.9 74.9 106.3 82.9 81 736
1995-96 101.3 91.7 88.9 62 924 83.9 814 58.4
1999-00 95.6 91.4 85.2 704 94.1 88.7 82.7 40.8

Mat Inpt = Material inputs, Cap = Fixed capital, Prod Cap = Productive capital, GVA = Gross value added

a shift away from material inputs as also the
rationalisation of the production process, ensuring
efficiency in use of material inputs. The labour intensity
index (atconstant prices), in contrast, witnessed almost
asecular decline from the peak of 114.5 per centin 1980-
81 to 73.6 per cent in 1990-91 and further to 40.8 per
cent in 1999-2000. A similar trend is discernible in the
labour intensity index at current prices, though the extent
of decline has been less. This can be attributed to the
relatively high increase in the CPI of industrial workers
than in the prices of manufacturing goods. On the other
hand, the capital intensity has significantly risen during
the 1990s as compared with the 1980s.

3.115 The productivity growth in the manufacturing
sector seems to have declined during the 1990s and,
more so, in the latter phase of the reform period,
primarily as a sequel to the faltering pace of
implementation of structural reforms, the binding
infrastructure constraints, and the lack of required
industrial restructuring — all impinging on the
competitiveness of the Indian industry. The input
intensity indices show that the production process in
the manufacturing sector has become more capital
intensive, possibly in view of the adoption of capital-
intensive new technologies in response to the
inflexibilities that characterise the labour market. The
efficiency in use of material inputs has, however,
shown improvement in the latter part of 1990s.

Summing Up

3.116 The industrial sector in the reform period (1992-
93 to 2001-02) reported a slowdown in all its major
segments. The manufacturing slowdown noticed since
the latter part of 1996 had its origin in the cyclical
slowdown of exports and subdued agricultural
performance. The slowdown persisted in the
subsequent period due to inadequate industrial
restructuring and the resultant loss of competitiveness.

The lack of institutional and structural reforms, which
affected the pace and content of industrial restructuring
operates as the major binding constraint on
manufacturing growth in a liberalised trade regime. The
manufacturing slowdown has possibly been reinforced
by the observed decline in productivity growth in the
1990s and the cyclical downturn in demand, both in
the domestic and external markets.

3.117 Industrial performance continues to be hampered
by physical infrastructure bottlenecks with demand-
supply imbalances persisting during the reform period.
The deteriorating infrastructure services have been a
direct fall-out of shrinkage in infrastructure investment
in the context of inadequate availability of internal
resources of public infrastructure entities and dwindling
Plan outlay earmarked for infrastructure. The declining
public investment in infrastructure has not been offset by
the private investment on account of inadequate
institutional reforms. There are, however, signs of
improvement in a few sectors, like communication.

3.118 The credit flow from the banking system has
significantly slowed down for SSIs and medium and
large industries in the second phase of the reform
period. The deceleration has been more pronounced
for the SSls. Besides, disbursements from the all India
financial institutions (AIFIs) to industry have witnessed
a considerable slowdown. Such developments on the
credit front need to be assessed in the context of
increasing recourse to internal resources and private
placement by corporates, high real cost of credit
coupled with its downward inflexibility, and prudential
requirements such as capital adequacy and
provisioning norms for banks and financial institutions,
as well as the existing structure of the credit delivery
system. The high real interest rate for industrial sector,
ruling above industrial growth rate, also seems to have
inhibited investment and capacity build-up in industry.
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3.119 The increase in competition resulting from the
reform measures viz., delicensing, opening up of trade
has had a mixed impact on the industrial sector. This
is evidenced amply in the fact that the manufacturing
inflation in the late 1990s was around 3 per cent as
against 10 per cent in the early 1990s. The sharp
decline in the manufacturing prices has impacted
adversely on the profit margins of companies. Further,
inadequate industrial restructuring has hampered
industrial growth. Adequate flexibility in industrial
restructuring involves more rapid bankruptcy
procedures, easier reallocation of capital, faster
transformation of urban land use and flexibility in
labour use.

3.120 The reservation for SSI producers has created
an anomalous situation where foreign producers
irrespective of size are able to bring in reserved
products but existing SSI producers are not allowed to
expand investment and scale to economically efficient
levels to compete with imports. Therefore, there is a
need for dereservation in select products with strong
export potential (Government of India, 2001).

3.121 Increase in competition denotes that any rise in
the input costs is difficult to cope with. The dwindling
public investment on infrastructure in the latter half of
the 1990s, caused by deterioration in Government
capital expenditure, has clearly impacted on the
availability as well as the quality of infrastructure
services. Simultaneously the high cost of infrastructure,
particularly power and railways freight, has been loaded
on to the industry. Together, the prevailing high real
interest rates have adversely impacted the price
competitiveness of the industrial sector. Exchange rate
appreciation witnessed in the late 1990s increased
further pressure on the competitiveness. Generally
exchange rate adjustments compensate for the rise in
input costs, but the large capital inflows into the Indian
economy during the late 1990s have prevented such
an adjustment.

IV. SUSTAINABILITY OF SERVICES GROWTH:!®

3.122 Since the 1980s, growth process in India has
been marked by a robust performance of services
sector. While this is partially in line with the experience
of developed countries, the Indian experience is
somewhat unique in the sense that the sectoral shift
in favour of services sector accompanied almost
stagnant share of industry and reduced share of
agriculture. The momentum continued during the

1990s; in fact, it was the growth performance of the
services sector that provided a modicum of resilience
to the overall growth of the economy, particularly in
times of adverse agricultural shocks and industrial
slowdown (Chart 111.32).

Chart IM.32; Growth of Serviees and Gross
Domeatic Product
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Source: Based on the data from the Central Statistical Organisation.

3.123 The set of economic reform measures initiated
since 1991 also impacted on the performance of the
services sector. First, reforms in the domestic
industrial environment which resulted in rising
manufacturing growth provided synergies to the
services sector in the form of increased demand for
producer services. Second, the liberalisation of the
financial sector provided an environment for faster
growth of the financial services. Third, reforms in
certain segments of infrastructure services also
contributed to the growth of services. Consequently,
the services sector posted a much higher growth
during the reform period as compared with the pre-
reform period with its share touching nearly the 50
per cent mark. Finally, the rapid growth in services
sector appears to have benefited from external
demand; the typical example of which is the software
industry and call centres. Interestingly, the
decelerating trend in manufacturing and overall GDP
seems to have been much less pronounced in case
of services. Nevertheless, there are apprehensions
about its sustainability in view of the contribution of
“public administration and defence” to growth in
services.

3.124 Against the above backdrop, the present section
broadly looks into the following two issues: First, the
performance of the services sector and second, the

16. While in the discussion of growth in Section I, “construction” is included under the services sector, for a detailed sectoral analysis,

“construction” is excluded from services in this section.
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sustainability of services growth. After analysing the
relative performance of the services sector in the
reform period, the supply-side sources of services
growth are examined followed by a discussion on the
decomposition of services into three segments, viz.,
producer services, consumer services and
Government services.

Performance of the Services Sector

3.125 Since the 1980s, services sector has come to
occupy a position of dominance in the composition of
GDP. The average share of services sector increased
to 45.4 per cent during the reform period as against
38.9 per cent in the pre-reform period. In terms of
growth, services sector posted a higher growth of 7.8
per cent during the reform period as against 6.7 per
cent during the preceding period. However, services
sector is actually an amorphous entity; on the one
hand, it includes sectors like ‘public administration and
defence’, largely independent of the level of economic
activity, and on the other, it has sectors like ‘trade,
hotels and restaurants’. At the sub-sector level, ‘trade,
hotels and restaurants’ continued to be the major
segment in terms of its share in services. The growth
performance improved for all segments during the
reform period barring ‘financing, insurance, real estate
and business services’. However, the ‘financing,
insurance, real estate and business services’ improved
its share during the reform period when all other
segments witnessed shrinkage in their respective
shares, which seems to be the result of the financial
sector reforms that led to emergence of new
participants, instruments and markets. The poor
performance of the non-banking sector, among others,

has been the cause for the deceleration in growth of
this sector. Nevertheless, the relative contribution of
this sub-sector to the services growth has been
maintained across the periods (Table 3.27).

Factors underlying the Services Growth

3.126 Growth of services stemming from capital
productivity/total factor productivity could be seen as
an encouraging development in a capital scarce
economy like India. The gross value added from
services registered a higher growth in the reform
period even though the trend growth of Gross Capital
Formation (GCF) in services decelerated to 5.7 per
cent from 5.9 per cent in the pre-reform period. This
could imply an improvement in capital productivity and/
or total factor productivity in services. There is a broad
consensus that the recent surge in services has been
contributed, among others, by the skill-intensive and
high productivity activities such as Information
Technology (IT) services, which have emerged as one
of the fastest growing segments in the 1990s. The
labour productivity in software services is estimated
to be twice that of the manufacturing sector (Arora
and Athreye, 2001). The ascendancy of services can
also be seen as an outcome of the economic
liberalisation and encouragement of private investment
in industry and infrastructure (Government of India,
2002c). Besides, increased expenditure on public
administration and defence, social services and rural
extension services has had a positive impact on the
services growth in the 1990s.

3.127 Given the inter-sectoral linkages of services
sector with other sectors, particularly industry,

Table 3.27 : Share and Growth of Sub-Sectors of Services

(Per cent)
Sector 1981-82 to 1992-93 to Growth during the three phases
1990-91 2001-02 of 1992-93 to 2001-02
1992-93 to 1994-95 to  1997-98 to
1993-94 1996-97 2001-02
1 2 3 4 5 6
Share Growth Share Growth Growth Growth Growth
Trade, hotels and restaurants 32.2 5.9 30.7 8.1 6.6 10.9 7.1
Transport and communication 16.1 5.6 15.8 8.9 5.9 9.7 9.6
Financing, insurance, real estate
and business services 21.0 9.9 26.1 7.8 9.6 6.9 8.1
Community, social and
personal services 30.7 6.1 273 7.1 4.0 5.8 9.1
Services 100.0 6.7 100.0 7.8 6.5 8.2 8.1
(38.9) (45.4)
Note : Figures in brackets are share of services in GDP.

Source : Central Statistical Organisation.
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performance of the commodity producing sectors has
implications for the growth performance of services
sector. To explore such inter-linkages, a demand
function for services sector has been estimated using
GDP from industry, exports of services and prices of
services as explanatory variables. The estimates reveal
a significant positive impact from the industrial sector
asis evident from its elasticity at 0.11. Export of services
also has a positive effect on the services demand with
its elasticity at 0.02 while the impact of services prices
turns out to be negative, as expected. ¥’

Composition of Growth in the Services Sector

(i) Intermediate versus Final Consumption of
Services

3.128 For a meaningful analysis, the issue of
absorption of services as intermediate vis-a-vis final
consumption is examined by classifying them into
producer, consumer and Government services. Their
relative roles can provide insights as regards the
sustainability of services growth. Activities like ‘trade,
‘transport, storage and communication’, ‘financing,
insurance, real estate and business services’, which
are more of intermediate nature, are taken as producer
services. Activities like ‘hotels and restaurants’ and
‘other services’, having the nature of final consumption,
are classified as consumer services whereas ‘public
administration and defence’ (PAD) are treated as
Government services.

3.129 The stylised facts on intermediate versus final
consumption of services along with Government
services during the pre-reform and reform period are
presented in Table 3.28. While producer and consumer
services have recorded a higher growth in the reform
period, the Government services have witnessed a
marginal decline. This has implications for growth
dynamics, not only for services sector but also for the
overall growth process.

Table 3.28 : Growth of Gross Value Added in
Services Sector

(Per cent)

Services 1981-82 to 1992-93 to 1995-96 to 1992-93 to
1990-91 1994-95 2001-02 2001-02

1 2 3 4

1. Producer Services 7.0 7.9 8.2 8.1
(67.6) (70.1) (71.0) (70.7)

2. Consumer Services 5.8 4.9 9.3 8.0
(18.1) (16.8) (16.9) (16.9)

3. Government Services 6.5 2.9 7.8 6.3
(14.3) (13.0) (12.1) (12.4)

Note : Figures in the brackets are the shares of sub-sectors in
GVA of services.

(i) Producer Services

3.130 The increased share of producer services in
total services in the reform period can be explained
by, inter alia, the phenomenon of increasing
relevance of outsourcing by the Indian industry.
Peripheral service-oriented activities, which were
carried out earlier in-house, are being contracted
out to the outside agencies in order to focus on
core competencies in an increasingly competitive
environment in the reform period. Furthermore, the
increasing share of producer services reflects the
growing complementarity between services and
manufacturing (RBI, 2002). The expansionary
potential of services can be viewed from the fact
that 50 per cent of the industries are directly or
indirectly services-intensive (Bhowmik, 2000). The
major demand for producer services emanates from
the manufacturing sector as well as exports. The
estimates of demand function for the producer
services show that a rise in manufacturing output
drives up the demand for producer services (elasticity
0.18). The export growth also leads to a rise in
demand for producer services (elasticity 0.06).
Increase in the price of producer services expectedly
has a negative impact on demand (elasticity —0.24)%.

17. Demand Function for Services Sector (Sample 1970-71 to 2000-01)

Yscy =-1.246 + 0.1142 Lyind + 0.018 Lxser - 0.138 Lp
(4.17) (1.947) (-4.309)

R?=0.63 DW =1.71 F=11.29

where, Yscy = Cyclical demand component of services, Lyind= Log of industrial output, Lxser= Log of services export, Lp= Log of

prices of services.

18. Demand Function for Producer Services (Sample 1970-71 to 2000-01)

Yps=0.065 + 0.18 Lmfg + 0.055 Lxser - 0.236 Lps
(2.22) (1.864) (-3.56)

R? = 0.53 DW=2.0 F=6.90

Where, Yps= Growth of GDP from producer services, Lmfg= Log of manufacturing output, Lxser= Log of services exports and

Lps= Log of prices of services.
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However, as some of the producer services such as
‘transport, storage and communication’ are used as
input for industrial production, a bi-directional
relationship between industry and services sector
cannot be ruled out.

Consumer Services and Private Final Consumption
Expenditure

3.131 An upward trend was observed in consumer
services, which recorded a growth of 8.0 per cent in
the reform period as compared with 5.8 per cent in
the preceding period. The increased growth in
consumer services in the reform period has been
accompanied by a similar growth pattern in private
final consumption expenditure (PFCE) on services. The
share of services in PFCE has moved up to 24.9 per
cent in the reform period from 18.0 per cent in the
preceding period. A disaggregated analysis of PFCE
on services shows that medical care and hotels have
recorded significant increases in growth during the
reform period while growth in transport and
communication has slowed down over the same
period.

(iii) Government Services

3.132 Government services, comprising PAD is often
singled out for the high growth in services since
increased expenditure of the Government in the form
of wage bill gets directly reflected in its value added
even without any addition to services. An examination
of the issue of faster growth of this sub sector in
the 1980s showed that the tertiary sector growth
was not solely due to increase in the growth of GDP
originating from PAD (Nagaraj, 1990; Kumar, 1992).
The steep wage hike in 1990s in line with the Fifth
Pay Commission’s recommendations brought back the
issue into focus once again (Acharya, 2002). It is
also observed that one percentage point of growth
of 5.0 per cent in GDP for 1997-98 is attributed to
the 20 per cent increase in real value added in the
PAD sub sector arising chiefly from pay increases to
Government servants (Government of India, 1999).

3.133 The growth in PAD, during the period 1997-98
through 1999-2000, has been far higher than growth
in services excluding PAD and therefore PAD
undoubtedly contributed to the overall growth of
services. During the reform period as a whole, an
assessment of services excluding PAD, however,
contradicts the perception that PAD alone is
responsible for higher services growth. Although the
Fifth Pay Commission related pay increases might
have distorted estimates of GDP originating from
services for a few years, they do not affect the trend

growth which remains at 8.2 per cent during the
reform-period even if Government administration is
excluded altogether. The log-linear trend growth of
services with and without PAD has been broadly the
same during the reform period (Table 3.29). On the
whole, the services sector growth appears to have
accelerated in the reform period, with the impetus
coming from sources other than PAD.

Table 3.29 : Growth in Public Administration
and Defence (PAD)

Year PAD  Services Sector Services
without PAD Sector

1 2 3

1992-93 4.9 5.4 5.1
1993-94 2.6 8.5 7.1
1994-95 13 8.0 6.6
1995-96 6.8 11.0 9.5
1996-97 4.1 7.6 6.7
1997-98 14.5 9.1 8.9
1998-99 10.3 7.9 7.6
1999-00 12.2 9.3 8.8
2000-01 2.5 6.9 6.5
2001-02 2.9 7.3 6.8
1992-93 to 2001-02* 7.2 8.2 8.0
1981-82 to 1990-91* 7.4 6.7 6.8

* Log-linear trend rate of growth.
Source : Central Statistical Organisation.

External Demand for Services

3.134 The growing role of tradable services in
international trade and exchange has come to be
recognised with the General Agreement on Trade in
Services (GATS). India’s share in world exports of
commercial services has doubled from 0.6 per cent
in 1990 to 1.2 per cent in 2000, while the share in
world merchandise exports has gone up marginally
from 0.5 per cent to 0.7 per cent during the same
period. Interestingly, there has been a consistent
surplus on account of trade in services. The
compositional shifts in foreign trade in favour of
services in the reform period has helped in the
emergence of new sources of earnings in India’s
balance of payments. Earnings from software exports
have increased from negligible levels in early 1990s
to a level of US $ 7.5 billion in 2001-02. These are
likely to surge by 30 per cent during 2002-03 as per
the NASSCOM estimates. Thus, while the 1980s was
dominated by tourism earnings, the second half of
1990s witnessed an unprecedented jump in India’s
earnings from new economy activities like software
services exports and other information technology
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related skill intensive exports. The services exports
thus, provided some element of stability to the external
balance of the country and also positively impacted
on the overall demand in the services sector.

Summing Up

3.135 The services sector has exhibited a strong trend
component that has provided an element of stability to
the growth process. The sector seems to have grown
in the reform period, sustained by an increasing demand
for producer and consumer services coupled with the
external demand. The role of public administration and
defence appears to have been limited in the growth
process. The emergence of producer services as an
important source of services growth reflects strong inter-
linkage with commodity producing sectors of the
economy. Apart from providing inputs, services
contribute to the outward shift of the industrial sector’s
production frontier by enhancing productivity growth.
Conversely, services growth could be sustained
provided adequate demand impulses are generated in
industry or agriculture. Given India’s comparative
advantage in information technology, services growth
momentum can be sustained by exploiting new
opportunities in international trade in services,
particularly, in the area of communication and
information services, technology transfer and software.

V. CONCLUDING OBSERVATIONS

3.136 The heuristic description of the growth
experience of the Indian economy since the initiation
of the reform measures in the early 1990s brings out
a number of empirical regularities. At a broad
aggregate level, there is evidence of a distinct, but
not necessarily substantial improvement in growth of
the economy during the reform period. Nevertheless,
the silver lining of improved growth loses some of its
gloss in view of the deceleration in the growth
witnessed since the mid-1990s. The achievement of
higher economic growth hinges on the attainment of
both higher saving and investment. While saving in
general and household saving in particular have
exhibited rising trend during the reform period partly
emanating from relatively higher income growth
(despite the downward alignment of interest rates),
public sector saving has fallen dramatically and has
become negative. It is the poor performance of the
public sector saving as a whole that has eroded the
investment capacity of the country for generating
higher economic growth. The deteriorating saving has
led to erosion in public sector investment and
deterioration in the availability and quality of public
infrastructure services including transport, railways and
electricity. Thus, the major challenge to economic

growth in future is the reversal of the public sector
dis-saving to achieve the level of saving recorded in
the late 1980s. This requires action on two fronts. First,
a major improvement has to come about in the tax-
GDP ratio which has deteriorated during the 1990s.
Second, large-scale improvement in the operation of
the public enterprises would be required by
rationalising user charges on the services rendered.
It would then be possible to invest adequately on
provision of such infrastructure services which are
necessary for higher growth. Another concern for
achieving higher growth emanates from the indications
of declining productivity growth in the latter half of
the reform period (as reflected in the ICOR). This
reinforces the need for accelerating the pace of
structural reforms.

3.137 The growth performance of the commodity
producing sectors is critical forimproving overall growth
rate of the economy. It is apparent that the agricultural
sector in the 1990s witnessed slowdown but at the same
time recorded unprecedented accumulation of
foodstocks due to persistent price distortions. While
there have been successive increases in MSPs of rice
and wheat, their international prices have witnessed
declining trend, thus reducing the export
competitiveness of Indian rice and wheat. These factors
together have led to higher procurement. As against
higher procurement, the off-take has remained low due
to rise in CIPs on the one hand and shifts in the
consumption pattern away from cereals to non-
traditional food items, on the other. The cumulative
impact has been burgeoning food stocks, with attendant
fiscal and monetary implications. This predicament of
mounting foodstocks has occured despite a deceleration
in agricultural growth. Itis quite possible that the problem
would have been more serious in terms of piling of
stocks, had there been higher growth in agricultural
production. Notwithstanding the current reduced export
competitiveness of Indian cereals and the piling up of
foodgrain stocks, Indian cereals could still be
competitive, provided the AMS in the US and European
countries is reduced. The subdued growth of agricultural
sector could be attributed to limited reforms directly
affecting this sector. Furthermore, within the limited
reforms in this sector, while the foreign trade was
liberalised, the inter-state restrictions prevailed. This
reflects the lack of proper sequencing of reforms. At the
same time, lack of technological improvements is
manifested in plateauing of yield gains across crops.

3.138 A higher growth in agriculture, thus, needs a
comprehensive revamp of agriculture policy with
reorientation towards rapid diversification of this sector.
A progressive correction is required in the incentive
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structure for agriculture so that the excessively high
minimum support prices do not continue to distort
resource allocation in agriculture. This will ensure that
farmers diversify towards high value added segments
of agriculture in response to the new demand
structure. As the non-foodgrain commodities have
inherent heterogeneity, policies regarding these have
to be regionally more dispersed and market
responsive. Agriculture growth will be hampered further
unless the current approach to input subsidies,
particularly relating to fertiliser, power and water is
reoriented. Rationalisation of subsidies and
economically viable user charges would be required
to augment resources for productive investment in rural
infrastructure. The lack of adequate storage facilities
acts as a major bottleneck in the development of food
processing industry. Furthermore, lack of
standardisation of product quality hampers export
competitiveness. The supportive rural infrastructure can
be best developed in a decentralised private sector
framework which would need appropriate policies and
financing facilities.

3.139 Responding to the structural reforms introduced
in the industrial sector during the initial years of the
1990s, the industrial sector grew at a remarkable rate.
However, there was marked deceleration since the
mid-1990s. The package of reforms carried over the
past decade was expected to lead to significant
restructuring in the industrial sector. The slow pace of
industrial restructuring and the resultant loss of
competitiveness in a liberalised trade environment,
thus, led to current protracted manufacturing
slowdown. The signs of reduced competitiveness are
thus, observed in declining productivity growth, more
particularly in the latter part of the 1990s. An overall
growth impulse in the industrial investment, exports
and employment can be generated provided
coordinated reform measures are taken allowing rapid
bankruptcy procedures, faster transformation of urban
land use and flexibility in labour market. Further,
existing restrictions on small scale sector in the form
of size and scale of operation need to be removed to
ensure new investments and technology upgradation
in this segment to withstand competition.

3.140 It is apparent that the industrial performance
continues to suffer from physical infrastructure
bottlenecks with demand-supply imbalances persisting
during the reform period. The deteriorating
infrastructure services have been a direct fall-out of
shrinkage in infrastructure investment in the context
of inadequate internal resources of public infrastructure
entities and dwindling Plan outlay for infrastructure.

The declining public investment in infrastructure has
not been offset by private investment, primarily on
account of inadequate institutional reforms; there are,
however, signs of improvement for a few sectors, like
communication. The adequate response of the private
sector in basic infrastructure would primarily require
economically efficient user charges to ensure the
reasonable return on investment.

3.141 Apart from infrastructure, lack of adequate
credit is often cited as a factor behind the slowdown.
While the nominal interest rates have fallen, the real
lending rates continue to remain high. The
development has adverse implications for the industrial
sector as interest cost-sales ratio remains much higher
as compared to many emerging economies. Given the
downward rigidity of medium and long-term interest
rates and real GDP growth from industry falling much
below the real interest rates, industrial investment
becomes increasingly unsustainable over a longer
horizon. It may be noted that in a liberalised interest
rate scenario, policy measures have limited role to
influence the cost of credit. While the credit flow to
industry from both the banking system as well as the
AFls has significantly slowed down in the recent past,
it is not clear whether the reduced credit flow is an
outcome or the cause of industrial deceleration.
Notwithstanding the unsettled status of the alleged
“credit constraint” facing the industry, there are some
concerns about the credit delivery mechanism. All
these continue to pose challenges for achieving the
much needed higher growth in the economy.

3.142 The services sector stands in a somewhat
isolated position. Not only did it improve its
performance during the reform period, to a large
extent, it withstood the onslaught of deceleration.
Furthermore, a sector-wise analysis of growth in the
services sector has revealed that much of the alleged
misgiving about its unsustainability is misplaced, as
its growth performance was indeed robust and not
necessarily dependent on ‘Government services’, like
‘public administration and defence’. Nevertheless, the
emergence of producer services as an important
source of services growth, reflecting strong inter-
linkages with commodity producing sectors, raises
guestions about the continuance of services growth,
in the absence of an industrial revival. Although the
services sector can continue to grow at higher rates,
the acceleration in the overall growth rate of the
economy over a medium term would necessitate a
distinct improvement in the growth performance of
the commodity producing sectors from their present
levels.
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Introduction

4.1 The external payments crisis of 1991 was, to
a large extent, an inevitable consequence of the
deteriorating fiscal situation during the 1980s. The
1980s, especially the second half, was marked by high
and persistent fiscal deficits, accompanied by large
revenue deficits. This had led to a significant
enlargement of the debt-servicing obligations. In order
to contain the burgeoning debt-service obligations,
Government tapped financial surpluses of the
household sector through statutory pre-emptions from
financial intermediaries at below market clearing
interest rates. This gave rise to a degree of financial
repression. At the same time, increased financing of
the Government deficit through automatic monetisation
compromised the effectiveness of monetary policy and
fuelled inflation. Against this background, when the
Indian economy faced an unprecedented
macroeconomic crisis in 1991, not surprisingly, fiscal
consolidation constituted a major plank of the policy
response.

4.2  The primary objective of the fiscal reforms as
announced in the Union Budget 1991-92, was
essentially to achieve a reduction in the size of deficit
and debt in relation to GDP. It was envisaged that
this would be achieved through revenue enhancement
and curtailment in current expenditure growth while
enlarging spending on investment and infrastructure
so as to provide momentum to the growth process.
These measures were also intended to curb the pre-
emption of institutional resources by the Government
and simultaneously to provide a level-playing field to
the private investors. Accordingly, fiscal reforms in India
were initiated in three distinct but interrelated areas:
i) restoration of fiscal balance; ii) restructuring of public
sector; and iii) strengthening of the fiscal-monetary
co-ordination. The strategy for restoring fiscal balance
comprised tax and non-tax reforms, expenditure
management and institutional reforms. Public sector
restructuring mainly involved divestment of
Government ownership. Contemporaneously, the steps
towards improving fiscal-monetary coordination
encompassed deregulation of financial system,
elimination of automatic monetisation, and reduction
in pre-emption of institutional resources by the
Government. At the sub-national level, fiscal
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adjustments began as a consequence of the
deterioration in States’ finances, which exacerbated
in the latter half of the 1990s. With a view to promoting
State reforms, access to Central assistance as well
as to guarantees for loans from multilateral agencies
has been linked to their reform efforts.

4.3  The fiscal performance during the reform period,
however, was characterised by a clear divide in the
mid-1990s in the attainment of fiscal targets. There
was evidence of the successful fiscal correction during
1991-92 to 1996-97 (except for 1993-94) in terms of a
significant fall in the fiscal deficit and in public debt as
a proportion of GDP. Since then, there has been a
significant reversal of trend. Indeed, many deficit
indicators presently are even higher than the levels
prevailing at the time of the crisis in 1991. The revenue
deficit has not only persisted, but has grown in size
during this period. The resultant dissaving arising from
the revenue deficit has reduced the aggregate saving
and investment capacity in the economy. Consequently,
there was a steady fall in the share of capital
expenditure, impacting on the infrastructure investment
and thereby threatening the growth potential of the
economy. Several pointers indicate a reversal of the
fiscal consolidation process in the recent years. These
include decline in tax to GDP ratio, downward rigidity
in current expenditure, steady deterioration in public
investment in productive sectors, slow progress of
Public Sector Undertakings (PSUSs) restructuring and
faster accumulation of public debt. A major drag on
State finances has been the poor performance of State
Public Sector Undertakings (SPSUSs), particularly the
State Electricity Boards (SEBs) and State Road
Transport Undertakings (SRTUs). Thus, even after a
decade of reforms, sustained fiscal consolidation
remains unattained.

4.4 This Chapter reviews the fiscal situation that
emerged in the reform period and contrasts it with
the 1980s. It also evaluates and identifies major
constraints in the process of fiscal consolidation.
Section | briefly sets out the international experience
on fiscal reforms in order to situate the Indian fiscal
reforms in an international perspective. Section Il
reviews the fiscal situation during the 1980s in terms
of alternative fiscal indicators. In the backdrop of
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deteriorating fiscal indicators, this section explains the
reform strategy adopted in the 1990s setting out key
measures that were undertaken. The fiscal
performance during the 1990s, broadly conforming to
the reform period starting 1991, is examined in terms
of various indicators in Section Ill. Achievements as
well as shortcomings of the reforms are spelt out on
the basis of these indicators. Drawing on the preceding
sections, Section IV makes an assessment of the fiscal
reforms and identifies some of the emerging issues.
Policy perspectives to further fiscal restructuring are
set out as concluding observations in Section V.

I. FISCAL REFORMS - INTERNATIONAL
EXPERIENCE

45  Fiscal sector reforms have emerged as an
integral part of the overall macroeconomic policy
framework in several countries belonging to both the
advanced economies and the developing world since
the late 1970s. A shift in the thinking on the role of
fiscal policy arose, inter alia, from the competitive
pressures from growing international integration of
goods and capital markets and the consequent need
for maintaining lower rates of inflation, which had
constrained the Government’s ability to raise taxes and
monetise deficits. Recent evidence suggests that fiscal
contraction can be expansionary for growth as fiscal
multipliers could not only be small, but negative as
well. Endogenous growth models show that
Government’s tax and expenditure policies can affect
steady-state growth rates in either direction. Evidence
on expansionary fiscal contraction has given more
weight to the need for fiscal consolidation.

46 The strategy of fiscal adjustment followed by
different countries could broadly be categorised into
two types, viz., ‘Type 1’ and ‘Type 2' (Alessina and
Perotti, 1996). ‘Type 1’ (followed by most of the
European countries in the 1990s) relies primarily on
cuts in expenditure on transfers, social security and
Government wages and employment. Tax increases
are not emphasised and taxes on households either
are not raised or are even reduced. On the contrary,
‘Type 2’ adjustments (as followed by most of the
European countries in the 1980s) rely mostly on
broad-based tax increases, and often the largest
increases are on taxes on households and social
security contributions. Expenditure cuts are almost all
on public investment, while Government wages,
employment, and transfers are completely untouched,
or only slightly affected. There are episodes of fiscal
consolidation where countries (e.g., in Ireland and
Italy), which began with ‘Type 2’ kind of fiscal
adjustment later switched over to ‘Type 1'.

4.7  Empirical results show that for the same size
of fiscal adjustment, ‘Type 1' adjustments induce a
more lasting consolidation of the budget and are also
expansionary. ‘Type 2’ adjustments, on other hand, are
often reversed soon due to further deterioration of the
budget, which have contractionary consequences on
the economy. In a study of 20 OECD countries for
the period 1960 to 1994, it was observed that of the
total 60 episodes of fiscal consolidation efforts during
the period, only 16 were successful, and among the
successful cases, 73 per cent of the cases of
adjustment were on the expenditure side as against
only 44 per cent in case of unsuccessful cases
(Alessina and Perotti, op. cit). Similarly, of the 74
episodes of fiscal adjustment in 20 countries during
1970 to 1995, it was observed that out of the 17 cases
where adjustment was of ‘Type 1’, little less than half
the cases were successful, while out of 37 cases of
‘Type 2’ adjustment, only one out of six cases was
successful (Mcdermott and Wescott, 1996)
(Table 4.1).

Table 4.1: Types of Fiscal Adjustment

Parameter

Type 1

Type 2

1

2

Expenditure cuts

Items of expenditure
cuts

Tax increase

Tax on households
and social security

Prevalent during
which period

Expansionary or
contractionary

Success rate

Primarily through
expenditure cuts

On transfers,
social security
and wages and
employment

A small fraction

of adjustment
with concentration
on business

and indirect taxes

Not raised or
even reduced

In the 1990s

Mostly

expansionary

More successful

Not so important

Mostly cuts
on public
investment

Mainly through
broad based tax
increase spread
on all
components

Largest tax
increase is on
households and
social security
contributions

In the 1980s

Often
contractionary

Less successful

4.8

Source:

Wescott (1996).

Alessina and Perotti (1996) and Mcdermott and

Apart from the type of adjustment, the size of

fiscal adjustment has been a crucial element in the
success of the fiscal adjustment efforts. This is because
the size of fiscal consolidation is related to the overall
scope of the reform programme and enhances the
credibility of the Government’s commitment to the
consolidation. It was observed that fiscal consolidation
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was sustainable in those cases where fiscal correction
in terms of reduction of fiscal deficit was higher (4.0
per cent of GDP in a two-year period). In other cases,
where the extent of correction was smaller, fiscal
consolidation could not be sustained (Mcdermott and
Wescott, op. cit). It has also been found that fiscal
corrections do not have intended effects if they fail to
indicate a permanent and decisive change in the stance
of fiscal policy (Giavazzi and Pagano, 1996).

4.9 A noteworthy feature of the process of fiscal
consolidation carried out in the 1990s was the
introduction of a sound fiscal framework supported
by institutional reforms, intended to reinforce political
commitment to fiscal restraint in the face of pressure
for expansion. The main justification for these
institutional reforms is that they strengthen fiscal
discipline and transparency, and therefore, increase
accountability for the design and implementation of
fiscal policy, while minimising the problems caused
by lax fiscal policy. The “Maastricht Treaty” followed
by the “Stability and Growth Pact” in the euro area,
operation of the golden rule - borrowing only to finance
capital spending - in UK since 1997 and the Fiscal
Responsibility Act of 1994 in New Zealand are some
of the examples of institutional reforms accompanying
fiscal consolidation. The key elements that these
frameworks share include an explicit legal basis, an
elaboration of the guiding principles of fiscal policy, a
clear statement of the objectives, an emphasis on the
need for a long-term fiscal policy, and requirements
for fiscal reporting to the public leading to improvement
in fiscal performance.

4.10 The cross-country experience suggests that
several important issues arise in the context of fiscal
adjustment. These include:

e the size of the fiscal adjustment to be made;

e the composition of fiscal adjustment in terms of
whether the adjustment needs to be carried out
through cuts in expenditure or by raising revenue
or a combination of both, and the components of
expenditure and revenue to be adjusted;

e the policy mix that must accompany a major fiscal
adjustment;

e concern for non-policy factors such as global
economic growth which effects the consolidation
process;

e reversibility of the fiscal consolidation process;

e the possible adverse macroeconomic impact of
fiscal adjustment; and

e adoption of appropriate accounting standards and
adherence to a fiscal rule framework, that make
for transparent and accountable budgeting.

II. BACKGROUND AND APPROACH T
FISCAL REFORMS IN INDIA

Background to Fiscal Reforms

4.11 The need for comprehensive fiscal reforms in
India was apparent during the late 1980s, as there
was rapid deterioration in Government finances. During
this period, the expenditure of the Central Government
rose much faster than its revenue leading to a steep
rise in the Centre’s fiscal deficit to GDP ratio. For the
States, given the restrictions on their capacity to
borrow, the increase in expenditure was relatively
aligned to the corresponding rise in revenue.
Consequently, the rise in the fiscal deficit of States
was relatively less steep (Chart 1V.1). The sharp
increase in revenue deficit of the Central Government
and the emergence of such deficits in State finances
were the most worrisome developments in the fiscal
scenario during the 1980s.

4.12 Reflecting these developments, there was a
sharp increase in the outstanding liabilities of both
Central and State Governments as ratio to GDP from
41.6 per cent and 16.7 per cent, respectively, in 1980-
81 to 55.3 per cent and 19.4 per cent, respectively, in
1990-91. The growing size of liabilities eventually
generated a considerable debt-service burden, with
interest payments as ratio to GDP rising from 1.8 per
cent to 3.8 per cent in case of the Centre and from
0.9 per cent to 1.5 per cent in case of States during
the same period (Chart IV.1).

4.13 The underdeveloped nature of the Government
securities market and the heavy dependence of Small
Saving collections on the level of income resulted in
an implicit upper ceiling on Govenment’s access to
the market resources.! This necessitated a large order
of monetary accommodation from the Reserve Bank
with its attendant monetary implications. The
outstanding net Reserve Bank credit to the
Government as ratio to GDP rose from 11.4 per cent
as at end-March 1981 to 15.6 per cent as at end-
March 1991 (Chart IV.2). In order to partially abate
the inflationary pressure emanating from growing
monetisation of fiscal deficit, discrete upward changes
in Cash Reserve Ratio (CRR) were necessitated. With
both CRR and Statutory Liquidity Ratio (SLR)

1. Government securities had a captive market of banks &
financial institutions.
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Chart 1V.1: Major Fiscal Indicators during the 1980s
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approaching their statutory upper limits at the time of
the onset of unprecedented macroeconomic crisis of
1991, and given the deleterious macroeconomic
consequences of high fiscal deficit, the only option
available was to adopt a quick fiscal restructuring
programme along with other macroeconomic and
institutional reforms.

Fiscal Reforms in India: Policy Measures and
Developments

4.14 While a move towards fiscal adjustment was
discernible in the pronouncements made as a part of

V-4
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long-term fiscal policy announced in the mid-1980s,
a comprehensive fiscal reform programme at the
Central Government level was initiated only at the
beginning of the 1990s as part of the economic
adjustment programme initiated in 1991-92. On the
other hand, in the case of States, efforts towards fiscal
adjustment began only in the late 1990s. Fiscal
reforms in the States were, inter alia, necessitated
by:

e growingfiscalimbalances;

e sluggishness in Central transfers resulting from

falling tax to GDP ratio;
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Chart IV.2: Outstanding Net RBI Credit
to the Government (as at end-March)
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e introduction of reform-linked assistance as a part of
Medium-Term Fiscal Reform Programme on the
basis of the recommendation of the Eleventh
Finance Commission; and

e adjustment programme undertaken in some of the
States which are linked to borrowings from
multilateral agencies.

Central Government

4.15 Fiscal reforms at the Centre covered tax reforms,
expenditure pruning, restructuring of PSUs, and better
coordination between monetary and fiscal policies.

(i) Tax Reforms

4.16 Restructuring of the tax system constituted a
major component of fiscal reforms with the aim of
augmenting revenues and removing anomalies in the
tax structure. The main focus of the reforms was on
simplification and rationalisation of both direct and
indirect taxes drawing mainly from the
recommendations of the Tax Reforms Committee,
1991 (Chairman: Raja J. Chelliah). Since the rates
were very high and the structure of indirect taxes
highly complex, it was considered undesirable to
augment revenues merely by raising tax rates. The
Committee had recommended adoption of a small
number of simple broad-based taxes with moderate
and limited number of rates, and with very few
exemptions and deductions.

4.17 Accordingly, the tax rates were significantly
rationalised and progressively brought down to the
levels comparable to some of the developed
economies. The key tax reforms have been:

e lowering of the maximum marginal personal income
tax rate from 60 per cent in 1980-81 to the present
level of 33 per cent (inclusive of 10 per cent

surcharge on annual income of above Rs.8.5 lakhs,
announced in the Union Budget 2003-04);

e widening of the tax base by way of a series of
steps including introduction of presumptive taxes,
adoption of a set of six economic criteria for
identification of potential tax payers in urban areas
and taxation of services;

e reducing the corporate tax rate on both domestic
and foreign companies to the current level of 35
per cent and 40 per cent, respectively, from a level
of 65 per cent and 70 per cent in 1980-81;

e unification of tax rates on closely held as well as
widely held domestic companies;

e rationalisation of capital gains tax and dividend tax;

e progressive reduction in the peak rate of customs
duty on non-agricultural products from a level of
more than 300 per cent during the period just
prior to reforms to the level of 25 per cent as
announced in the Union Budget 2003-04; and

e reduction of 11 major ad-valorem excise duties to
three viz., central rate of 16 per cent, merit rate
of 8 per cent and demerit rate of 24 per cent in
year 1999-2000, introduction of a uniform 16 per
cent CENVAT effective from 2000-01, while
retaining special excise duties on specified goods
and in the Union Budget 2003-04 rationalisation
of excise rate structure by proposing a 3-tier
structure of 8 per cent, 16 per cent and 24 per
cent which are, however, not applicable to goods
attracting specific duty rates.

4.18 The concern with tax rationalisation has been
reflected in the appointment of a number of committees
to review the tax system in the last few years. The
Advisory Group on Tax Policy and Tax Administration for
the Tenth Plan, 2001 (Chairman: Parthasarathi Shome)
recommended deletion of a number of exemptions and
deductions which have become redundant and are not
in harmony with a modern tax regime (Government of
India, 2001a). Similarly, the Expert Committee to
Review the System of Administrative Interest Rates and
Other Related Issues, 2001 (Chairman: Y.V. Reddy)
recommended the withdrawal of tax concessions
available on small savings (Government of India,
2001b). Furthermore, the Task Force on Direct Taxes
and Indirect Taxes, 2002 (Chairman: Vijay Kelkar) has
reiterated the need to withdraw exemptions and
concessions to widen the tax base (Government of
India, 2002a; 2002b).

(i) Expenditure Management

4.19 Successive Central Government budgets in the
1990s contemplated a host of measures to curb
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built-in growth in expenditure and to bring about
structural changes in the composition of expenditure.
These included subjecting all ongoing schemes to
zero-based budgeting and assessment of manpower
requirements of Government departments. This was
sought to be achieved by reviewing norms for creation
of posts and fresh recruitment and introduction of a
Voluntary Retirement Scheme (VRS) for surplus staff.
The process also involved review of all subsidies with
a view to introducing cost-based user charges
wherever feasible, review of budgetary support to
autonomous institutions and encouragement to PSUs
to maximise generation of internal resources. These
measures, by and large, focused on downsizing
Government and reducing its role and administrative
structure. Further, as an institutional arrangement, the
Government constituted an Expenditure Reforms
Commission (ERC) to look into areas of expenditure
correction. Areas identified by the ERC include, inter
alia, creation of a national food security buffer stock
and minimisation of cost of buffer stock operations
and rationalisation of fertiliser subsidies through
dismantling of controls in a phased manner. It also
included optimising Government staff strength by a
ban on the creation of new posts for two years,
introduction of VRS and redeployment of surplus staff
in various Government departments and autonomous
institutions, to which the Government provides
budgetary support through grants. With a view to
promoting transparency and curbing the growth of
contingent Government liabilities, a Guarantee
Redemption Fund has been set up as a part of
expenditure management strategy. Steps undertaken
in the light of above proposals included:

e dismantling of the Administered Price Mechanism
(APM) in the petroleum sector and the Oil Pool
Account effective from April 2002;

e restriction on fresh recruitments to 1 per cent of
the total civilian staff strength over the 4 years
beginning fiscal 2002-03; and

e introduction of a new pension scheme of defined
contribution for new recruits in the Budget for
2003-04.

(iii) Restructuring of the Public Sector

4.20 During the reform period, there has been a
distinct change in the public perception in favour of
reducing the size of public sector and improving private
participation. With these underlying objectives, a two-
pronged strategy was adopted by the Central
Government — reduction in budgetary support to the
PSUs and privatisation of existing PSUs.

(iv) Fiscal-Monetary Coordination

4.21 Another important objective of the reform
process has been to improve fiscal-monetary
coordination [Also see paras 5.27 to 5.29]. This
involved steps to ensure wider participation in the
Government securities market so as to facilitate
elimination of automatic monetisation and pre-emption
of institutional resources by the Government. During
the 1990s, the Reserve Bank undertook a series of
steps towards deepening and widening the
Government securities market. Some of the major
steps in this direction included aligning of coupon rates
on Government securities with market interest rates,
introduction of an auction system, introduction of
primary dealers and setting up of Delivery versus
Payment (DvP) system. Furthermore, following the
‘Supplemental Agreement’ between the Government
of India and the Reserve Bank in September 1994,
the abolition of ad hoc Treasury Bills was made
effective from April 1997, thereby replacing the
automatic monetisation of deficit by a system of Ways
and Means Advances (WMA) to meet only the
temporary mismatches in cash flows of the Central
Government. Concomitant to these measures,
Statutory Liquidity Ratio (SLR) was reduced to 25 per
cent by 1997 and Cash Reserve Ratio (CRR) was
reduced in phases to 4.75 per cent by November
2002.

(v) Institutional Measures

4.22 As an institutional mechanism to strengthen
fiscal discipline, the Central Government is
contemplating enactment of Fiscal Responsibility and
Budget Management Bill (FRBM), 2000 (Government
of India, 2000b). The Bill stresses on inter-generational
equity in fiscal management and long-term
macroeconomic stability. The original Bill envisaged a
complete elimination of revenue deficit and reduction
of the fiscal deficit-GDP ratio to 2 per cent by the
Central Government by end-March 2006. The Bill also
envisaged a reduction in total liabilities of the Centre
to no more than 50 per cent of GDP by March, 2011.
The Bill, introduced in the Parliament in 2000, was
referred to the Standing Committee on Finance for
examination and report. A revised Bill is expected to
be introduced in Parliament soon.

State Governments

4.23 Measures initiated by the States may be
broadly grouped under revenue mobilisation,
expenditure containment, public sector restructuring
and institutional reforms. In addition to States’ own
efforts, the Centre has also taken initiatives to
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strengthen the reform process at the State level.
Further, the policy initiatives undertaken by the
Reserve Bank have a bearing on State finances as
well. These measures are reviewed next.

(i) Tax Reforms

4.24 Recognising the need for strengthening their
finances, States have initiated measures towards
enhancement/restructuring of various taxes within their
fold, such as, land revenue, vehicle tax, entertainment
tax, sales tax, betting tax, electricity duty, tax on
trades, professional tax and luxury tax. It was
recognised that competitive sales tax reductions by
States aimed at attracting investment led to revenue
losses without commensurate gains. With a view to
harmonising inter-State taxes and ultimately switch
over to State-level value added tax (VAT), States
introduced uniform floor rate during 2000. Currently,
preparations are underway for the introduction of Value
Added Tax (VAT) in April 2003.

(i) Non-tax Measures

4.25 States have also undertaken measures to
enhance non-tax revenues by reviewing/rationalising
the royalties payable to them, including those on major
and minor minerals, forestry and wildlife, revision of
tuition fees, medical fees, irrigation water rates and
tariffs on urban water supply. The issue of raising user
charges commensurate with the cost of public services
rendered, however, has not been given serious
consideration yet. Recognising this aspect, the Medium
Term Fiscal Reform Programmes finalised by several
States have emphasised the cost effectiveness and
raising of user charges of services rendered by them.

(iii)y Expenditure Management

4.26 The State Governments’ measures to contain
expenditure, inter alia, include restrictions on fresh
recruitment/creation of new posts, review of manpower
requirements and cut in establishment expenses and
reduction in non-merit subsidies through better
targeting.

(iv) Public Sector Restructuring

4.27 Several States have shown interest in
undertaking a comprehensive review of the functioning
of the State Public Sector Undertakings (SPSUs),
including the possibility of closing down of non-viable
units after providing for suitable safety-nets to the
employees including VRS. States such as Tamil Nadu,
Kerala, Haryana, Karnataka, Himachal Pradesh, Goa
and Orissa have encouraged private sector
participation in the transport and power generation

sectors. In their recent budgets (2002-03), Karnataka
has come out with a Policy Paper on restructuring of
SPSUs, while Maharashtra has introduced a Bill for
setting up a Board for Restructuring of the SPSUSs. In
order to strengthen the administrative machinery, many
States have initiated measures to computerise their
records as well as their day-to-day functioning.

4.28 Several States have also initiated measures to
reform the power sector, which is crucial for the fiscal
reforms. The main objective of these reforms was to
mobilise private sector resources for augmenting
power generating capacity. The additional capacity
through independent power producers has, however,
been far short of expectations. Recognising the need
for transmission and distribution reforms, 21 States,
have either constituted or notified the constitution of
State Electricity Regulatory Commission (SERC).2 A
majority of these States have also proposed to
unbundle or corporatise the SEBs. One of the major
tasks being entrusted to SERCs is to rationalise tariff
rates. Further, 20 States have signed Memorandum
of Understandings (MoUs) with the Union Ministry of
Power to undertake reforms in a time-bound manner.

(v) Institutional Reforms

4.29 The institutional reforms undertaken by the
States are also aimed at facilitating the fiscal
consolidation process. Four States have initiated
proposals to provide statutory backing to the fiscal
reform process through enabling legislation. While
Karnataka has already enacted the Fiscal
Responsibility Bill in August 2002, Maharashtra and
Punjab have introduced Fiscal Responsibility Bills in
their legislatures. The Kerala Government has also
proposed to introduce a Fiscal Accountability Bill.

4.30 In recent years, initiatives have been taken by
some States to enhance transparency of budgetary
operations. The Core Group on Voluntary Disclosure
Norms for State Governments submitted its report in
January 2001. The transparency in State budgets is
sought to be enhanced in stages and a model format
of the disclosure norms has been prescribed for the
States by the Group. The States are being sensitised
to the principle of transparency in Government
operations so as to ensure macro fiscal sustainability
and fiscal rectitude. In the Budgets for 2002-03, several
States have published ‘Budget at a Glance’ along the
lines of the Union Budget as a first step. Some of the

2. The States are: Andhra Pradesh, Arunachal Pradesh,
Assam, Bihar, Chhattisgarh, Delhi, Goa, Gujarat, Haryana,
Himachal Pradesh, Karnataka, Kerala, Madhya Pradesh,
Maharashtra, Orissa, Punjab, Rajasthan, Tamil Nadu,
Uttaranchal, Uttar Pradesh and West Bengal.
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States also provide details on outstanding guarantees.
In addition, a few States have started disseminating
information on consolidated budgetary position, which
are inclusive of off-budget borrowings.

(vi) Centre’s Initiatives

4.31 In pursuance of the recommendations of the
Eleventh Finance Commission (EFC), an Incentive
Fund for State fiscal reforms has been set up at the
Centre. The disbursements from the Incentive Fund
will be based on a single monitorable fiscal objective.
Accordingly, each State would need to achieve a
minimum improvement of 5 percentage points in the
revenue deficit as a proportion of their revenue receipt
each year till 2004-05. For States with a revenue
surplus, 3 percentage points improvement in the
balance in the current revenue (BCR) is required for
release of funds under this facility. Accordingly, several
State Governments have drawn up Medium-Term
Fiscal Reforms Programme (MTFRP) and entered into
MoUs with the Union Ministry of Finance. The MTFRP
of States cover various areas such as fiscal
consolidation, public sector enterprises reform, power
sector reforms and fiscal transparency.

4.32 The Union Budget 2002-03 made provisions for
reform-linked assistance of Rs.12,300 crore for States
under various schemes such as Accelerated Power
Development and Reform Programme (APDRP),
Accelerated lIrrigation Benefit Programme (AIBP),
Urban Reforms Incentive Fund (URIF), and Rural
Infrastructure Development Fund (RIDF). In addition,
a lump-sum amount of Rs.2,500 crore has been
proposed for implementing policy reforms in sectors
constraining growth and development.

(vii) Reserve Bank’ Initiatives

4.33 In the recent past, the Reserve Bank has
initiated a close and intensive interaction with State
Governments on a regular basis, and on a wide range
of issues. Accordingly, several significant initiatives
have been taken during the reform period:

e In its role as a banker to States, the Reserve
Bank had examined the implications of contingent
liabilities/guarantees extended by States. The
Technical Committee on State Government
Guarantees, 1999 has recommended placing limits
on Government guarantees;

e Since 1999, States have also been encouraged
to access the market for a part of their market
borrowings. Within the approved borrowing
programme, State Governments are provided with
the option of raising resources in a flexible manner
in terms of method, timing and maturity. State
Governments can borrow from the market

between 5 per cent to 35 per cent of the approved
borrowing limit under the new scheme. So far, 12
States have raised funds directly from the market.
The gains from the auction mechanism were seen
from the fact that the weighted average interest
rates were below the pre-announced rates;

e The Reserve Bank has been advising the State
Governments in areas such as cash management,
funds management and reforms in budgetary
practices;

e Mounting debt of the State Governments is
increasing the interest burden on State finances.
To achieve a sustainable level of debt, since 1999-
2000, a Consolidated Sinking Fund has been set
up in the Reserve Bank, which is optional for State
Governments. Eleven States have so far started
operating the Consolidated Sinking Fund to meet
redemption of their market loans. Each State is
required to contribute 1 to 3 per cent of its
outstanding market loans each year to the Fund;
and

e The Reserve Bank constituted a Group of State
Finance Secretaries on State Government
Guarantees in 2001 to analyse and classify
different type of guarantees including letters of
comfort issued by the States and to examine the
fiscal risk under each type of guarantees.

Ill. PERFORMANCE DURING THE 1990s

4.34 Corrective measures on the fiscal front initiated
at the beginning of the 1990s produced some promising
results during the first half of the decade. Expenditure
growth could be curtailed leading to a decline in the
fiscal deficit and the outstanding liabilities of the
Government to GDP ratio. During 1990-91 to 1996-97
(excluding 1993-94), the reduction in total expenditure
to GDP ratio by more than 3.5 percentage points
narrowed the fiscal gap by 3 percentage points and
reduced the debt-GDP ratio by over 5 percentage
points. However, the fiscal consolidation even during
the first half of the 1990s was brought about primarily
through curtailment in capital expenditure. Decline in
consumption expenditure was relatively small. From
1997-98, expenditure started rising once again, and
by the year 2001-02, all the major fiscal parameters,
viz., revenue deficit, fiscal deficit, and public debt rose
to levels higher than those prevalent at the beginning
of the reform process (Chart IV.3, Table 4.2).

Trends in Revenue

4.35 The efficacy of tax reforms for augmentation of
tax revenue, expenditure correction, restructuring of
public sector, public debt management policies and
institutional reforms appears to be rather limited so far.
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Chart 1V.3: Major Fiscal Indicators during the 1990s
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Table 4.2: Major Fiscal Indicators of the Government Sector*
(Per cent)
ltem 1981-82 to 1989-90 1990-91 to 1996-97 1997-98 to 2001-02
Average Ratio to Average Ratio to Average Ratio to
Growth GDP Growth GDP Growth GDP
1 2 3 4 5) 6
Revenue Receipts 16.14 19.01 14.17 18.57 11.64 17.72
Total Expenditure 16.21 28.84 13.12 27.01 14.62 27.68
Capital Expenditure 12.93 8.23 6.59 4.81 16.29 3.96
Revenue Expenditure 17.78 20.62 14.61 22.20 14.43 23.73
Gross Fiscal Deficit 17.83 8.03 11.60 7.38 21.48 9.13
Revenue Deficit 31.39 1.65 19.93 3.63 31.48 6.07
Development Expenditure 15.59 18.11 11.00 15.32 1343 14.33
Non-Developmental Expenditure 17.23 10.45 16.13 11.69 16.03 13.35

*  Government sector refers to finances of Central and State Governments.

Source : Union and State Governments’ Budgets.

Trends in Tax Revenue

4.36 Tax reforms have generally led to a rise in tax
revenue to GDP ratio across countries (Shome, 1992;
Shome, 1995). In the Indian context, the expected
increase in tax buoyancy a la ‘Laffer curve effect’ did
not occur. Since the onset of tax reforms, the tax-
GDP ratio of the Central Government has suffered a
persistent decline. This has been a major drag on the
reform process. The tax-GDP ratio declined from an

average of 9.9 per cent during the 1980s to 9.7 per
cent in the first half of the 1990s and further to 9.0
per cent in the second half of the 1990s. The pattern
is, however, not the same across different types of
taxes. Direct tax collection to GDP ratio rose steadily
from 2.0 per cent in the 1980s to 2.3 per cent in the
first half of the 1990s and further to 2.9 per cent in
the latter half of the 1990s. On the other hand, the
ratio of indirect tax collection to GDP declined from
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7.9 per cent in the 1980s to 7.3 per cent and 6.1 in
the first and second halves of the 1990s, respectively
(Chart IV.4).

4.37 The decline in the tax to GDP ratio is explained
by a combination of factors that led to a sharp fall in
total tax buoyancy from 1.07 for the period 1981-93
to 0.96 for 1981-2001, implying buoyancy could be
less than unity during the post-tax reform period 1994-
2001.%4 While the buoyancy of direct taxes is
estimated to be higher at 1.19 for the period 1981-
2001 as compared with 1.07 for the pre-tax reforms
period (1981-1993), the buoyancy of indirect taxes
dipped considerably to 0.88 from 1.07 in the
corresponding period (Table 4.3).

Table 4.3: Buoyancies of Central Taxes

Tax 1981 to 1993 1981 to 2001

1 2
1 Total Tax to GDP 1.07 0.96
2 Direct Tax to GDP 1.07 1.19
& Corporate Tax to GDP 1.02 1.13
4 Personal Tax to GDP 0.92 1.23
5 Indirect Tax to GDP 1.07 0.88
6.  Excise Tax to Manufacturing 0.96 0.83
7.  Excise Tax to GDP 0.97 0.84
8 Customs Tax to Imports 1.20 0.77
9. Customs Tax to GDP 1.24 0.93

Note : Separate estimates for 1994-2001 were not attempted to ensure
that adequate degrees of freedom are available.

Source : Computed using data on taxes from Union Budget documents
and gross domestic product from National Accounts Statistics.

4.38 The increase in direct tax collections despite a
significant cut in marginal tax rates could be attributed
to the combined effect of better compliance,
broadening of the tax base and increase in income.
The introduction of presumptive tax, adoption of
economic criteria for identification of potential
taxpayers and removal of some exemptions helped in
base widening. Measures such as rationalisation and
simplification, both in personal tax and corporate tax,
would have induced better compliance. This apart, the
revision in public sector wages following the
recommendation of Pay Commission is also ascribed
as a contributing factor in strengthening the direct tax
collection (Rao, 2000), The estimate of personal
income tax buoyancy does indicate that while there
was a positive impact of pay hike, it has not been
statistically significant at the conventional level

4.39 Unlike direct taxes, rate cuts have been
important factors in reducing the indirect tax collection,
as there was no commensurate gain in terms of base
expansion or better compliance. It was expected that
the sharp cut in custom duties from a peak rate of
more than 300 per cent in the period just prior to
reforms to about 30 per cent in 2002-03 would lead to
a net fall in custom duty collections. Fall in excise duty
collections, however, came as a surprise as the rate
cuts were expected to boost growth in industrial output.
The less than expected buoyancy in the excise tax
seems to follow from slower than expected growth in

Chart 1V.4: Tax-GDP Ratio of Central Government
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3. All important tax reform measures were initiated since 1992-93, therefore, separate estimates have been made for period from

1980-81 to 1992-93 and from 1980-81 to 2000-01.

4. Tax buoyancy is defined as percentage change in tax collection as a ratio to percentage change in tax base, i.e., DX/ X)/ ©Y/

Y) where X is the tax collection and Y is the tax base.

5. Estimate with a dummy which is 1 for the period 1997-98 to 2000-01 to account for pay hike shows that the coefficient of the
dummy is positive but not significant at 90 per cent confidence level.

Personal Tax = -6.79 + 1.06 GDP + 0.44 DUMMY
(7.92) (1.65)

R?2= 0.9 DW =14
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industrial output during the major part of the reform
period. The rising share of services in overall GDP
which largely falls outside the tax net and progressive
extension of MODVAT could have affected buoyancy
estimates (Mohan, 2000). Ideally, credit extended to
inputs under VAT system needs to be neutralised
through increase in tax rates on end-products. Instead
tax rates have been scaled back leading to a fall in
excise tax collection (Shome, 1997). Another important
reason for reduced revenue collection from both custom
and excise duties is that the reduction in rates were
not accompanied by removal of concessions and
exemptions (Government of India, 2001a).

4.40 A comparison of alternative buoyancy estimates
with respect to GDP and the actual base indicates
that though there was a marked decline in buoyancy
in case of both customs and excise during the reform
period, the fall was partly made up by the pick up in
imports in case of customs and some base expansion
or better compliance in respect of excise. In the case
of custom duties, the decline in buoyancy in terms of
imports was much more than in terms of GDP. On
the other hand, in case of excise, there was hardly
any divergence between its buoyancy in terms of
manufacturing output (which is the base for excise
tax) and that in terms of GDP (Table 4.3).

4.41 Under the existing federal fiscal structure, the
States’ rights to collect taxes are largely confined to
indirect taxes, predominantly commodity taxes like
sales tax and other indirect levies, such as State excise
duties, service tax on entertainment, on betting and
gambling and on passengers and goods. Direct taxes

include few items like land revenue and agricultural
income tax. Buoyancy estimates of sales tax (which
accounts for around 60 per cent of States’ own revenue)
and own tax for 15 major States during 1981 to 2000
show that the buoyancies of sales tax and own tax
during the sub-period 1981 to 1993 were uniformly
higher than the respective buoyancies for the full period,
indicating significant fall in buoyancies during the reform
period. An important reason for the fall in tax
buoyancies is the competitive tax reductions by States
to attract trade and industry (Government of India,
2000c). The decline in buoyancies also follows from
higher growth in services, which are not adequately
taxed but raises the Net State Domestic Product
(NSDP). However for most of the States, buoyancies
for both sales tax and own tax continued to be more
than unity during the reform period (Table 4.4).
Contemporaneously, for all the States combined, own
tax revenue as a percentage to GDP increased from
5.1 per cent during the 1980s to 5.4 per cent during
the first half of the 1990s. Though the ratio marginally
declined from 5.5 per cent in 1994-95 to around 5.1
per cent in 1998-99, it improved to 5.6 per cent by
2000-01. Thus, on average, tax-GDP ratio for States
during the reform period was higher than that of the
1980s.

Trends in Non-Tax Revenue

4.42 A key objective of the reform process was the
augmentation of non-tax revenue by way of
enhancement of user charges and returns on
Government investments through restructuring of
PSUs. The intention of restructuring PSUs was to

Table 4.4; Buoyancy of State Taxes

(Per cent)
Own Tax Revenue Sales Tax
Buoyancy Ratio to NSDP Buoyancy Ratio to NSDP

1981 to 1981 to 1981 1994 1981 to 1981 to 1981 1994

1993 2000 to 1993 to 2000 1993 2000 to 1993 to 2000

1 2 3 4 5 6 7 8

Andhra Pradesh 1.03 0.93 9.23 7.71 1.08 1.07 481 5.18

Assam 1.30 1.22 3.95 474 1.35 1.23 2.46 2.92

Bihar 113 1.14 476 558 112 1.10 3.26 3.63

Guijarat 117 1.03 9.27 9.26 121 1.03 6.27 6.14

Haryana 1.08 0.98 8.80 8.20 1.08 1.07 4.09 4.42

Karnataka 1.14 1.07 10.11 10.84 1.22 1.13 5.53 6.45

Kerala 117 1.08 10.46 11.60 1.23 114 6.72 8.03

Madhya Pradesh 1.13 1.08 6.87 7.33 0.99 0.98 3.37 3.25

Maharashtra 1.03 0.98 8.79 8.52 1.00 0.95 5.59 5.12

Orissa 1.32 117 4.93 5.60 1.30 1.25 2.75 3.59

Punjab 0.96 0.92 8.09 7.23 0.98 0.93 3.71 3.34

Rajasthan 1.10 1.07 7.09 7.70 1.02 1.00 4.06 4,02

Tamil Nadu 1.05 1.03 10.65 11.06 1.06 1.02 7.01 7.25

Uttar Pradesh 1.17 1.10 5.65 6.18 1.14 1.09 3.03 3.27

West Bengal 1.19 0.98 6.23 5.85 117 1.02 3.62 3.62
Note : See note to Table 4.3.

Source : Computed using data on taxes from State Budget documents and net state domestic product from National Accounts Statistics.
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improve their efficiency and thereby enhance the
capacity to generate returns on Government
investments. Non-tax revenue of the Central
Government as a proportion to GDP recorded an
improvement from 2.1 per cent in 1990-91 to 3.0 per
cent in 2001-02 (Chart IV.5). The trends in components
of non-tax revenue reveal that increase in dividend
and profits, and economic services, fully account for
the improvement in Centre’s collection of non-tax
revenue, as growth in other components continued to
be stagnant during the reform period. Surplus transfers
from the Reserve Bank, which is a major component
of dividend and profits, increased from Rs.210 crore
in 1990-91 to Rs.10,320 crore in 2001-02, thereby
raising its share in the total from 1.8 per cent to 15.2
per cent (Table 4.5). The size of the transfer from the
Reserve Bank, inter alia, grew on account of earnings
from the deployment of foreign currency assets,
conversion of 4.6 per cent Treasury Bills into
marketable securities and discontinuation of the
practice of crediting large sums to the National
Industrial Credit (LTO) Fund.

Chart 1V.5: Non-Tax Revenue
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Table 4.5: Composition of Non-Tax Revenue of
the Central Government

4.43 For the States, the decline in the non-tax to
GDP ratio was from 1.6 per cent in 1990-91 to 1.4
per cent in 2001-02 (Chart 1V.5). No significant
changes in their composition are discernible, barring
a rise in the share of interest receipts and a distinct
fall in the share of economic services (Table 4.6).

Table 4.6: Composition of Own Non-Tax Revenue
of State Governments

(Per cent)

Non tax revenue 1980s 1990-91 1996-97 2000-01

1 2 3 4
Interest Receipts 28.2 26.0 347 36.4
Dividends and profit 0.5 0.4 0.7 0.5
General Services 129 20.7 22.6 194
Social Services 8.2 6.3 51 7.3
Economic Services 50.2 46.6 36.9 36.4

Source: State Governments Budgets.

4.44 The inability to raise user charges has been
relatively more pressing for States than the Centre.
The States account for nearly three-fourth of total
spending on social services, and more than half of
the total spending on economic services provided
by the Government sector. User charges recovered
from such services are much lower as compared
with spending on such accounts. Our estimates of
user charges for various services rendered by the
State Governments indicate that cost recovery for
education during the 1990s has been lowest at 1.2
per cent, followed by health (4.7 per cent) and
irrigation (8.5 per cent), without any firm indication
of improvement during the reform period.®

4.45 Apart from low user charges on the services
rendered by the Government, the sluggishness in
non-tax revenue also follows from continuing
inadequate returns on public investment. The
outstanding investment in Central PSUs amounted
to Rs.3,03,400 crore as at end-March 2000. The
State Governments’ investment amounted to nearly
Rs.75,000 crore in statutory corporations and another

P t . -
(Per cent) Rs.42,000 crore in the Government companies as

e 1980s 1990-01 1996-97 2001-02 at end-March 1999. In the case of Central PSUs,
" — 6851 72: 67;’ 52: although returns on capital employed have improved
- Interest Receipts ’ : : : from a low level of 2.5 per cent in the 1980s to 2.8
2. Dividends & Profits 8.2 6.5 11.8 255 .

NS per cent in the early 1990s and further to around

Reserve Bank Profits 41 18 46 152 5.0 per cent in the latter half of the 1990s, dividends
3.  General Services 35 4.2 4.0 4.2 from PSUs remain inadequate to finance future
4. Social Services 3.2 0.5 0.4 0.4
5. Economic Services 9.0 72102 137 6. User charges have been estimated as percentages of non-
6. Fiscal Services 5.5 26 13 0.5 tax revenue to non-plan revenue expenditure. Data have
Source : Union Government Budgets. been sourced from State Government Budget Documents.
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Chart IV.6: Trends in Returns on Investment in
Central PSUs and Interest Cost
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Source:

investment opportunities through internal finance
(Chart IV.6). Beside operational inefficiency, the poor
returns on investments in, both, Central and State
PSUs also reflect the limitations of pricing policies
as well as heavy implicit and explicit subsidies
(Box IV.1).

4.46 In the case of State-level enterprises, returns
do not cover even a fraction of their cost of funds
(Government of India, 2000c). Capital invested in SEBs
account for the bulk of investments made by the State
Governments. Although the Electricity (Supply) Act,
1948 requires SEBs to earn a minimum yield of 3
per cent on their net fixed assets, they have rather
registered a persistent negative return over the years
(Box IV.2). The State Road Transport Undertakings
(SRTUs), the other segment attracting major public

investments, have also been a drag on the State
budgets.

Resource Transfer to States from the Centre

4.47 In addition to States’ own tax and non-tax
revenue, the resource base of State Governments
also includes transfers from the Central Government
in the form of devolution of Central taxes and grants-
in-aid and contribution. Both forms of transfers to
States have decelerated over time. Although
successive Finance Commissions recommended
devolution of higher amounts through either upward
revisions of the coverage of the shareable items, or
by increasing the magnitude of the States’ share
(Tenth Finance Commission, 1994), the quantum of
funds transferred to States as a ratio to GDP has
been lower in the 1990s as compared to that of the
1980s, reflecting sluggishness or lower buoyancy of
Central taxes (Chart IV.7). The Centre-State tax
sharing system has been pointed out as one of the
factors having disincentive and efficiency reducing
effects on tax collection (Srinivasan, 2000). The main
argument here is that the Centre’s efforts in collecting
income tax, which is to be shared, would be less
vigorous than in the case of custom duties, which
accrue fully to the Central Government. The
argument, however, does not receive support from
the observed recent trends. Buoyancies of direct taxes
estimated above showed marked improvement while
that of custom duties slumped sharply during the
reform period. Moreover, changes in the transfer
formula by the Eleventh Finance Commission, 2000,
has further reduced this possible bias, as all the
taxes have become shareable with effect from
2000-01.

Box V.1
Fiscal Impact of the Operations of Public Sector Undertakings

Public sector undertakings (PSUs), wholly or partially owned by
the Government, affect the fiscal position of the Government
through their operations. While PSUs contribute to the exchequer
by way of dividend payments, interest payments and through
indirect taxes and other duties, there are also transfers of funds
from the exchequer to the PSUs in the form of budgetary support.
These modes of transfer reflect explicit impact of PSU operations
on the fiscal position of the Government. There are also other
implicit transfers through tax and subsidies embedded in the
policies of the Government. For instance, a PSU enjoying
monopoly status due to entry restrictions and pricing its products
on cost plus basis generally amounts to an implicit tax on the
public and subsidy to the PSU. On the other hand, provision of
commodities to a select clientele or segment of the population at
a price less than the cost would amount to a implicit subsidy to
the public and a tax on the PSUs.

The fiscal impact of PSU operations depends upon, both, the
efficiency levels and government policies. An efficient PSU may
not only generate internal resource to finance its capital needs,
but may also generate surpluses for the exchequer. On the other
hand, a poor performer may be a drag on the finances of the
Government. Besides efficiency, ability of the enterprise to
generate surpluses/internal resources is also intimately linked with
the policies of the Government. Implicit tax or subsidies can
constrain or enhance the ability of the enterprise to generate
additional resources. Owing to implicit subsidies to the public, an
enterprise efficient otherwise can turn into a financial drag in
explicit terms whereas an inefficient enterprise owing to implicit
tax on the public can generate surpluses for the exchequer.
Therefore, any valid assessment of the fiscal impact of the
operations of the PSUs should essentially take into account both
the explicit and implicit aspects of the transactions/transfers
between the Government and the PSUs.
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Box V.2
The Operation of State Electricity Boards (SEBs) and State Finances

Poor financial performance of public sector undertakings (PSUs)
has been the most debilitating drag on the public finances in India,
as a large amount of budgetary funds are locked in these
enterprises. Investment in these enterprises takes the form of equity
as well as loans (Government of India, 2000). As on March 31,
2001, there were 834 State level PSUs, and total investment in them
was estimated at Rs.1,72,198 crore. The State Electricity Boards
(SEBs) account for the bulk of the States’ investments in PSUs.

Far from yielding three per cent rate of return on their net fixed
assets as stipulated in the Electricity (Supply) Act, 1948, the SEBs
registered a negative return of 12.7 per cent on their capital in
1992-93, which went up to 43.1 per cent in 1999-2000, revealing
a steady deterioration. The commercial losses of SEBs increased
from Rs.3,083 crore in 1990-91 to Rs.26,343 crore in 1999-2000.
The deteriorating financial position of SEBs has been due mainly
to a high level of receivables (about 33 per cent of annual revenue
in 1999-2000), low plant load factor (67.3 per cent in 1999-2000
as against an ideal PLF of 80 per cent and above), high
transmission and distribution (T&D) losses (31 per cent in 1999-
2000, as against about 10 per cent in advanced countries),
irrational pricing policy (recovery rate of 67.8 per cent of cost of
power supply in 1999-2000), high share of establishment and
administration costs in total cost (13.3 per cent in 1999-2000).

Most of the SEBs are in severe financial stress. As a result, they
have not been able to pay for the power, equipment and raw
material supplied to them by Central Public Sector Undertakings
(CPSUs). Their total outstanding dues to CPSUs have risen to
more than Rs.41,000 crore as on February 28, 2001.The
operations of SEBs have also impacted State finances significantly.
The subsidies provided by the State Governments to partly
compensate the SEBs for the subsidised sale of electricity to
agriculture and domestic sectors increased from Rs.3,182 crore
in 1992-93 to Rs.11,265 crore in 1999-2000 (Government of India,
2002c). State Governments have also been providing guarantees
in respect of SEBs’ loans from Power Finance Corporation, Life
Insurance Corporation, General Insurance Corporation, Unit Trust
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of India and Rural Electrification Corporation and payment
assurances to private power projects for sale of electricity to SEBs.
These guarantees have exposed the States to fiscal risk, as in
the event of default, these guarantees will have to be taken on
States’ budgets, which will impact their finances further.

The ‘Expert Group on SEBs’ Outstanding Dues’ (Chairman: Montek
Singh Ahluwalia) submitted its report in May 2001, which was
endorsed by the Empowered Group of Chief Ministers in March
2002. As per the recommendations of the Empowered Group, the
outstanding dues of SEBs to the CPSUs amounting to about
Rs.44,000 crore as on September 30, 2001 were to be taken on
State Governments’ account and securitised by the concerned
States through a one-time settlement by issuing tax-free bonds with
coupon rate of 8.5 per cent to CPSUs, along with the clear
understanding that SEBs will henceforth pay their current dues to
CPSUs. This was to enable SEBs to clean up their books and raise
resources to fund their development schemes. In addition, this would
also meet equity requirements of CPSUs and leverage them for
their expansion schemes. The scheme is making headway as a
substantial number of State Governments have consented to it in
the context of meeting payment obligations of SEBs to National
Thermal Power Corporation (NTPC), the CPSU which has the
largest accumulated receivables from SEBs and successive utilities.

This scheme will, however, further impact the State finances as
the State Governments will be required to make provision for
meeting debt service obligations for the bonds issued to CPSUs
on the one hand and ensuring payment of SEBs’ current dues to
CPSUs on the other in their budgets in the coming years.

As a medium-term strategy to make SEBs viable, it is useful to
adopt cost-based pricing for each consumer segment and to raise
the average tariff levels as recommended by the Report of the
Expert Group on Commercialisation of Infrastructure Projects
(NCAER, 1996). Further reforms in this area could also include
introduction of ‘time-of-day’ pricing, explicit targeting of subsidies
and ‘power pooling’ arrangement.

4.48 To sum up, the sluggishness in Central
Government revenues was largely the result of lower
buoyancy of indirect taxes caused by cut in tax rates
without adequate expansion in the tax base. The
inadequate growth in States’ revenue, on the other
hand, was the result of their inability to levy
appropriate user charges and tax the services sector,
combined with lower Central transfers due to falling
tax buoyancy.

Trends in Expenditure

4.49 Government consumption and investment
spending constitute an important part of aggregate
demand in the economy. It influences growth through
several channels. An increase in public spending on
physical capital could positively influence the long-term
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Chart 1V.8: Expenditure Pattern of Central and State Governments
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growth. The impact of such spending in human capital
formation could be larger but benefits require longer
gestation period. So is the case with Government
spending on research and development (R&D). As
such, any programme of stabilisation-cum-adjustment,
has to give considerable attention to the expenditure
side of fiscal restructuring. It is important to plan
expenditure reduction while improving quality of public
spending to aim simultaneously at supporting growth
with equity and improving fiscal balances. In India,
expenditure/GDP ratio of the Centre had risen from
about 12.3 per cent in 1970-71 to around 20 per cent
in the latter half of the 1980s. This had placed a
difficult burden on budgetary balances. With a view to
narrowing down the fiscal gap, particularly by bridging
the revenue deficit, a cut in current expenditure was
considered essential.

450 The steps taken to compress expenditure led
to a reduction in the size of overall public expenditure
as a ratio to GDP in the initial years of the 1990s.
The combined expenditure of Centre and State
Governments as a ratio to GDP declined from 28.8
per cent in 1990-91 to 25.1 per cent in 1996-97.

However, the trend reversed and the expenditure to
GDP ratio once again began to follow an upward
movement after 1996-97 and reached 29.5 per cent
in 2001-02. Furthermore, the efforts to augment
investment expenditure by cutting consumption
expenditure did not materialise. This was due to the
fact that at, both, the national and sub-national levels
of Government, expenditure correction was brought
about mainly through cut in capital expenditure.
Between 1990-91 to 1996-97, although combined
revenue expenditure fell by 1.2 percentage points, it
increased again by about 3.6 percentage points
between 1996-97 and 2001-02. On the other hand,
there was a steep fall of 2.5 percentage points in the
capital expenditure to GDP ratio between 1990-91 and
1996-97, though it rose marginally by 0.8 percentage
point between 1996-97 to 2001-02. Thus, since the
beginning of the 1990s upto 2001-02, while the
revenue expenditure to GDP ratio increased from 22.8
per cent to 25.2 per cent, the capital expenditure to

Table 4.7: Trends in Government Expenditure

(Percentage to GDP)
1980s 1990-91 1997-98

to to

1996-97 2001-02

1 2 3 4

Centre Total Expenditure 17.74 16.29 15.59
Revenue Expenditure 11.49 12.28 12.70

Capital Expenditure 6.25 401 2.89

States Total Expenditure 15.90 15.64 15.77
Revenue Expenditure 11.61 12.67 13.07

Capital Expenditure 4.29 297 2.70

Combined Total Expenditure 28.84 26.01 27.68
Revenue Expenditure 20.62 22.20 23.73

Capital Expenditure 8.23 481 3.95

Source : Union and State Governments' Budgets.
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GDP ratio declined from 6.0 per cent to 4.4 per cent
(Chart 1V.8, Table 4.7). The deterioration in capital
expenditure contributed to the decline in the share of
public investment from 9.3 per cent of GDP in 1990-
91 to 6.3 per cent in 2001-02.

451 The major contributing factor imparting a
downward rigidity to the revenue expenditure relates
to items of committed expenditure, of which, interest
payments and expenditure on wages and salaries are
prominent. Interest payments as a ratio to GDP
increased from 3.8 per cent in 1990-91 to 4.7 per
cent in 2001-02 for the Central Government, while for
the States, the corresponding rise was steeper from
1.5 per cent to 2.8 per cent (Chart 1V.9). During the
phase of fiscal consolidation, even though the debt to
GDP ratio for the Central and State Governments fell
from 61.7 per cent in 1990-91 to 56.5 per cent in
1996-97, the rise in the weighted average interest rate
on Central Government and State Governments
market borrowings, following the progressive alignment
of coupon rates with market interest rates, led to the
rise in interest payments. On the other hand, in the
latter half of the 1990s, though the cost of borrowings
declined consistently due to fall in market interest
rates, interest payments continued to rise unabated.
This essentially reflects the impact of sizeable
outstanding liabilities contracted at higher interest rates
during the first half of the 1990s, and also the return
to rising deficit, and consequent, increase in public
debt to GDP ratio to 71.1 per cent by 2001-02.

4.52 The rising wage bill has been considered as
an important element in fiscal deterioration in recent

years. One view is that the rise in spending on wages
and salaries and pension was the prime factor for the
abnormal rise in revenue expenditure during the 1990s
(Acharya, 2001; Rao, 2000). The Eleventh Finance
Commission (EFC), on the other hand, notes that the
surge in revenue expenditure towards the late 1990s
cannot be attributed only to salary and pension
revision, though it led to immediate and acute fiscal
stress all round (Government of India, 2000c). A
similar view is expressed by Mohan (2000) who notes
that, for the Central Government, spending on salaries
and pension as a proportion to GDP during the 1990s
was much lower than that in the 1980s.

4.53 The growth in Central Government spending
on wages and salaries and pension was restrained
during the period from 1990-91 to 1996-97. As a
proportion to GDP, it dropped by around 0.8
percentage point. With the implementation of the Fifth
Pay Commission award towards the late 1990s, the
wage bill could not be kept constricted (Chart 1V.10).
Though the present expenditure on salaries and
pensions for the Central Government employees as a
percentage to GDP is still lower than it was at the
end of the 1980s, the sharp rising trend is worrisome.
It may be added that with downsizing of the
Government as part of the reform process, the share
of its wage bill in GDP should decline substantially.

As liberalisation of the economy puts upward pressure
on wage rates in competitive sectors that attract fresh
domestic and foreign capital, preferred strategy would
be to redeploy the surplus labour from the public
sector to more productive sectors. This will reduce
the wage bill burden in a much more meaningful way.
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4.54 Downward rigidity has also been discernible in
expenditure on subsidies, which is another major
constituent of the revenue expenditure. Subsidies are
an important policy instrument. Apart from impacting
the expenditure side of the fisc, these affect domestic
resource allocation, income distribution and
expenditure efficiency. Subsidies can also affect
international competitiveness by introducing distortions
in international trade. Apart from providing implicit
subsidies through under-pricing of public goods and
services, Governments also extend subsidies explicitly
on items such as exports, interest on loans, food and
fertilisers. Owing to the conscious efforts made by the
Government, total explicit subsidies of the Central
Government, which constituted 2.14 per cent of GDP
in 1990-91 were reduced to nearly 1 per cent by 1995-
96. Cut in subsidies in the beginning of the reform
period was brought about largely through the phasing
out of export subsidies (cash compensatory support)
which amounted to nearly Rs. 2,750 crore (0.5 per
cent of GDP) in the year 1990-91. During the second
half of the 1990s, the size of subsidies again started
rising and increased to 1.36 per cent of GDP by
2001-02 (Table 4.8).

Table 4.8: Central Government Expenditure on
Subsidies — Major Heads

(Figures in rupees crore)

Year Food Fertilisers Interest Exports Total
1 2 3 4 5

1990-91 2,450 4,389 379 2,742 12,158
(0.43) (0.77)  (0.07) (0.48) (2.14)

1995-96 5377 6,735 34 318 12,666
(0.45) (0.57) (=) (0.03) (1.07)

2001-02 17,499 12,595 210 N.A. 31,207
(0.76) (0.55) (0.01) (1.36)

Figures in parentheses are ratios to GDP.
— negligible.
Source: Union Government Budgets.

4,55 Details on State Government subsidies are not
available in their budget documents but the indications
are that the trend is similar to that of the Central
Government, as reflected from the quantum of
subsidies extended to some of the SEBs by the
respective State Governments (Chart 1V.11).

4,56 The downward inflexibility in the subsidies was
essentially on account of the growing size of food
subsidy, which recorded nearly a six-fold rise over the
reform period. It has been observed that a sizeable

proportion of food subsidy is due to the carrying cost
of the food stock (Balakrishnan and Ramaswami,
2000). Thus, a significant part of subsidies goes to
make up for the inefficiencies embedded in institutional
arrangements meant for providing subsidy rather than
benefiting the targeted group. Although subsidies are
extended by the Government on the grounds that the
poor are benefited, evidence shows that impact on
poverty and nutritional status of the population is very
limited (Srinivasan, 2000; Government of India, 1997).
Expressing similar concerns, it has been stated that
the argument that subsidies are meant for the poor
has little basis in actual practice. The better-off
sections of the society consume most of such services
(Mohan, 2000). It has been shown that during 1986-
87, the public distribution system (PDS) and other
consumer subsidy programmes accounted for less
than 2.7 per cent of per capita expenditure of the
poor in rural areas and 3.2 per cent in urban areas
(Radhakrishna and Subbarao, 1997). This indicates
that phasing out of subsidies would have a very limited
impact on the poor and less so in rural areas.
However, there is a need for ensuring safety-net for

the poor segment of population, whose ability to adjust _EE_

to areas of work in the face of restructuring is rather
limited. In order to ensure availability of food to the
poor, the Government launched the Targeted Public
Distribution System (TPDS) in June 1997. The Scheme
was targeted to families Below Poverty Line (BPL)/
Antyodaya Anna Yojana (AAY) families in a transparent
and accountable manner. The ability of the scheme
to make a lasting dent on poverty would depend on
the ability to create adequate entitlements through
employment opportunities for the poor. Such policies
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would support income improvement without the burden
of large fiscal subsidies.

457 In sum, it seems that the reversal in
expenditure correction followed from the downward
rigidity in consumption expenditure, particularly, in
the interest payments for both the Central and the
State Governments. The pay revision in the late
1990s further compounded the problem, while
provision of subsidies continued to remain inefficient.
In the event, capital expenditure had to bear the
brunt of restraint placed on expenditure.

Restructuring of Public Sector

458 A major source of revenue imbalances,
reflected in dissaving of the public sector is rooted in
the poor profitability of the PSUs. The operations of
PSUs have been on non-commercial lines. The returns
on capital invested by the Government have been low.
As a result, adequate resources in the form of profit
and dividends are not forthcoming. With poor internal
resource generation, PSUs had to depend on external
financing from budgetary and non-budgetary sources.

459 Against this backdrop, public sector
restructuring had two-fold objectives - to provide fiscal
support to the Government in terms of additional
resources and to improve the efficiency of these
enterprises. Given the need to expand activities such
as education, health and medicine, it was envisaged
that substantial additional resources could be
generated through a programmed disinvestment of
some PSUs. With disinvestment, private shareholders
are expected to enhance discipline by their monitoring.
Managers, who act as agents of the shareholders,
are forced to act in their interests by increasing the
value of the firm. This would transform the PSUs on
more efficient lines.

4.60 During the 1990s, there was a significant
decline in the budgetary support available to the
PSUs. Budgetary support to the total capital
expenditure of Central Government PSUs declined
sharply from 39.7 per cent during the Seventh Plan
period to 12.7 per cent during the Eighth Plan
period and further to 11.9 per cent by 1998-99 (Table
4.9). Furthermore, allocation of SLR bonds was
completely phased out and the issue of tax-free and
Government guaranteed bonds was also considerably
reduced.

Table 4.9: Explicit Fiscal Impact of Operations of
Public Sector Undertakings

(Rs. crore)
Item Seventh Eighth 1998-99
Plan Plan

1 2 3

Net Internal Resources 20,755 64,761 19,295
(32.3) (42.3) (53.9)

Extra Budgetary Resources 18,054 68,766 12,281
(28.1) (45.0) (34.2)

Budgetary Support 25,537 19,455 4.250
(39.7) (12.7) (11.9)

Note : Figures in parentheses are percentages to the total.

Source : Public Sector Enterprises Survey, various issues.

4.61 Although there is a considerable improvement
as regards the direct impact of PSU operations on
the budget, they continue to be a drag on the fisc. As
stated earlier, the returns on the investment in these
units do not cover even the cost of borrowed funds
invested by the Government in these units. The profits
after tax earned by PSUs on their capital are far lower
than the implied average interest rate paid by the
Central Government on its outstanding domestic
liabilities (Table 4.10). Moreover, aggregate profitability
measure is a bit misleading since it includes State oil
and petroleum monopolies. Even for PSUs, which
compete with the private enterprises, the returns have
been generally lower than that of the competing firms
in the private sector.

Table 4.10: Performance Indicators of
Public Sector Undertakings

Year Capital Profit Returns on Average

Employed after Tax Capital Interest

(Rs. Crore) (Rs. Crore) (per cent) Paid by

Government

(per cent)

1 2 3 4

1980s 43,575 1,379 25 7.0

1990-91 to 1,36,439 3,974 2.8 8.8
1995-96

1996-97 to 2,62,400 12,925 4.9 10.2
2001-02

Source: Economic Survey, Government of India, various issues.

4.62 The programme of divestment in PSUs had
slippages due to pricing problems and sluggishness
of the capital market in the late 1990s. Targets set
for divestments could not be achieved in most of the
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years (barring 1991-92, 1994-95 and 1998-99) during
the decade of the 1990s (Chart IV.12). Since 1991-
92, Government equity has been divested in 48 units
and strategic sale was undertaken in another 16
units. Of the total amount of Rs.78,300 crore targeted
to be mobilised through divestments/strategic sale,
Rs.30,917 crore could be realised up to March 31,
2002. Initially the Government (with the exception of
Modern Foods) sold only minority stakes in different
PSUs. However, since 2000, the Government began
strategic sales as these were judged to be revenue
enhancing and signalled commitment to enhanced
efficiency that transfer of management could bring
about. To establish a systematic policy approach to
disinvestments and privatisation and give fresh
impetus to strategic sales of identified PSUs, the
Government has established a new Department for
Disinvestment.

Chart IV.12: Diginvastment Pragramme
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4.63 Efforts to phase out inefficient PSUs were also
made at the State level. According to available
information from the Ministry of Disinvestment, 19
States have identified 290 State-level public
enterprises for disinvestments; restructuring or closure
has been initiated in 221 of these enterprises. So far,
69 units have been closed down, while 33 units have
been privatised. It may be mentioned that an
approximately 919 State-level public enterprises have
run an accumulated loss of Rs.23,377 crore by end-
March 2001. Furthermore, 409 out of these 919
enterprises are loss making, while 180 are non-
working. The implicit subsidies in State-level
enterprises are known to have risen substantially since
the mid-1980s. In this context, there is a need to take
the disinvestment programme for State enterprises on
an accelerated footing.

Monetary-Fiscal Coordination

4.64 As stated earlier, the growing fiscal deficit
during the pre-reform period was increasingly financed
through the pre-emption of institutional resources at
sub-market rates by progressive increase in SLR and
monetisation by the Reserve Bank. These
developments eventually resulted in crowding out of
private investment, growing financial repression and
imposed constraints on the conduct of monetary policy.
Thus, the efforts towards better monetary-fiscal
coordination were aimed at elimination of automatic
monetisation by the Reserve Bank and movement
away from financial repression through the reduction
in statutory pre-emption of banks and long-term
resources to allow a level-playing field to private
investors. With these underlying objectives, a series
of structural and institutional reforms were initiated
during the 1990s which, inter alia, included aligning
coupon rates on Government securities with market
interest rates, introduction of auction system,
introduction of system of primary dealers and setting
up of DvP system. These measures resulted in the
emergence of an active, wide and deep Government
securities market and paved the way for complete
elimination of automatic monetisation and substantial
lowering of statutory pre-emption of institutional
resources by the Government.

4.65 These developments were also reflected in the
structural change in the financing pattern of fiscal deficit
during the reform period - with a marked shift towards
market borrowings. Accordingly, the share of market
borrowings, which constituted 26.9 per cent of gross
fiscal deficit (GFD) in the 1980s rose sharply to 59.1
per cent in the latter half of the 1990s and financed
about 70 per cent of the GFD by 2001-02. On the other
hand, ad hoc Treasury Bills which financed a sizeable
proportion of GFD, both in the 1980s and in the 1990s
upto 1996-97, no longer exist as a financing item with
their replacement by WMA in 1997-98. Similarly, the
share of external finance which was around 10 per cent
in the 1980s also came down sharply to an average of
2.9 per cent during 1997-98 to 2001-02. The share of
other liabilities has been relatively stable and averaged
around 40.0 per cent, both, in the 1980s as well as in
the 1990s (Chart 1V.13).

4.66 In case of State Governments, the fiscal gap
is financed by way of loans from the Centre, small
savings and market borrowings. Like the Central
Government, the share of market borrowings in
financing GFD of States has steadily increased. The
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Chart IV, 13: Flnanclag Pattarn of
Central Government's Fiscal Deficit
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financing pattern of the GFD indicates that, on an
average, the share of loans from the Centre and small
savings declined from 51.9 per cent and 37.1 per cent,
respectively, in the 1980s to 47.5 per cent and 36.6
per cent, respectively, during the 1990s.” The share
of market borrowings rose from 11.0 per cent to 15.8
per cent between these two periods (Chart 1V.14).

4.67 The growing reliance on market borrowing for
financing the fiscal deficit has been accompanied by
restraint on reserve money growth and moderation of
inflationary pressure. This has also had the effect of
raising interest payments. In order for the strategy to
finance fiscal deficit through borrowings at market

Chart IV.14: Financlng Pattern of States’ Fizcal Defleit
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7. Figures from 1990-2000 have been adjusted for new
accounting procedure owing to creation of National Small
Savings Fund (NSSF) so as to make the data for the 1980s
and the 1990s comparable.

related rates to have a favourable macroeconomic
impact, some discipline on growth of the fiscal deficit
is necessary.

4.68 In addition to borrowings to finance the fiscal
deficit, Governments, both at the Centre and State
levels, also avail WMA from the Reserve Bank to bridge
short-term mismatches in revenue and expenditure.
While WMA is envisaged to be a short-term funding, in
many States, it is continuously rolled over. In this
context, the Report of the Advisory Committee on WMA
to State Governments (Chairman: C. Ramachandran)
has noted that WMA has assumed the form of a long-
term financing facility in many States with the
progressive deterioration in their fiscal balances over
the years (RBI, 2003). The Committee has
recommended that States need to use the facility of
WMA only for meeting the temporary liquidity
mismatches rather than as a near budgetary resource.

Public Debt

4.69 The objective of fiscal reforms to prevent further
accumulation of public debt is intimately linked to the
objective of reining in the fiscal deficit. Since the public
debt of the Government is broadly the accumulation
of liabilities created by the Government to finance its
deficit over the years, debt parameters in general move
in tandem with the trends in fiscal deficit. Thus,
reflecting the downward rigidity in the fiscal deficit,
the objective to curtail growth of public debt was also
not achieved, particularly since the mid-1990s. The
outstanding debt of the Government sector as a
proportion to GDP after witnessing improvement from
61.7 per cent in 1990-91 to 56.5 per cent in 1996-97
rose once again, and by the year 2000-01, the debt-
GDP ratio at 66.4 per cent exceeded the level at the
beginning of the reform process.

4.70 Although the primary deficit declined in the
1990s as compared to that in the 1980s, the growth
in debt-service burden as a result of growing reliance
on high cost market borrowings largely contributed to
the downward inflexibility in the debt-GDP ratio. The
weighted average interest rate on Central Government
securities almost doubled from 7.03 per cent in 1980-
81 to a peak level of 13.75 per cent in 1995-96. Since
then the interest rates have declined gradually to 11.77
per cent in 1999-2000 and further to 9.44 per cent in
2001-02. Moreover, the higher implicit cost of
borrowings through small savings and provident funds,
owing to tax concessions, also placed additional
burden on Government resources.

4.71 In addition to the size of debt appearing on
the budget/balance sheets of the Governments, there
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has been a steep rise in the off-budget liabilities
arising on account of guarantees extended by the
Governments. The guarantees given by the combined
Government rose in nominal terms from Rs.1,00,603
crore as at end-March 1993 to Rs.2,61,975 crore as
at end-March 2002, though as a ratio to GDP they
declined from 13.4 per cent to 11.4 per cent during
the same period. The Central Government outstanding
guarantees increased from Rs.58,088 crore in 1993
to Rs.95,859 crore in 2002. As a percentage of GDP,
these guarantees dropped from 7.8 per cent to 4.2
per cent over the same period. Thus, in terms of
contingent liabilities, there are clear signs of fiscal
prudence by the Centre in the reform period. In
contrast, State Governments’ (17 major States)
outstanding guarantees increased sharply from
Rs.42,515 crore in 1993, comprising 5.7 per cent of
GDP, to Rs.1,66,116 crore in 2002, comprising 7.2
per cent of GDP ( Table 4.11).

recommendation of the Technical Committee on State
Government Guarantees (1999). Besides, some States
have also taken decision to charge guarantee
commission on outstanding guaranteed amount.

IV ASSESSMENT AND ISSUES

4.74 The conceived strategy of fiscal consolidation
as reflected in various official pronouncements focused
on compressing consumption expenditure and
augmenting revenue. This is akin to ‘Type 1" approach
of fiscal consolidation experimented elsewhere as
enumerated in Alessina and Perotti (1996). In terms
of actual outcome, however, the adjustment was
predominantly brought through cuts in capital
expenditure. This is similar to Alessina and Perotti's
‘Type 2' approach, though the essential difference in
the Indian case has been that household taxes have
been reduced but the tax base has not widened
significantly. The inability to effect a large cut in

Table 4.11: Outstanding Government Guarantees

(Amount in Rs. crore)

Year Centre States Total
Amount % to GDP Amount % to GDP Amount % to GDP
1 2 3 4 5 6
1993 58,088 7.8 42,515 5.7 1,00,603 134
1994 62,834 7.3 48,866 5.7 1,11,700 13.0
1995 62,468 6.2 48,479 4.8 1,10,947 11.0
1996 65,573 55 52,631 4.4 1,18,204 9.6
1997 69,748 5.1 63,409 4.6 1,33,157 9.7
1998 73,877 4.9 73,751 4.8 1,47,628 9.7
1999 74,606 4.3 97,454 5.6 1,72,060 9.9
2000 83,954 4.3 1,32,029 6.8 2,15,983 11.2
2001 86,862 4.1 1,68,712 8.0 2,55,574 121
2002 95,859 4.2 1,66,116 7.2 2,61,975 114

Sources :1. Data on Centre’s guarantees are sourced from finance accounts and budget documents of the Central Government.
2. Data on States’ guarantees are based on information received from State Governments. Data pertain to 17 major States.

4.72 A rise in contingent liabilities, particularly in
case of State Governments, essentially reflects the
practice followed by the State Governments to set up
corporations to borrow from the market to undertake
departmental jobs. In view of low user charges and
inefficient operations of PSUs, these contingent
liabilities are a potential threat to the stability and
sustainability of the fiscal system.

4.73 To overcome such disquieting trends in State
Governments’ finances, many States in their budgets
have initiated fiscal measures such as setting up of
consolidated sinking fund, guarantee redemption fund,
statutory and administrative limits on guarantees and
restructuring of PSUs. This follows the

consumption component of expenditure resulted in an
increasing proportion of borrowed funds being pre-
empted by such expenditure. This could slow down
future revenue growth. Inadequate returns on
Government expenditure get reflected in rising debt-
service obligations. This gives rise to the emergence
of a vicious cycle of deficit and debt.

4.75 The detailed analysis of the fiscal performance
during the reform period drew attention to the
downward rigidity in current expenditure. In the face
of sluggish revenue growth, this results in a persistent
increase in revenue deficit. This has been a critical
factor in the resurgence of fiscal deficit during the
latter half of the 1990s. Although the tax reform
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measures initiated have imparted rationality to the
tax structure, the revenue buoyancy expected through
a Laffer-curve effect has not come through. This is
because cuts in indirect tax rates were not
accompanied by removal of concessions and
exemptions. Therefore, there has been neither
significant increase in the tax base nor has tax
compliance improved. With the result, the improvement
in direct tax collection on account of an expansion of
tax base and perhaps better compliance was not
adequate to compensate the drop in customs and
excise duty collections. Eventually, the tax-GDP ratio
suffered deterioration during the reform period. The
non-tax revenue of the Centre as a proportion to
GDP recorded some rise, whereas the same in the
case of States registered a decline during the 1990s.
Poor cost recovery for the services provided by the
Governments has been responsible for this trend.
Inadequate progress in public sector restructuring,
specifically reflected in the inability to raise user
charges and continued low returns on investments,
have also resulted in stagnation in non-tax revenue
at, both, the Central and State Governments level.
Thus, on the whole, reforms did not result in adequate
pick up in revenue growth in relation to growing
expenditure requirement during the 1990s.

4.76 The faster growth in committed expenditure
like interest payments, wages and salaries and
subsidies has imparted downward inflexibility in
revenue expenditure. More importantly, expenditure
on interest payments continued to grow unabated,
reflecting the impact of sizeable outstanding liabilities
contracted at higher interest rates in the first half of
the 1990s.

4.77 Progress towards better fiscal-monetary
coordination during the reform period was an important
achievement. The major policy initiative in this direction
was the elimination of automatic monetisation of
Central Government fiscal deficit. This, together with
structural and institutional reforms undertaken by the
Reserve Bank in the 1990s, has strengthened the
public debt management process enabling wider
market participation in the Government securities
market and significant reduction in the pre-emption of
institutional resources by the Government to finance
fiscal gap. The Government borrowings at market
related rates have intended to provide level-playing
field for the private investor. It was also expected to
induce fiscal discipline. The overall reform experience
has been that, while the public debt management has
been made market-based, fiscal deficits remain
unrestrained. Market based regime with unrestrained

fiscal deficit could worsen the fiscal situation. The
above development unfolds certain important issues
for the Indian fiscal system.

Emerging Issues

4.78 The analysis shows that the level of fiscal deficit
relative to GDP in India at present is higher than not
only that of most internationally comparable
benchmark levels (e.g. the Maastricht Treaty requires
fiscal deficit to be 3.0 per cent of GDP) but also the
levels recommended by the Eleventh Finance
Commission (6.5 per cent of GDP for Government
sector, 4.5 per cent for Central Government and 2.5
per cent for States). Furthermore, the present level
has also exceeded the levels witnessed on the eve of
the 1991 crisis. Notwithstanding these developments,
most other macroeconomic parameters have been
sustainable. As a result, the higher fiscal deficit has
not spilled over to the external sector. In this setting,
guestions have been raised whether the high fiscal
deficit should be a matter of much concern. A
judgement on this issue over a longer horizon would
have to factor in the possibility of adverse movements
in the interest rates and inflation rates.

4.79 An important observation that could be made
from a comparative analysis of the finances of the
Centre and State Governments is that deterioration
of finances during the latter part of the reform period
was much sharper for the States than that for the
Central Government. Although the growth of revenue
for the States and the Central Government was
comparable, expenditure growth was much steeper for
the States than that for the Central Government.
Consequently, the rise in fiscal deficit of States was
sharper than that of the Central Government. Data
show that during 1996-97 to 2001-02, States
accounted for more than half of the rise in the fiscal
deficit of the combined Government. In this context, it
is important to consider whether worsening fiscal
situation of States is on account of their own
operations or owing to the factors such as central
transfers and rising interest payments, which are not
fully under their control.

4.80 Another issue which emerges in the context of
downward rigidity exhibited by the fiscal deficit is the
rise in debt-GDP ratio. It needs to be reviewed whether
the fiscal stance and the debt accumulation process
is sustainable or not. This is particularly so as the
debt-servicing of market loans now accounts for more
than 70 per cent of the gross market borrowings.

4.81 As stated earlier, the underlying objective of
improving monetary-fiscal co-ordination by eliminating

v -22

&

&



IV - 23

4 Cc™m K

FISCAL POLICY

automatic monetisation and reducing pre-emption of
institutional resources was to contain crowding-out
arising from pre-emption of funds by the Government
and, thus, allow level-playing field to the private
investor. Although the Government at present borrows
from the market on equal terms with private borrowers,
the crowding-out effect of Government borrowings still
remains a critical issue in view of the high fiscal deficit.

4.82 In the context of role of fiscal policy in
reinvigorating growth, it needs to be recognised that
the fiscal stance affects output itself as well as the
variability of output. Imbalances between aggregate
demand and aggregate supply feed back into the
realised fiscal deficit. Given this simultaneity, an
important question is to examine the design of fiscal
policy to see whether fiscal policy automatically
smoothens the business cycle or discretionary
interventions are required. This aspect is usually
examined by looking at built-in automatic stabilisers
and by decomposing the actual fiscal deficit into a
structural component (unresponsive to cycles in the
economy) and a cyclical component (responsive to
cycles). Previous research has shown that fiscal
deficits in India have been predominantly structural
with cyclical component almost negligible (RBI, 2002).
This suggests that discretionary policy had an
important role to play in counter-cyclical measures in
the Indian context.

483 Of the above issues, three viz., (i)
macroeconomic impact of fiscal deficit, (ii) worsening
of State finances and (iii) debt-sustainability are
addressed in remaining part of the section.

Macroeconomic Impact of Fiscal Deficit

4.84 The high fiscal deficit and sharp increase in
the size of outstanding liabilities of the Government
during the 1990s did not have any adverse
macroeconomic impact as witnessed in the beginning
of the 1990s. This has led to the revival of the view
that higher fiscal deficits should not be a matter of
much concern. It is argued that fiscal deficits would
be inflationary only if the system is at full employment
or is characterised by supply bottlenecks in certain
sectors. Given the fact that there is excess industrial
capacity along with large food stocks, large foreign
exchange reserves and low inflation, a monetised
deficit is not only non-inflationary, but virtuous from
the point of view of growth (Chandrasekhar, 2000).

4.85 At the first look, the argument appears plausible
as it could be observed that the spill-over effect of
the high fiscal deficit in the external sector did not

occur. However, this period was marked by dampened
investment demand from the private sector with
recessionary conditions. The overall saving-investment
gap was narrowed as a result and this was reflected
in low current account deficit. Furthermore, the
recessionary conditions coupled with the availability
of sizeable forex reserves, large food stocks and
downward trend in global prices helped in containing
inflationary pressures in the Indian economy.
Continuing foreign exchange inflows and the
recessionary conditions enabled the Reserve Bank to
move to a softer interest rate regime in spite of a
rising fiscal deficit.

4.86 It has, however, been shown that while public
investment spending crowds in private investment and
is expansionary in nature, consumption spending by
the Government causes economic contraction (RBI,
2002). In fact, considerable scepticism has been
expressed towards the success of expansionary fiscal
policy, which does not consider the quality of
expenditure (Chelliah, 2001). The Report of the
Economic Advisory Council, Government of India,
2001 stresses that a high fiscal deficit, by raising real
interest rates, crowds out private investment as
Government borrowing is predominantly used to
finance the revenue deficits. Relying on the reduced
form evidence pertaining to the 1990s, fiscal expansion
in the Indian context is observed to be contractionary
(Khatri and Kochhar, 2002). It may be added that fiscal
consolidation in the first half of the 1990s was
accompanied by high income growth. Also, a
deterioration in fiscal position in the second half of
the 1990s occurred along with deceleration in income
growth. It has also been shown that in India, during
the eleven year period since 1986-87, an increase in
the Central Government’s fiscal deficit (inclusive of oil
pool account) by one per cent of GDP was associated
with a reduction in private corporate investment by
one per cent of GDP (Srinivasan, 2000).

4.87 It needs to be recognised that the fortuitous
conditions that have restricted the adverse
macroeconomic impact of high fiscal deficit are
transitory in nature. With a revival of economic activity,
spurred by a pick-up in the private investment demand,
rise in fiscal deficit could raise the saving-investment
gap and eventually raise interest rate and widen
current account deficit. The problem could be
compounded if inflationary pressures reemerge due
to buoyant economic activity or some exogenous
shock. In view of this, sustainability of deficit and debt
and fiscal consolidation continues to be a matter of
serious concern.
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Worsening State Finances

4.88 The down slide in the fiscal performance of the
States has assumed serious proportions. Several
factors have been identified by a number of studies for
the widening fiscal gap of the State Governments.
Evidence set out in Box 1V.3 indicates that expenditure
on wages, salaries and pension, growing size of interest
payments, inability to levy adequate user charges and
falling buoyancy in Central transfers are the prominent
reasons for the deterioration of State finances.

4.89 Analysis of the data since 1980-81 suggests
that an inverse relationship prevails between cost
recovery and the fiscal deficit (Chart 1V.15). On the
other hand, co-movements between expenditure (on
both interest payments and on wages and salaries)
and the fiscal deficit indicated positive relationship. A

rise in interest payments or wages and salaries
generally exert upward pressure on fiscal deficit. The
positive relationship between interest payments and
GFD was, however, not observed during the first
half of the 1990s. Similarly, transfer ratio, which is
defined as the proportion of total expenditure which
is not met by Central transfers also exhibits a positive
relationship showing that with a fall in Central
transfers, the fiscal deficit of the States, in general,
worsens.

4.90 Although the studies surveyed identify nearly
the same set of factors, they differ in terms of the
relative importance attached to each of the factor.
There are large disparities across the States in terms
of level of income and the tax and expenditure
policies pursued by the respective Governments.

Box IV.3
Worsening of State Finances — A Survey

Studies analysing the fiscal situation of the State Governments
have identified a number of factors responsible for the disparity in
the growth of receipts and expenditure, and the consequent
widening of fiscal gap.

The inability to contain consumption expenditure due to explicit
and implicit subsidies, which are mostly cornered by the influential
segments of the society, and the reluctance to raise additional
resources on the part of the States have been the main causes
for the deterioration of fiscal situation in States (Kurian, 1999).
Another important factor is the competitive reduction in taxes
leading to mere redistribution of existing capital among the States
at the cost of significant revenue foregone, while not being able
to levy taxes on services and agricultural income (Rao, 2002).

It has, however, been argued that inadequate revenue mobilisation
efforts is not across all the States, and is limited only to high-
income category States. The increase in non-developmental
expenditure on the other hand is principally due to rising interest
payments, which are not strictly under the control of State
Governments. Instead, the sluggishness in Central transfers is
the major factor, which has contributed to the increase in the
resource gap in the revenue account, and consequently, led to
increasing reliance on higher cost borrowings thereby mounting
the interest burden of States and further widening the revenue
gap (Chakraborty, 1999). Among the various revenue receipt items,
central transfers have grown at the slowest rate, reflecting the
precariousness of Centre’s own finances (Rao, 2002).

Another view points out that there is no link between capacity to
borrow and the return on services provided by the Government.
Since there is not enough incentive for the Government to
undertake appropriate levy of user charges, States are encouraged
to become fiscally irresponsible and to subject user charges to
populist considerations (Mohan, 2000; Acharya, 2002).

Pay revisions following recommendations of the Fifth Pay
Commission for the Central Government have also been identified
as the trigger point for the sharp deterioration in States finances.
The impact of pay revision has been much more severe on the

States than on the Centre as the share of salary expenditure in
total expenditure is much higher in the case of States (Rao, 2002;
Acharya, 2002). The impact of pay revision have been so
significant that in Madhya Pradesh, Maharastra and Uttar Pradesh,
the total additional expenditure on account of salary revision would
exceed the capital outlays of States. Thus, they cannot provide
more resources for physical and social infrastructure (Bajaj, 1999).

On the other hand, it is suggested that State finances remained
relatively stable prior to the 1990s, as the Centre was in a position
to exercise effective control through system of fiscal transfers,
investment licensing and lending policies of the financial
institutions. The control was effective as long as interest rates
were repressed permitting borrowings at low cost, the supply of
subsidised services like power to agriculture were limited and flow
of private investment was controlled through the ‘license Raj'. In
the post-reform period, with liberalisation, the internal logic of the
control system began to collapse and the State finances
deteriorated continuously (McCarten, 2002). In the context of this
argument, it needs to be noted, however, that State finances had
started deteriorating prior to the launching of economic reforms.

Deterioration of State finances is also analysed by identifying the
demand side and supply side factors. On the demand side are
the factors relating to fiscal populism, while on the supply side is
the softening of budget constraint implicit in constitutional
restrictions on borrowings. The hard budget constraint faced by
the States in the past restricted the growth of deficits of State
Governments. Given the increasing demand for expenditure, the
States have softened the hard budget constraint through several
ways thereby contributing to deterioration in their finances. At least
three factors are identified, which are: growth of small savings
which used to be on-lent by the Centre /National Small Savings
Fund (NSSF) to the State of origin up to a specified proportion
(100 per cent since 2002-03) of the net accretion, borrowing
through State level public sector enterprises, accumulation of large
arrears by State Electricity Boards to central agencies and rolling
over of short-term accommodation provided by RBI in the form of
WMA.
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Chart IV.15:! State Flnances durlng 1980-81 ta 1999-00
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Accordingly, the impact of various factors (as
enumerated above) are likely to vary across the
States. Any sluggishness in central transfers would
impact more on the States whose fiscal conditions
are weak. Similarly, the level of revenue receipts in
each State would depend upon the level of income,
quality of tax administration and the policies pursued
by the Government regarding user charges. Therefore,

Box

recognising that there is a need to track the changes,
both, over the period and across the States, a panel
data exercise for the 15 major States over the period
from 1980 to 2000 has been undertaken to assess
the relative strength of factors affecting the State
finances. The methodology and other technical details
have been set out in Box IV.4.

V.4

Factors Causing Deterioration in State Finances — An Assesment

Following the discussion above, four factors responsible for the
deterioration of fiscal condition of the State Governments have
been identified. These are rising interest payments (IP), inadequate
recovery of costs or lower user charges (COSTR), rising
expenditure on wages and salaries (WS) and sluggishness in the
Central transfers to States (TFR).® %10 All these factors, except

8 User charges or cost recovery are not available directly, therefore,
they are captured through a proxy variable (COSTR) computed as
non-tax revenue as a ratio to revenue expenditure.

9 Expenditure on wages and salaries is also not available directly,
therefore, it is captured through a proxy variable (WS) computed
from administrative expenditure plus non-plan revenue spending on
education plus spending on pensions.

COSTR are expected to have a positive sign. The estimated panel
regressions take the following form:

GFD/NSDP = f (IPINSDP, WS/NSDP, TFR, COSTR)

Equations have been estimated in double log form. In order to
assess the impact of reforms and decipher the relative importance
of the factors responsible for the deterioration, the estimates have

10. Central transfers were captured through a variable transfer ratio (TFR)
defined as total expenditure minus Centre’s transfers to States as a
ratio to total expenditure.

(Contd...)
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been made for the 15 major States, separately for the period,
1980-81 to 1989-90, and for the period, 1990-91 to 1999-2000.

Results of estimated fixed effect models are presented below.

Period 1980-81 to 1989-90

GFD/NSDP = 0.06 P+ 3.08TFR— 1.18 COSTR + 0.88WS
(0.56)  (3.54)** (-2.95)** (2.15)**
R?=0.53, c? =4.48

11. For the pre-reform period, data for 14 States has been used as Goa
gained statehood only in late 1980s.

491 The exercise does reveal that spending on
interest payments, which had no significant impact
during the 1980s turned into a prominent determinant
of the fiscal deficit of States during the 1990s. On the
other hand, all other factors viz., the transfer ratio,
user charges and spending on wages, salaries and
pension, while continuing to be significant factors
determining the fiscal deficit of States in both the
periods, were relatively less important (in terms of
value of coefficients) during the 1990s. Notably, this
finding is contrary to the general belief that rise in
expenditure on wages and salaries has been the major
cause for deterioration in the fiscal condition of the
State Governments during the 1990s.12

Debt Sustainability

4.92 The underlying theoretical notion of fiscal
stability and sustainability is that real interest rate must
not exceed the real output growth of the economy to
ensure that debt/output ratio does not grow to explosive
proportions. If the interest rate exceeds the output
growth rate, and the larger is the gap between the two
rates, the higher would be the growth in debt-GDP
ratio. This would require generation of adequate primary
surplus equivalent to the gap between the interest
rate and the output growth rate to stabilise the debt-
GDP ratio. Conversely, by this condition, even if the
rate of output growth exceeds the interest rate, a large
primary deficit can still lead to rise in the debt-GDP
ratio. Thus, the positive differential between the output
growth rate and the interest rate is not the sufficient
condition for sustainability. Sufficient condition for
sustainability requires that the initial debt stock equals
the present discounted value of primary surpluses in

12. Results need to be seen in the context that wages, salaries
and pension as a proportion to GDP were generally stable
during most part of the 1990s. Sharp increase occured
only in the late 1990s subsequent to fifth pay commission
award.

Period 1990-91 to 1999-2000

GFD/NSDP = 0.35IP+ 2.50TFR— 0.35 COSTR + 0.25WS
(218 (5.2  (-3.75)* (1.81)#

R?=0.68, c? =24.0

** significant at 1 per cent level, * significant at 5 per cent level, #
significant at 10 per cent level.

the future (Blanchard, 1980). The latter condition which
is popularly termed as the inter-temporal budget
constraint or the ‘present value constraint approach’
ensures that the debt-GDP ratio does not grow
inexorably. This approach essentially brings to the fore
that it is the behaviour of the lenders to the Government
that ultimately determines the sustainability of fiscal
policy. The underlying notion is that, in the wake of
explosive rise in debt-GDP ratio, lenders may lose
confidence in the ability of the Government to honour
its commitments and may become unwilling to
subscribe to Government debt any more.

4.93 In the Indian context, a number of studies have
empirically tested sustainability of public debt. Amongst
the earlier studies, Seshan (1987) found that the
internal debt of the Government that had evolved by
the mid-1980s was unsustainable. Analysing the
alternative modes of financing Government deficit, it
was shown that while the debt financing was
unsustainable, resorting to monetary financing would
lead to a vicious circle of large deficit, higher monetary
financing and more inflation leading again to a higher
deficit (Rangarajan, Basu and Jadhav, 1989). Many
other studies in the 1990s, and thereafter, also show
the unsustainability of Indian public debt (Buiter and
Patel, 1992; Jha, 2001).

4.94 The sustainability of the public debt in terms of
both the approaches viz., accounting approach or
Domar’s stability condition and the ‘present value
constraint approach’ is assessed in this section. In the
accounting approach, a comparison of weighted
average interest rate on the Government borrowings
and the GDP growth rate indicates that the differential
between the two rates has narrowed down
considerably. During 1990s, at least on three occasions,
the weighted average interest rate on Central
Government securities exceeded the output growth rate
(Chart 1V.16). Although these results point towards
pressure on the sustainability of the public debt during
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Chart IV.16: Ralatlve Trends In GDP Growth,
Interest Rate and Primary Deficit
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the second half of the 1990s, the concomitant fall in
primary deficit as a proportion to GDP has enhanced
the zone of comfort.

4.95 In the second approach, the hypothesis in the
tradition of Buiter and Patel (1992) was tested. The
method involves discounting the nominal stock of
Government debt with an appropriate interest rate
and assessing the stationarity of the resultant
discounted series. Since the interest rate on pubic
account liabilities are not market determined, total
internal liabilities excluding public account liabilities
were discounted with the weighted average interest

Table 4.12: Test of Stationarity for Central
and State Government Debt

ADF Phillips-Perron
No Trend No Trend
Trend Trend
1 2 3 4
Central Government 0.50 -2.66 1.55 -2.64
State Government 1.23 -2.06 1.90 -1.97

Note : All the values are insignificant at 5 per cent significance
level.

4.96 Since the above results could be biased, as
they do not account for any possible structural break
following reforms, unit root tests with structural break
were also conducted. Three alternative models were
tested: (i) change in intercept (model 1); (ii) change in
intercept and in the slope (model 2); and (iii) change
in slope but both segments of the trend function are
joined at the point of break (model 3) (Perron, 1997).
In none of the models, the discounted debt series was
stationary. These results indicate that the continuation
of current fiscal stance could make public debt of both
the Central and State Governments unsustainable
unless corrective measures are undertaken to rein in
the fiscal deterioration (Table 4.13).

Table 4.13: Test of Stationarity for Central and
State Government Debt with Structural Break

rate on Government dated securities (Chart 1V.17). Model1  Model2  Model 3
The discounted series was tested for stationarity by 1 2 3
alternative tests, viz., Augmented Dicky-Fuller and Central Government -4.15 -2.99 -2.59
Phillips-Perron Unit root tests. Both the unit root tests State Government -2.54 -3.04 -3.34
show non-stationarity of the discounted series Note : All the values are insignificant at 5 per cent significance
(Table 4.12). level.
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V CONCLUDING OBSERVATIONS

4.97 The analysis and assessment in the preceding
sections clearly revealed that the significant fiscal
consolidation in the immediate aftermath of the fiscal
reforms was essentially brought about through cut in
investment expenditure, as rise in committed revenue
expenditure could not be curtailed. Within a short span,
it became increasingly obvious that the Indian approach
to fiscal correction was not sustainable. While reduction
in investment spending affected future growth prospects
with consequent slowdown in revenue receipts, the
interest payments and public debt continued to grow,
resulting in reversal of fiscal consolidation process in
the latter half of the 1990s. Downward rigidity in the
revenue deficit, which amounts to dissaving by the
Government sector, has significant implications for the
growth target of 8 per cent set in the Tenth Five Year
Plan. This would require an investment rate of about
32 per cent, whereas, over the years, the investment
rate has stagnated at around 24 to 25 per cent of GDP.
Acceleration of saving and investment rate would
critically depend upon the efforts to restore balance on
the revenue account of both the layers of Governments.

498 The key factors underlying the growing
resource gap across the States are uneconomical
level of user charges particularly in the power sector,
sluggishness in the Central transfers due to low
buoyancy of Central taxes and the rising interest
payments. Restoration of revenue balance both at the
Central and the State level would require that user
charges are adequately raised, the tax collection
machinery is overhauled to achieve better tax
compliance, returns on Government investment in
PSUs are raised through appropriate pricing policies
eliminating implicit subsidies and the burden on the
fisc is lowered through phasing out of unviable public
sector units. The introduction of VAT should eliminate
the practice of competitive tax concessions, which
has seriously dampened tax buoyancies.

4.99 The sizeable outstanding liabilities contracted
at higher rates during the late 1980s and the early
1990s and the resultant mounting interest payments
have contributed to the widening fiscal gap. The
scheme of swapping States’ outstanding liabilities to
the Central Government on account of small savings
could make a major dent in the growth of interest
payments. For the Central Government, aggressive
restructuring and divestment in unviable public sector
units could bring in sizeable resources to redeem a
part of outstanding liabilities and consequent reduction
in interest payments.

4.100 The elimination of automatic monetisation and
reduction in pre-emption of institutional resources by
the Government has provided a conducive
environment to generate market liquidity and softening
of interest rates in the economy. However, with a
widening of the fiscal gap, it would be increasingly
difficult to maintain a softer interest rate regime. In
such an eventuality, it would not only crowd out the
private investment initiative, but would also make
public debt highly unstable given the level of returns
on Government investments.

4.101 The institutional support in the form of fiscal
rules should be the prime mover of future agenda of
fiscal consolidation programme. Such fiscal rules could
prescribe quantitative limits for elimination of the
revenue deficit, reduction in the fiscal deficit and the
public debt over a specific period in a phased manner.
Advocates of expansionary fiscal policy have, however,
cautioned against the stringent fiscal rules to avoid
impairment of future growth prospects (Rakshit, 2001;
Patnaik, 2001, Shetty, 2001). In a recessionary
environment along with low inflation, growing forex
reserves and comfortable level of food stocks, there
is a definite role for the expansionary fiscal policy.
The apprehension is that the stringent fiscal rules
may hinder appropriate steps by the Government.
However, it may be noted that such rules generally
make a clear distinction between public consumption
and public investment expenditure while envisaging a
complete elimination of revenue deficit. Rule based
fiscal policy would facilitate the path for durable fiscal
consolidation through mandatory fiscal discipline,
enhanced accountability and improved transparency
in fiscal operations.

4.102 In the above context, it may be mentioned that
the RBI Annual Reports 2000-01 and 2001-02 have
set out a policy prescription for further fiscal
consolidation. According to these Reports, the path
of durable fiscal consolidation is through fiscal
empowerment i.e., by expanding the scope and size
of revenue flows into the Budget. Furthermore, a fiscal
strategy based on revenue maximisation would also
provide the necessary flexibility to shift the pattern of
expenditures and redirect them productively. Revenue
maximisation requires that the tax system be reformed
through widening the tax base, simplification of tax
rules, review of exemptions/incentives and strict tax
compliance.
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Introduction

51 In India, the monetary policy framework
underwent a significant transformation during the
1990s. Monetary policy emerged as the chief
instrument of macroeconomic stabilisation as well as
a vehicle for the subsequent structural reforms in the
financial system. The objective was to create a
competitive environment in the financial sector while
ensuring price stability and growth. The growing
integration of various markets and increasing
globalisation called for reforms in the monetary policy
operating framework in terms of instruments,
procedure and institutional architecture.

5.2 The efforts towards better fiscal-monetary
coordination through the replacement of ad hoc
Treasury Bills by a system of ways and means
advances provided monetary policy the necessary
flexibility. While the twin objectives of the conduct of
monetary policy remained the pursuit of price stability
and credit availability, the operating procedure shifted
from administered and direct instruments of monetary
control towards indirect instruments in order to improve
the efficiency of resource allocation. Moreover,
monetary management had to contend with
vicissitudes in capital flows while maintaining orderly
conditions in the financial markets during the 1990s.
The shifts in the channels of policy transmission as a
result of financial liberalisation necessitated a move
from the existing monetary targeting framework to a
multiple indicator approach. This called for a carefully
crafted strategy in which an array of monetary levers
— quantum and rate - had to be honed up to harness
liquidity conditions to macroeconomic objectives.

5.3  This Chapter undertakes an assessment of the
changes in the monetary policy framework in the
1990s. Section | places the imperatives of the reform
process in perspective. Section Il analyses the
changes in the monetary policy framework, in terms
of a shift from direct to indirect instruments of
monetary control and the enabling structural reforms,
including issues in monetary-fiscal co-ordination.
Section Ill evaluates the monetary policy reforms in
terms of the inflation outcome and credit availability
as well as the maintenance of orderly conditions in
the financial markets. It also focuses on key issues
like the management of capital flows, the interest rate

&

pass-through and the real interest rate. Section IV
examines the impact of reforms on the monetary policy
transmission channels. Finally, Section V concludes
with a few emerging issues.

I. IMPERATIVES OF MONETARY REFORMS

5.4  India, like most developing economies, followed
the path of planned development after Independence,
based on the assumption that public savings would
fund higher levels of investment. Monetary and credit
policy was, therefore, geared to fund the requirements
of the fisc, channelising public saving to “socially
purposive” investment. The public sector, however,
instead of being a source of savings for the
community’s good became, over time, a consumer of
community’s savings (Jalan, 2002a). As a result, the
Government had to take increasing recourse to a draft
of resources from the Reserve Bank and the banking
system by fiat.

55 Fiscal dominance affected the conduct of
monetary policy and resource allocation in a number
of ways. First, although interest rates on government
borrowings were raised during the 1980s — with the
weighted yield on government borrowing climbing to
11.41 per cent during 1990-91 from 7.03 per cent
during 1980-81 - they were still not high enough to
attract voluntary subscriptions (RBI, 1991). As a result,
the statutory liquidity ratio (SLR), originally a prudential
norm mandating banks to earmark a portion of their
liabilities in risk-free instruments, was increased
steadily to provide a captive market for government
borrowings, constricting portfolio choice (Chart V.1).
The SLR was hiked to a peak of 38.5 per cent of net
demand and time liabilities (NDTL) in September 1990
from 25.0 per cent in September 1964.

5.6 Second, as the higher SLR was still not
sufficient to fund the fiscal deficit, the gap was filled
by an almost monotonic increase in the monetisation
of the fiscal deficit, with the ratio of monetisation to
GDP almost doubling from 1.1 per cent during the
1970s to 2.1 per cent during the 1980s (Chart V.2).

5.7 Third, by the end of the 1980s, there was
increasing empirical evidence that the excessive
monetary expansion, emanating from the monetisation
of the fiscal deficit, was beginning to spill over into

&



V-2

4 cm K

REPORT ON CURRENCY AND FINANCE

Chart V.1 : Mavements i Statmtory Liguidicty
Ratio [SLR)
/.:l_
B
4 E2
3
2
3
= TA A
24
20 T T T T T T T T T T T
pg el w [~ o i o - 1 - [ b d
T s s R ¥ & 5 o9 0§ 8 3
§ 35 5z 35 : 3 :E ;
1 ‘ - - ; “ - E ; - -

inflation (Rangarajan and Arif, 1990). Given a higher
elasticity of government expenditure with respect to
prices relative to receipts, the higher inflation further
widened the fiscal deficit. The consequent necessity
of higher monetisation thus brought the inflation-fiscal-
monetary nexus into sharp focus (Rangarajan, Basu
and Jadhav, 1989; RBI, 2002a).

5.8 Fourth, from the viewpoint of monetary
management, the Reserve Bank had to hike the
cash reserve ratio (CRR) to contain the inflationary
impact of the monetisation of the fiscal deficit,
thereby imposing an indirect tax on the banking
system. The CRR was raised from the statutory
minimum of three per cent of NDTL in September
1962 to 15 per cent in July 1989. By March 1991,
commercial banks had to, therefore, set aside over
60 per cent of their incremental resources for
meeting statutory pre-emptions (after factoring in a
10 per cent incremental CRR).

5.9  Finally, the need to contain the interest burden
of public debt necessitated a regime of administered
interest rates, both on the lending and the deposit
side, resulting in a degree of financial repression. This
blunted the interest rate channel of monetary policy
transmission by the 1960s. The Bank Rate, in
particular, as an instrument of monetary policy fell into
disuse by the mid-1970s.

5.10 Theimbalances emerging from deficit financing
began to be recognised from the 1960s onwards. It was
realised that “...a sizable deficit financed by recourse to
the Reserve Bank credit creates difficulties for the Bank
in maintaining monetary stability...” (lengar, 1960). It was
also recognised that deficit financing “...should be
substantially cut down if not perhaps altogether
eliminated for some years ahead, as the capacity of the
economy to bear deficit financing has been weakened
by continuous recourse to this form of finance...”
(Bhattacharya, 1966). The Report of the Committee to
Review the Working of the Monetary System (Chairman:
S. Chakravarty) (RBI, 1985) emphasised the need to rein
in deficit financing “within safe limits” through a mix of
improved management of public finances and an
increase in productivity of public enterprises.

5.11 Another integral feature of the monetary and
credit policy before the 1990s was the regulation of
credit with the stated objectives of curbing inflationary
pressures, promoting its effective use, preventing the
large borrowers from pre-empting the use of scarce
credit and enlarging the spectrum of borrowers covered
by banks in the overall context of national policies
(RBI, 1985). Public sector banks (and subsequently
private sector banks) were advised in 1974 to attain a
priority sector lending target of not less than one-third
of the outstanding credit by 1979 (40 per cent by March
1985). Although “social control” enabled deepening of
bank finance, the directed credit and investment
requirements along with the administered interest rate

Chart V.2: Monetisation of Fiscal Deficits
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regime, inter alia, led to a decline in the productivity
and efficiency of the banking system (RBI, 1991).

IIl. CHANGES IN THE MONETARY POLICY
FRAMEWORK

5.12 The overarching objective of monetary and
financial sector reforms was to set free the process
of price discovery with a view to enhancing the
allocative efficiency of the financial markets, while at
the same time, ensuring macroeconomic stability (RBI,
1993; Rangarajan, 1997). The operating procedure of
monetary policy, in terms of targets and instruments,
saw substantial changes in response to the challenges
of financial liberalisation. The deregulation of interest
rates, for instance, sharpened the Reserve Bank’s
dilemma of funding both the Government and the
commercial sector at a reasonable cost, without
stoking inflationary pressures. Besides, following the
opening up of the external sector, the need to maintain
orderly conditions in the foreign exchange market, at
times, required higher interest rates, while the pursuit
of the growth objective required a softer interest rate
regime. Finally, the shifts in the channels of
transmission of monetary policy, as a result of freeing

of financial prices, necessitated monetary operations
in terms of both the price and quantum of liquidity.

Final Objectives: Price Stability and Growth

5.13 The twin objectives of monetary policy
remained the pursuit of price stability and ensuring
the availability of sufficient credit for the productive
sectors of the economy during the 1990s. However,
the relative emphasis varied from year-to-year
depending on the evolving price-output situation.

5.14 The intellectual edifice of the reigning monetary
policy framework the world over was essentially
developed in the backdrop of high inflation of the
1960s and 1970s. In view of the ensuing anti-
inflationary stance, an inflation-targeting framework
with price stability as the single objective of monetary
policy, gained increasing currency worldwide during
the 1990s (Box V.1). In the Indian context as well, the
Advisory Group on Transparency in Monetary and
Financial Policies (Chairman: M. Narasimham) (RBI,
2000c) recommended that it would be best to veer
towards prescribing to the Reserve Bank a single
medium-term inflation objective. There are, however,
several constraints in pursuing a single price stability
objective (RBI, 2000a; Jalan 2002b):

Box V.1
Inflation Targeting as a Monetary Policy Rule

With the money demand function becoming increasingly unstable
in a number of advanced economies, the monetary policy
framework began to shift away from a monetary targeting regime
towards using short-term interest rates as an intermediate target
of monetary policy. The framework underwent a further significant
transformation as central banks, starting with New Zealand in
1989, began to target the final objective of monetary policy, viz.,
the inflation rate, rather than focussing on a monetary aggregate
or an interest rate as an intermediate target. During the 1990s, a
number of emerging economies also adopted inflation targeting
(IT), especially as a device to stress their commitment to lowering
the inflation rate. At present, 18 countries follow IT (IMF, 2003).
Full-fledged IT is based on five pillars (an institutional commitment
to price stability, absence of other nominal anchors, absence of
fiscal dominance, policy instrument independence, and policy
transparency and credibility) although some countries adopted IT
without satisfying all of them (Mishkin and Schmidt-Hebbel, 2001).
For instance, Chile and Israel adopted IT even as they had another
nominal target (exchange rate) while the Bank of England adopted
IT before attaining instrument independence.

Most of the central banks which have adopted IT have chosen an
inflation target in the vicinity of two per cent. Almost all central
banks are known to follow a ‘flexible’ rather than ‘strict’ IT, i.e.,
deviations of output from the potential are also taken into account.
This is clearly reflected in the fact that the horizon over which
deviations from the inflation target are tolerated is usually close to
eight quarters. Too short a horizon and a very narrow range of the
inflation target can induce undesirable output fluctuations.
Alternatively, to overcome the deviations on account of supply
shocks, a number of IT central banks have put escape clauses or
focus on core measures of inflation, the latter in turn leading to

problems of understanding by the public. This is indicated in the
preference of the emerging market IT central banks for the headline
consumer price index (CPI) although the industrial countries appear
to have a preference for core inflation. In the latter case, a few
countries (Australia and New Zealand) have also switched towards
headline CPI, with their statistical agencies redefining the headline
CPI by excluding, inter alia, interest charges.

IT does not purport to be an iron-clad policy rule; rather, it
represents constrained discretion. The advantages of IT, vis-a-vis
the monetary aggregate- or exchange rate-anchored framework,
with its focus on low and stable inflation, are: its support to
macroeconomic stability and growth; an enhancement in the
transparency and accountability of the monetary as well as fiscal
policies; a scope to the central bank for short-run stabilisation;
and, an impetus for institutional and structural reforms in the
economy. Available evidence suggests that IT matters as it enabled
the former high-inflation countries to achieve low inflation coupled
with low volatility though not necessarily below that achieved by
some non-IT industrial economies. Sceptics have, however, pointed
out that the 1990s did not face severe adverse shocks and as
such, IT remains an untested framework. Moreover, many countries
succeeded in reducing their inflation rates without a change in
the monetary policy framework (Friedman and Knutter, 1996). The
evidence, thus, does not support the superiority of IT over that of
the US Federal Reserve policy or that of the monetary targeting
regime of the Bundesbank (before the formation of the European
Central Bank) and the Swiss National Bank (until recently). This
is attributed to the fact that the monetary targeting banks like the
Bundesbank had also an inflation objective in mind and were quite
willing to miss their monetary targets as and when they conflicted
with their inflation objectives.



V-4

4 cm K

REPORT ON CURRENCY AND FINANCE

e The recurrence of supply shocks limits the role of
monetary policy in the inflation outcome. Structural
factors and supply shocks from within and abroad
make inflation in India depend on monetary as
well as non-monetary factors.

e The persistence of fiscal dominance implies that
the debt management function gets inextricably
linked with the monetary management function
while steering liquidity conditions.

e The absence of fully integrated financial markets
suggests that the interest rate transmission
channel of policy is rather weak and yet to evolve
fully. In particular, the lags in the pass-through
from the policy rate to bank lending rates constrain
the adoption of inflation targeting.

e The high frequency data requirements including
those on a fully dependable inflation rate for
targeting purposes are yet to be met.

5.15 The present co-existence of low inflation and
low growth in large parts of the world economy
presents a fresh challenge to the conduct of monetary
policy. At one end of the spectrum lies the “continuity
view” which essentially treats the present economic
slowdown as an unusual supply shock within the
context of the present anti-inflationary monetary
stance. At the other end is the “new environment view”
which enjoins central banks a much greater pre-
emptive role in smoothening output fluctuations,
especially as financial imbalances are increasingly able
to create disturbances in the real economy without
necessarily showing up in overt inflation rate at the
initial stages (Borio, English and Filardo, 2003).
Notwithstanding the lively academic debate over the
policy rules regarding the inflation-growth trade-off, the
more standard central banking practice often lies in
the “middle ground” of constrained discretion
(Bernanke, 2003). This is built on the parsimonious
principle that within its strong commitment to price
stability, monetary policy should strive to limit cyclical
swings in effective demand. This broadly corresponds
to the Reserve Bank’s current monetary policy stance
of ensuring easy liquidity conditions to facilitate the
revival of industrial growth while maintaining a constant
vigil over the price level. Given properly designed
monetary policy rules, the key socially important
objectives of price stability and growth, thus, tend to
be mutually reinforcing rather than competing goals.

Intermediate Target: From Monetary Targeting to
a Multiple Indicator Approach

5.16 The Reserve Bank broadly followed a monetary
targeting rule with feedback from the mid-1980s
onwards till around 1997-98. Broad money (M,) served
as the intermediate target with the CRR as the
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operating instrument. The intellectual underpinnings of
monetary targeting, laid by the Chakravarty Committee
(RBI, 1985), were based on a stable relationship
between money, output and prices. In the Indian case,
money demand was generally found to be stable,
providing reasonable predictions of average changes in
prices over a medium-term horizon of 4-5 years, though
not necessarily on a year-to-year basis (Rangarajan
and Arif, 1990; Jadhav 1994). Financial innovations that
were supposed to have imparted instability to money
demand in some industrial economies were not
considered relevant for the Indian economy at that
stage (Arif 1996; Joshi and Saggar, 1995).! Finally, the
money stock target was believed to be relatively well-
understood by the public at large. All these factors
provided a rationale for monetary targeting in the Indian
context (Rangarajan 1988; 1997).

5.17 The behaviour of the velocity of money provides
a gauge of the underlying monetary dynamics of the
economy. Theoretically, while the increased
monetisation of the economy is expected to lower the
velocity, financial innovations are expected to raise it
(Bordo and Jonung, 1987). The M, income velocity, for
instance, declined from an average of 3.7 during the
1970s to 2.6 during the 1980s, reflecting the role of
institutional factors, such as, financial deepening in
the economy. The declining trend persisted throughout
the 1990s, albeit at a slower pace (Chart V.3). Although
deregulation and diversification of the Indian financial
system tended to arrest the decline in velocity of money,
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1. See, for example, Goldfeld and Sichel (1990). Recently,
some studies have argued that money demand function
continues to be stable, once appropriate opportunity cost
of money (Ball, 2001 and 2002) or decline in transactions
costs induced by financial innovations are taken into
account (Duca, 2000).
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this was simultaneously counterbalanced by the fact
that most of the ensuing transactions continue to be
conducted through the banking channel and occasional
flights to safety of bank deposits, especially in the late
1990s (Jadhav, 1994; RBI, 2000b, 2002d).

5.18 The growing complexities of monetary
management, by the latter half of the 1990s, in the
context of the ongoing liberalisation of financial
markets and the opening up of the economy, required
that the process of policy formulation should be based
on a wider range of inputs rather than being
predicated on a single M aggregate. The Working
Group on Money Supply (RBI, 1998b) reported that
real GDP and broad money balances continued to be
co-integrated, reflective of a long-run equilibrium
relationship. At the same time, unidirectional short-
term deviations from the long-run equilibrium path
suggested that monetary policy exclusively based on
the demand function for money could lack precision.
The Reserve Bank’s Monetary and Credit Policy for
the first half of 1998-99 pointed out that, although
most studies in India have shown that money demand
functions have so far been fairly stable, “...the financial
innovations that have recently emerged in the
economy provide some evidence that the dominant
effect on the demand for money in near future need
not necessarily be real income, as in the past. Interest
rates too seem to exercise some influence on the
decisions to hold money” (RBI, 1998a).

5.19 The Reserve Bank, accordingly, formally
switched to a multiple indicator approach effective
1998-99. A host of macroeconomic variables, including
interest rates or rates of return in different markets
(money, capital and government securities markets)
along with such data as on currency, credit extended
by banks and financial institutions, fiscal position, trade,
capital flows, inflation rate, exchange rate, refinancing
and transactions in foreign exchange available on high
frequency, are now juxtaposed with output trends for
drawing policy perspectives. In this framework, although
the exclusive use of M, as an intermediate target has
been de-emphasised, it remains an important indicator
of the monetary policy stance. The multiple indicator
approach allows a correct assessment of potential
inflationary pressures when alternative indicators of
inflation emit differing signals as for instance in the
second half of the 1990s (RBI, 1999a).

5.20 The increasing complexities of macroeconomic
management are gradually leading a humber of central
banks, as in the Indian case, to abandon the traditional
monetary strategy which was woven around individual
nominal anchors - money, interest rates or exchange
rates - closely related to the ultimate objectives of
price stability and growth. The management
information system of monetary policy formulation now
spans a large set of macroeconomic variables rather
than a single monetary or interest rate target in the
case of most central banks (Table 5.1).

Table 5.1: Multiple Indicators of Monetary Policy

Country Objective Target Key Policy Indicators
1 2 3

European Price stability Money and a broadly based assessment of the outlook for price

Central Bank developments and the risks to price stability using financial and
other economic indicators.

Japan Price stability Current account Overall economic and financial indicators, such as, wholesale prices,

balances corporate service prices and money stock.

Mexico Price Stability Money, credit, interest fates, exchange rate, inflation expectations,
employment contracts, producer prices and balance of payments.

South Africa Price stability Money, credit, international interest rates, yield curve, nominal and
real salaries and wages, employment, nominal unit labour costs,
output gap, money market conditions, asset prices, balance of
payments, terms of trade, exchange rate and public sector
borrowing requirement.

USA Maximum Federal funds rate A number of indicators of current and prospective economic

employment, stable
prices and moderate
long-term interest rates

developments.

Source: Websites of respective central banks.

&
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Changes in the Operating Procedure of
Monetary Policy

5.21 The operating procedure of monetary policy
changed dramatically in the 1990s driven by three
inter-related factors:

e Need for a market-oriented policy mix of open
market operations and interest rate signals
consistent with the process of price discovery.

e Need to sterilise capital flows following the opening
up of the economy.

e Need for swift policy reactions to maintain orderly
conditions in the financial markets.

5.22 The Reserve Bank introduced open market
(including repo) operations in an attempt to move from
direct to indirect instruments of monetary control in
1992-93 (Table 5.2; RBI, 1993). Following the
recommendations of the Report of the Committee on
Banking Sector Reforms (Chairman: M. Narasimham)
(Government of India, 1998), an Interim Liquidity
Adjustment Facility (ILAF) was introduced initially in
April 1999. This later transited into a full-fledged LAF,
put in place on June 5, 2000. The Reserve Bank is
now able to adjust market liquidity on a daily basis
through repo/reverse repo auctions of varying
frequencies under the LAF. While interest rates in the
repo/reverse repo auctions usually emerge out of the
bids, the Reserve Bank occasionally conducts fixed
interest rate auctions to send signals to the markets.
In the process, the interest rates emerging out of the
repo and reverse repo auctions provide a corridor for
the call money and other short-term interest rates.
The LAF is gradually emerging as the principal
operating instrument of monetary policy, replacing all
other windows of liquidity support to the market.

Table 5.2 : Monetary Policy Instruments

Instrument/Decade 1950s 1960s 1970s 1980s 1990s
1 2 3 4 5
Cash Reserve Ratio v v v
Standing Facilities v v v v' Sector-specific
refinance
de-
emphasised.
Credit Control v v v v" Phased out.
Open Market Operations v v v Reactivated in
1992-93
Bank Rate v v v Reactivated in
1997-98

Note : v denotes an active use of the instrument.

5.23 Another major step towards a market-based
monetary policy was the reactivation of the Bank Rate
in April 1997 (Chart V.4 and Table 5.3). The interest
rate on the majority of the accommodation extended
by the Reserve Bank was initially linked to the Bank
Rate. As the price of primary money is now
increasingly market-determined, essentially at rates
emerging out of the LAF auctions, the Bank Rate is
now used, more or less, as a signalling instrument of
monetary policy in line with the evolving
macroeconomic and liquidity conditions.

Chart V.4 : Bank Rate
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Table 5.3 : Use of the Bank Rate
(Per cent)
Bank Rate Inflation Rate
Decade Number of times Range  Average Range
changed
1 2 3 4
1950s 2 3.0-4.0 1.7 (-)12.5-14.0
1960s 4 4.0-6.0 6.4 (-)1.2-13.9
1970s 3 5.0-9.0 9.0 (-)1.1-25.2
1980s 1 9.0-10.0 8.0 4.4-18.2
1990s 10 8.0-12.0 8.1 3.3-13.7
April 2000 —Feb 2003 6 6.25-8.0 4.6 3.0-7.2

5.24 The Reserve Bank now manages liquidity
through open market (including repo) operations,
reinforced by direct interest rate signals through
changes in the policy rates such as the Bank Rate/
repo rates, besides the traditional tools of changes in
reserve requirements and standing facilities. While
CRR continues to be used as a monetary policy
instrument, the adverse impact of impounding lendable
resources has been minimised by bringing it down to
4.75 per cent of NDTL, in line with the medium-term
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goal of reducing it to the statutory minimum of 3.0
per cent. Furthermore, the banks are now remunerated
for CRR balances (above the statutory minimum) at
the Bank Rate.

5.25 The liquidity management framework is in line
with the cross-country experience which suggests that
the operating procedures of monetary policy during
the 1990s are gradually coalescing into a process of
estimating market liquidity, before initiating policy action
through a mix of open market operations and interest
rate signals. This helps steer monetary conditions to
a trajectory consistent with the macroeconomic
objectives (Borio, 1997; Schaechter, 2002).

The Reserve Bank Balance Sheet in the 1990s

5.26 In view of the increasing market orientation of
monetary policy, the Reserve Bank undertook several
steps to impart greater transparency and resilience
to its balance sheet. First, the foreign currency assets
are valued every Friday in respect of exchange rate
changes and gains/losses from valuation are not
booked in the profit and loss account. The revaluation
is parked in the capital account to meet fluctuations
in foreign exchange markets. The Reserve Bank
marks its investment portfolio, both domestic and
foreign securities, to the market on a monthly basis
and on the balance sheet date {(.e., June 30) in
terms of the prudential policy of valuing investments
at the lower of book or market value. Second, the
Reserve Bank has set an indicative target of building
up the Contingency Reserve to 12.0 per cent of
assets by June 2005 (11.7 per cent as at end-June
2002) and the Asset Development Reserve to 1.0
per cent of assets (within the 12.0 per cent indicative
target) to meet unforeseen contingencies in line with
best international practices (Stella, 2002). Third, the
ratio of net foreign assets to currency (123 per cent
as on March 14, 2003), an indicator of external
vulnerability, by far exceeds the 70 per cent
benchmark set by the Committee on Capital Account
Convertibility (Chairman: S.S.Tarapore). Finally, apart
from releasing a weekly statement of its assets and
liabilities and annual audited accounts in fulfilment
of the statutory obligations, the Reserve Bank
releases data on i) commercial banks’ cumulative
balances with it and money market operations, on a
daily basis, ii) foreign exchange reserves, on a weekly
basis and iii) outstanding forward liabilities, on a
monthly basis. The Advisory Group on Transparency
in Monetary and Financial Policies (RBI, 2000c)
opined that the Reserve Bank’s accounting disclosure
norms are in consonance with the best international
practices.
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Monetary-Fiscal Co-ordination

5.27 The monetary policy reforms during the 1990s
hinged on easing the fiscal constraint. The first
important step was introduction of an auction system
for the Central Government’'s market borrowings in
June 1992. This enabled an increasing proportion of
the fiscal deficit to be financed by borrowings at
market-related rates of interest. This, in turn, enabled
the Reserve Bank to scale down the SLR to the
targeted statutory minimum level of 25.0 per cent by
October 1997 (see Chart V.1).

5.28 The second major step was the historic accord
between the Government and the Reserve Bank in
September 1994, eliminating the automatic
monetisation of the Centre’s fiscal deficit by gradually
phasing out ad hocs by April 1997. A system of
ways and means advances (WMA) to the Central
Government, subject to mutually agreed limits at
market-related rates, was put in place instead to meet
mismatches in cash flows. Since the Reserve Bank
reserves the right to trigger floatation of fresh
government loans as and when the actual utilisation
crosses 75 per cent of the limit, the WMA does not
acquire the cumulative character of ad hocs. This
enables the Reserve Bank to accommodate the
Government at its discretion and helps impose a
market discipline on fiscal activism.

5.29 Finally, the Reserve Bank instituted a conscious
strategy of providing primary support to the
Government through private placements and
devolvements in government securities auctions when
liquidity is tight. Such acquisitions are later offloaded
through secondary market operations [such as open
market (including repo) operations] depending upon
capital flows, credit growth and requirements of
monetary management. This allows the Reserve Bank
to contain volatility in the market and facilitate the
smooth progression of market borrowings. The net
effect on the Government budget and the balance
sheet of the Reserve Bank remains unchanged
because of the increased transfer of profits from the
Reserve Bank to the Government and consequently
the beneficial effects are being realised with virtually
no extra costs to the Government (Reddy, 2000).

Interest Rate Deregulation

5.30 The deregulation of interest rates was central
to the new market-oriented monetary strategy in terms
of rejuvenating the price discovery process, on the
one hand and in terms of developing an interest rate
channel of monetary transmission on the other. The
process of interest rate liberalisation began in the mid-
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1980s. The initial initiative to introduce a degree of
flexibility by allowing banks to set interest rates for
maturities between 15 days and up to one year subject
to a ceiling of 8.0 per cent, effective April 1985,
however, had to be withdrawn in the face of an
ensuing price war by end-May 1985.

5.31 The dismantling of the administered interest
rate structure gathered momentum during the 1990s.
The first step in this direction was taken in September
1991 with the discontinuation of sector-specific and
programme-specific prescriptions excepting for a few
areas like agriculture and small industries, the
Differential Rate of Interest (DRI) scheme and export
credit. Loans above Rs.2 lakh were freed from various
prescriptions, subject to the minimum lending rate
prescribed by the Reserve Bank. By linking the
concessionality in interest rates to the size of the loan,
the new structure ensured that the basic societal
concerns were taken care of while significantly
reducing the multiplicity and complexity of the rate
structure.

5.32 The process of deregulation was carried
forward with the withdrawal of the minimum lending
rate in October 1994, thereby providing banks full
freedom to determine lending rates for loans above
Rs.2 lakh. Banks were only required to announce their
prime lending rates (PLR); subsequently, in October
1996, in view of the high spreads over the PLR and
to impart a degree of transparency, banks were
advised to announce the maximum spread over the
PLR. Banks were later permitted to operate different
PLRs for different maturities and lend at sub-PLR to
creditworthy borrowers.

5.33 Deposit rate deregulation was more gradual
as it was considered prudent to free deposit interest
rates at the end of the process of deregulation and
at a time when inflation was under control. The
process began in April 1992 by replacing the existing
maturity-wise prescription by a single ceiling rate,
which was subsequently varied in line with the
modifications in the minimum lending rate and the
evolving macro-economic developments followed by
complete deregulation in October 1997 (Table 5.4).
At present, the only domestic deposit rate that
continues to be prescribed is the savings deposit
rate (fixed at 3.5 per cent, effective March 2003).
The deposit rates in respect of non-resident rupee
deposits were also deregulated on broadly similar
lines while that on foreign currency deposits are
subject to a ceiling rate linked to LIBOR.

&

Table 5.4 : Interest Rates on
Domestic Term Deposits : Deregulation

Month Measure

April 1992 The existing maturity-wise prescription
replaced by a single ceiling rate of 13 per

cent for all deposits above 46 days of

maturity.

November 1994 The ceiling rate brought down to 10.0 per
cent.

April 1995 The ceiling rate raised to 12.0 per cent

October 1995 Deposits of maturity of over two years
exempted from the ceiling.

July 1996 Deposits of maturity of over one year
exempted from the ceiling.

April 1997 The ceiling rate for deposits of ‘30 days up

to one year’ linked to the Bank Rate less
200 basis points.

Deposit rates fully deregulated by removing
the linkage to the Bank Rate.

Banks allowed to offer differential rates of
interest depending upon the size of the
deposit.

October 1997

April 1998

5.34 While bank term deposit rates stand
deregulated, small savings continue to be
administered, thereby imparting a degree of rigidity
to the interest rate structure. The Expert Committee
to Review the System of Administered Interest Rates
and Other Related Issues (Chairman: Y.V. Reddy) (RBI,
2001c) recommended that interest rates on small
savings and other administered instruments of various
maturities needed to be benchmarked to the
secondary market yields of government securities of
corresponding maturities. In pursuance of these
recommendations, the Union Budget 2002-03
announced that interest rates on small savings would
be henceforth linked to the average annual yield of
government securities in the secondary market for the
corresponding maturities, with an annual adjustment
on an automatic and non-discretionary basis. This
measure is expected to enhance the flexibility of the
interest rate structure in the economy. Interest rates
on small savings instruments were cut by 50 basis
points in the Union Budget, 2002-03 and by another
100 basis points in the Union Budget, 2003-04.

Deregulation of Credit

5.35 The reforms in credit regulation, which began
in the mid-1980s, intensified in the 1990s with a shift
in focus from micro-regulation towards macro-
management of credit. These included a scaling down
of pre-emptions in the form of statutory stipulations to
expand the pool of lendable resources, rationalisation
of priority sector requirements, phasing out of directed
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credit programmes and relaxation of balance sheet
restrictions to improve the credit delivery system.

5.36 The cash credit system in the Indian banking
system, by allowing the borrowers to utilise credit limits
at their discretion, passed the onus of cash
management to banks. In order to introduce an element
of credit discipline for borrowers under the cash credit
system and better control over the credit flow, the
Reserve Bank gradually introduced a “loan system”
effective April 1995 in which fund management reverted
to the borrower. This, along with the phasing out of on-
tap Treasury Bills, provided a fillip to the development
of a market for short-term funds.

5.37 The liberalisation of investment norms in the
1990s, following initial relaxations in the mid-1980s,
gradually transformed banks into active players in the
emerging financial markets. This took two forms. First,
the ambit of eligible investments was enlarged to cover
commercial paper, units of mutual funds and the
secondary equity market. Second, the limit on
investments in the capital market was gradually raised
to five per cent of the previous year’s deposit
mobilisation in October 1993. The sub-ceiling in
respect of corporate equity was withdrawn in May
1994. Effective May 2001, the total exposure of a bank
to stock markets with sub-ceilings for total advances
to all stock brokers and market makers as well as
individual stock broking entities and their associate/
interconnected companies was limited to 5.0 per cent
of the total advances (including CPs) as on March 31
of the previous year. At the same time, the scope of
the ceiling was enlarged by gradually excluding several
categories of investments.

Payment and Settlement Reforms

5.38 The Reserve Bank, like many central banks in
emerging market economies, initiated payment reforms
to enhance the operational efficiency of the financial
system. This essentially involves a three-pronged
strategy of i) developing an institutional framework to
oversee the payments systems, ii) operationalising
information technology applications and iii) instituting
satellite- and terrestrial-based communications
infrastructure. The Reserve Bank is also introducing a
full-fledged real time gross settlement system, in line
with international best practices, which would minimise
risks arising out of domino effects of individual defaults.

I1l. MONETARY POLICY REFORMS:
AN ASSESSMENT

5.39 Against the backdrop of these monetary policy
changes, this Section begins with some stylised facts
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followed by an assessment of the reforms in terms of
the macroeconomic objectives of price stability and
credit availability. In addition, the changes in the
liquidity management framework are evaluated in
terms of the management of capital flows and
maintaining orderly conditions in the money market.

5.40 The 1990s opened with a severe balance of
payments crisis and a high rate of inflation, reflecting
the growing internal imbalances of the 1980s. The
Reserve Bank responded swiftly with monetary and
credit measures aimed at import compression and
demand containment. Following the success of the
initial stabilisation efforts and the liberalisation of the
external sector, the management of capital flows posed
a fresh challenge to monetary management. The
Reserve Bank absorbed surplus capital flows in its
balance sheet in order to maintain the export
competitiveness of the economy and at the same time,
attempted to sterilise the monetary impact (RBI, 1994).

5.41 With the downturn in economic activity
beginning 1997-98, the revival of growth emerged as
an overriding concern of monetary policy, although with
a constant vigil on the inflation front. Besides, in
contrast to sustained capital flows in the earlier years,
the latter half of the 1990s saw periodic episodes,
albeit short-lived, of capital outflows, leading to bouts
of volatility in the financial markets, necessitating swift
policy action to restore orderly conditions.

Inflation Record

5.42 The pursuit of price stability was central to the
process of financial sector reforms initiated in the
1990s. Although inflation is not targeted per se,
monetary policy was formulated with the stated
objective of curbing inflationary expectations. The
projected inflation rate was gradually scaled down to
4-5 per cent in the last few years from around 7-9
per cent indicated in the early part of the 1990s.

5.43 The Indian inflation record over the past five
decades can be considered satisfactory as compared
with many developing econ