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SPEECH 
THE DISAPPEARANCE OF THE TWIN DEFICfTg: 

MACRO-ECONOMIC POLICY IMPLICATIONS 

I am glad to have the opportunity of 
interacting with this distinguished audience 
under the auspices of the Corporation Bank 
Economic Development Foundation and the 
Bankers' Club, Mangalore. 

2. For nearly forty years macro-economic 
policy in India has been formulated on an almost 
axiomatic assumption of a large current account 
deficit in the balance of payments (BOP) and a 
large budget deficit which was monetised (i.e., 
financed by the Reserve Bank). While there is 
an esoteric debate among economists as to how 
precisely the twin deficits are related 
macro-economic accounting has decisively 
shown that a monetised budget deficit quickly 
works itself through the foreign trade multiplier 
into a current account deficit in the BOP. As a 
rising BOP deficit cannot be financed beyond a 
point, it would result in a haemorrhage of the 
foreign exchange reserves which then 
necessitates measures to adjust for the 
monetisation of the budget deficit. The fiscal 
adjustment q u i r e s  a slow down of the economy 
as the public sector, given its role as a prime 
mover, inevitably reduces its activity. Thus, over 
the past four decades, the tyranny of the twin 
deficits held sway and any sustained revival of 
growth was quickly punctured as the fiscal 
expansion would reflect in a monetisation which 
in turn would result in a widening of the current 
account deficit. Thus, the economy was caught 
in the vice of the twin deficits. 

3. The economic reforms initiated in July 
1991 have brought about a fundamental change 
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in the economy. The changes in the trade, 
industrial and foreign investment policies 
combined with the fundamental reform of the 
exchange rate system eased the bind on the BOP. 
The two step exchange rate depreciation of the 
rupee in July 199 1, the move to a dual exchange 
rate'in March 1992, the unification of the 
exchange rate in March 1993 and the steps 
towards current account convertibility initiated in 
March 1994 and completed in August 1994, all 
brought about an appropriate pricing of foreign 
exchange while the trade policy refonns revend 
the earlier policy which had an implicit bias 
against exports. As a result of perseverance with 
economic rcforms across a braa? front, 
credibility of policies has &n established and 
with the changes in policies relating to capital 
flows, inflows through foreign institutional 
investors and Euro-issues have become sizeable. 
With the substantial improvement in exportsjt 
would not be surprising if we were to see the 
clear emergence, in 1994-95, of a current 
account surplus in the BOP. The foreign currency 
assets of the Reserve Bank in the first part of 
September 1994 amounted to US $ 18 billion 
and with a little over US $ 4  billion of gold, the 
foreign exchange reserves are now close to a 
year's imports. 

4. While there was admittedly a bad slippage 
in the gross fiscal deficit in 1993-94, there has 
been an important development in that the 
monetisation of the budget deficit has been 
moderated after the initiation of the reform 
process. In the current financial year, a 
fundamental and historic reform was announced 
in the budget under which the automatic 
monetisation of the budget deficit through the 
issue of ad hoc Peasury Bills will be phased out 
over a period of three years and from 1997-98 
this instrument would be totally abolished. A 
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formal agreement was signed between the 
Government of India and the Resave Bank bn 
September 9, 1994 to give effect to this daddon. 
In 1994-95, it has been stipulated that the 
creation of ad hoc Treasury Bills will be 
restricted to Rs. 6,000 mre by the end of the 
year and that it will not be allowed to exceed 
Rs, 9,000 crore for more than 10 consecutive 
days. Against thh self-imposed constraint by the 
Government, it is pertinent to note that in the 
current financial year upto September 9, 1994, 
there was an absolute decline in ad hocs by 
Rs.7.379 crore as against a large increase of Rs. 
13,865 crore during the corresponding period of 
last year. Furthermore, during the first 24 weeks 
of the current financial year there was an 
increase in ad hocs over the March 31, 1994 
level in only 6 weeks and in most of these weeks 
the increase was nominal. Thus,the sharp 
reduction in ad hocs upto September 9, 1994,is 
reflective of an enduring trend during the 
year.Moreover, even if ohe takes into account the 
larger above the line market borrowing in the 
current year, the overall financing has been 
significantly smaller. While it might appear 
premature to draw any definitive conclusions one 
is emboldened by the formal acceptance of the 
commitment by Government that the penricious 
automatic monetisation of the budget deficit 
would indeed soon become a problem of the past. 

5. In the changed context of the 
disappearance of the twin deficits and the 
appearance of twin surplus conditions, it is useful 
to briefly assess the strength and weaknesses of 
the economy. I should explain that as far as the 
budget is co-ed what is said here refers to 
the disappearance of rnonetisation of the budget 
deficit and not the fiscal deficit which continues 
to be very large though somewhat lower in the 
current financial year. The experience, the world 
gver, has been that during a period of 
stabillsation and adjustment, there is a sharp 
decline in overall growth. In India, after the 
M b l e  slow down in 199 1-92, the real GDP 
p w t h  in the subsequent two years has been a 
little less than 4 per cent. Agricultural growth 

has been satisfactory in the past two years and 
indications are that the agricultural production 
would be satisfactory in 1994-95 alsb with a 
growth of around 3 per cent. While industrial 
growth has been very subdued in the three years 
ended 1993-94, there are clear signs of a sharp 
revival and it is reasonable to expect a growth 
in industrial production of around 7 per cent in 
1994-95. Given the past trends in the growth of 
the Miary sector, it is expected that the overall 
growth of the economy in 1994-95 would be at 
least 5 per cent. 

6. With the improvement in the current 
account in the BOP and the large capital inflows, 
the foreign exchange constraint is no longer 
operative in the present situation. The large 
increase in the foreign exchange reserves has 
brought in its wake a problem of a large increase 
in primary liquidity which resulted in an 
unacceptable growth in M3 in 1993-94 of 18.2 
per cent with the attendant problem of an 
acceleration of inflation which reached around 
1 I per cent by May 1994. The problem of excess 
liquidity is being tackled by a combination of 
policy measures including a drastic reduction in 
the monetisation of the budget deficit, an 
increase in the cash reserve ratio, resort to open 
market operations and restructuring of the 
non-resident deposit schemes to reduce the 
element of high cost borrowing. Moreover, with 
ample foodgrains stocks of over 31 million 
t o m ,  there can be no question of any shortages 
in the foreseeable future. Furthermore, for other 
commodities, any supply constraints can be 
quickIy eased by imports. With the increase in 
the foreign exchange reserves being more 
gradual in 1994-95 and with the gathering of 
greater experience of handling capital inflows it 
should possible to better manage the primary 
liquidity growth in 1994-95 by modulating the 
levers of various policy instruments 60 as to 
better regulate the domestic expansion of 
liquidity and Ulereby help reduce the inflation 
rate. Steps to effectively utilise the capital 
inflows and also improve the efficiency of capital 
use would have beneficid supply sMe effects. 
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7. I have deliberately chosen to present a 
somewhat optimistic pidurc of the trends in the 
twin Mdts. Thb Es deliberate as our mind set 
is conditioned to the existence of these twin 
deficits. Acwptamx of the fact that the twin 
defidts are a ptoblesn of the past will enable us 
to focus proper attention on some other important 
problems which will emerge in the future. While 
thse are a number of areas of concern, I would 
mw like to turn to a few aspects which need 
attention. 

8. With the liberalisation of the external trade 
and payments, It will- be necessary to ensure a 
g r w  degree of discipline in m m  policies. A 
weakening of thi macro- economic fundamentals 
would result in an erosion in confidence and 
could well put the country back into BOP 
problems. In this context, there would be a far 
greater need for integration of monetary, fiscal, 
trade and exchange policies and expeditious 
corrections would have to be effected in response 
to changes in fundamentals and these changes 
would need to tte transparent. One of the most 
important areas in which different segments of 
macro-economic policy will have to reinforce 
each other is in the endeavour to squelch 
inflation. All economic agents can derive 
benefb from an environment without inflation. 
Inflation control should, therefore, be the 
paramount objective of macro-economic policy. 
Ihe world o v a  inflation rates are coming down 
and to ensure competitiveness, India must follow 
this world wide phenomenon of a lowering of 
inflation rates. Inflation is a cancer which 
&strop the vitals of an economy and as inflation 
hurts the poorest segments the most, it is all the 
more necessary to excoriate inflation from the 
system in India. Since thtfe is a well established 
relationship beween money income and prices, 
it is essential that maao policy should ensure 
that in tfrc foreseeable future there is no increase 
in domestfay gcnmmi created money. 

9. .To achieve the declared objective of a 
reduction in the grw flscal deficit to 6.0 per 
ceat in 1994-95 fiom 7.3 pa cent in 1993-94, it 
will be necessary to keep a tight leash on 

Government expenditures. S u b ~ t i ~  in & 
systemwouMbelessforthowatng~aconomlc 
agents must ad,,ust to an eavfronmcnt wSlae the 
fisc would no longer be a corporate called 
"Subsidies Unlimitad". While stressing this, I 
would hasten to a;dd that ultimately the bulk of 
investment in the core i - w  would have 
to continue to be provided by Government. 
Bottlenecks in the infiWxuw would inevitably 
constrain growth and it is, therefore, necesssrry 
that the users of these senices are made to pay 
the dght price. 

10. With the industrial policy liberalisation, 
the areas in which domestic and foreign 
entrepreneurs would be operating would, 
undoubtedly, expand. ?he changes in the o v W l  
industrial policy, including the elimi&tion of 
barriers to entry nnd the easing of trade and 
payments controls, will rapidly change the 
market sgucture. In such a rapidly changing 
situation, Indian industry will have to'learn to 
absorb and not resist change. A m a ,  part of 
industrial sickness is attributed to fcsistance to 
accepting the fact that shifts in demand, and 
changes in technology necessitate firms to 
restructure output and persistence with a static 
pakern of output only guarantees the increase in 
incurable sickness. 

11. Given the auspices under which this 
address is given, it would be inappropriate to 
conclude dthout referring to the financial sc?cfor 
reform. There is the erroneous feeling in some 
quarters that the .financial sector refonns have 
slowed down. Nothing'could be farther than the 
truth. ?here was great excitement when measures 
were announced that there would be a move to 
market related rates of interest that the statutory 
liquidity ratio would be reduced, that prudential 
norms would be introduced and that public sector 
banks would raise capital from the mark& The 
initial steps in these dhctions gave a greatex 
sense of achievement; yet these initial measures 
were precisely those which could be easily 
implemented. When the harder meammi, built 
on the Initial measures, were taken it was 
erroneously thought that financirri sector reforms 
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bad slowed down. I.& me illustrate. When it was 
first indicated that the Govamment would mbve 
over to market related rates of interest on 
Government securities and the reforms of the 
primary seamiti@ market were uadertakeq, there 
was considexable euphoria, yet when the much 
harder reform of secondary market i118titution 
building is being mhtaken there is a feeling 
that reforms have slowed down. Again, when the 
first phase of capital adequacy, income 
recognition and provisioning norms were 
announced, there was a feeling that a major 
reform had been undertaken; yet with the 
implementation of the next phase of even more 
stringent norms the perception was that this was 
a mere continuation of earlier measures. I would 
like to stress that while Indian financial sector 
reform is admittedly gradual, it is a deliberate 
and conscious policy. Quite often, rapid and 
hastily prepared reforms require frequent 
reversal. Although the Indian financial sector 
reform is graddal, there should be no doubt 
among economic agents that the reform process 
is irreversible and therefore, there is a greater 
elemeat of stability which is conducive to the 
development of a strong and vibrant financial 
sector. 

12. I would like to refer to one other matter 
which is a seqpel to the financial sector reform 
process. The distinction between banks and 
non-bank financial institutions is  fast 
disappearing and increasingly traditional bank 
clients are approaching non-bank financial 

institutions and Plso the market. Coprates are 
now able to ocoess the market at rates of inrexea 
which are lower than the minfmum charged by 
banks. While competition between banks and 
non-bank institutions does contribute to market 
efBdcncy, cotporate clients must recognise that 
banks cannot imlefinitely provide lines of credit 
when corporates wish to oscillate between banks 
and non-bank institutions. Again, non-bank 
financial companies are now subject to various 
prudential norms and they must strictly abide by 
these norms and violations will invite the due 
consequences. While increased competition in 
the financial sector should be based strictly on 
efficiency criteria, the financial companies need 
to ensure that their operations are not explicitly 
or implicitly violative of the  regulatory 
framework. 

13. Before I close, let me get back to my hasic 
theme viz., that the well known constmints of 
the past of the current account deficit in the BOP 
and the monetisation of the budget deficit are no 
longer going to be central issues. Changes in the 
economy are going to be more rapid than earlier 
and a system of subventions for inefficient 
economic agents would no longer exist In such 
a milieu all economic agents must adjust rapidly 
to the changing environment; this is the milieu 
as we move into the next century. I am sure that 
entreprenuers and bankers in Dakshin Kannada, 
who have provided so much of innovation in the 
past will respond effectively to these challenges. 


	00001.jpg
	00002.jpg
	00003.jpg
	00004.jpg
	00005.jpg
	00006.tif
	00007.tif
	00008.tif
	00009.tif
	00010.tif
	00011.tif
	00012.tif
	00013.tif
	00014.tif
	00015.tif
	00016.tif
	00017.tif
	00018.tif
	00019.tif
	00020.tif
	00021.tif
	00022.tif
	00023.tif
	00024.tif
	00025.tif
	00026.tif
	00027.tif
	00028.tif
	00029.tif
	00030.tif
	00031.tif
	00032.tif
	00033.tif
	00034.tif
	00035.tif
	00036.tif
	00037.tif
	00038.tif
	00039.tif
	00040.tif
	00041.tif
	00042.tif
	00043.tif
	00044.tif
	00045.tif
	00046.tif
	00047.tif
	00048.tif
	00049.tif
	00050.tif
	00051.tif
	00052.tif
	00053.tif
	00054.tif
	00055.tif
	00056.tif
	00057.tif
	00058.tif
	00059.tif
	00060.tif
	00061.tif
	00062.tif
	00063.tif
	00064.tif
	00065.tif
	00066.tif
	00067.tif
	00068.tif
	00069.tif
	00070.tif
	00071.tif
	00072.tif
	00073.tif
	00074.tif
	00075.tif
	00076.tif
	00077.tif
	00078.tif
	00079.tif
	00080.tif
	00081.tif
	00082.tif
	00083.tif
	00084.tif
	00085.tif
	00086.tif
	00087.tif
	00088.tif
	00089.tif
	00090.tif
	00091.tif
	00092.tif
	00093.tif
	00094.tif
	00095.tif
	00096.tif
	00097.tif
	00098.tif
	00099.tif
	00100.tif
	00101.tif
	00102.tif
	00103.tif
	00104.tif
	00105.tif
	00106.tif
	00107.tif
	00108.tif
	00109.tif
	00110.tif
	00111.tif
	00112.tif
	00113.tif
	00114.jpg
	00115.jpg
	00116.jpg
	00117.jpg
	00118.jpg
	00119.jpg
	00120.jpg
	00121.jpg
	00122.jpg
	00123.jpg
	00124.jpg
	00125.jpg
	00126.jpg
	00127.jpg
	00128.jpg
	00129.jpg
	00130.tif
	00131.tif
	00132.tif
	00133.tif
	00134.tif
	00135.tif
	00136.tif
	00137.tif
	00138.tif
	00139.tif
	00140.tif
	00141.tif
	00142.tif
	00143.tif
	00144.tif
	00145.tif
	00146.tif
	00147.tif
	00148.tif
	00149.tif
	00150.tif
	00151.tif
	00152.tif
	00153.tif
	00154.tif
	00155.tif
	00156.tif
	00157.tif
	00158.tif
	00159.tif
	00160.tif
	00161.tif
	00162.tif
	00163.tif
	00164.tif
	00165.tif
	00166.tif
	00167.tif
	00168.tif
	00169.tif
	00170.tif
	00171.tif
	00172.tif
	00173.tif
	00174.tif
	00175.tif
	00176.tif
	00177.tif
	00178.tif
	00179.tif
	00180.tif
	00181.tif
	00182.tif
	00183.tif
	00184.tif
	00185.tif
	00186.tif
	00187.tif
	00188.tif
	00189.tif
	00190.tif
	00191.tif
	00192.tif
	00193.tif
	00194.tif
	00195.tif
	00196.tif
	00197.tif
	00198.tif
	00199.tif
	00200.tif
	00201.tif
	00202.tif
	00203.tif
	00204.tif
	00205.tif
	00206.tif
	00207.tif
	00208.tif
	00209.tif
	00210.tif
	00211.tif
	00212.tif
	00213.jpg
	00214.tif
	00215.tif
	00216.tif
	00217.tif
	00218.tif
	00219.jpg
	00220.jpg
	00221.jpg
	00222.jpg
	00223.jpg
	00224.jpg
	00225.jpg
	00226.tif
	00227.tif
	00228.tif
	00229.tif
	00230.tif
	00231.tif
	00232.tif
	00233.tif
	00234.tif
	00235.tif
	00236.tif
	00237.tif
	00238.tif
	00239.tif
	00240.tif
	00241.tif
	00242.tif
	00243.tif
	00244.tif
	00245.tif
	00246.tif
	00247.tif
	00248.tif
	00249.tif
	00250.tif
	00251.tif
	00252.tif
	00253.tif
	00254.tif
	00255.tif
	00256.tif
	00257.tif
	00258.tif
	00259.tif
	00260.jpg
	00261.jpg
	00262.jpg
	00263.tif
	00264.tif
	00265.tif
	00266.tif
	00267.tif
	00268.tif
	00269.tif
	00270.tif
	00271.tif
	00272.tif
	00273.tif
	00274.tif
	00275.tif
	00276.tif
	00277.tif
	00278.tif
	00279.tif
	00280.tif
	00281.tif
	00282.tif
	00283.tif
	00284.jpg
	00285.jpg
	00286.jpg
	00287.tif
	00288.tif
	00289.jpg
	00290.jpg
	00291.jpg
	00292.tif
	00293.tif
	00294.tif
	00295.jpg
	00296.jpg
	00297.jpg
	00298.jpg
	00299.jpg
	00300.tif
	00301.jpg
	00302.jpg
	00303.tif
	00304.jpg
	00305.tif
	00306.jpg
	00307.jpg
	00308.jpg
	00309.tif
	00310.tif
	00311.jpg
	00312.jpg
	00313.jpg
	00314.jpg
	00315.jpg
	00316.jpg
	00317.tif
	00318.tif
	00319.tif
	00320.tif
	00321.tif
	00322.tif
	00323.tif
	00324.tif
	00325.jpg
	00326.tif
	00327.tif
	00328.tif
	00329.tif
	00330.tif
	00331.tif
	00332.tif
	00333.tif
	00334.tif
	00335.tif
	00336.tif
	00337.tif
	00338.tif
	00339.tif
	00340.tif
	00341.tif
	00342.tif
	00343.tif
	00344.tif
	00345.tif
	00346.tif
	00347.tif
	00348.tif
	00349.tif
	00350.tif
	00351.tif
	00352.tif
	00353.tif
	00354.tif
	00355.tif
	00356.tif
	00357.tif
	00358.tif
	00359.tif
	00360.tif
	00361.tif
	00362.tif
	00363.tif
	00364.jpg
	00365.jpg
	00366.jpg
	00367.jpg
	00368.tif
	00369.tif
	00370.tif
	00371.tif
	00372.tif
	00373.tif
	00374.tif
	00375.tif
	00376.tif
	00377.tif
	00378.tif
	00379.tif
	00380.tif
	00381.tif
	00382.tif
	00383.tif
	00384.tif
	00385.tif
	00386.tif
	00387.tif
	00388.tif
	00389.tif
	00390.tif
	00391.tif
	00392.tif
	00393.tif
	00394.tif
	00395.tif
	00396.tif
	00397.tif
	00398.tif
	00399.tif
	00400.tif
	00401.tif
	00402.tif
	00403.tif
	00404.tif
	00405.tif
	00406.tif
	00407.tif
	00408.tif
	00409.tif
	00410.tif
	00411.tif
	00412.tif
	00413.tif
	00414.tif
	00415.tif
	00416.tif
	00417.tif
	00418.tif
	00419.tif
	00420.tif
	00421.tif
	00422.tif
	00423.tif
	00424.tif
	00425.tif
	00426.tif
	00427.tif
	00428.tif
	00429.tif
	00430.tif
	00431.tif
	00432.tif
	00433.tif
	00434.tif
	00435.tif
	00436.tif
	00437.tif
	00438.tif
	00439.tif
	00440.tif
	00441.tif
	00442.tif
	00443.tif
	00444.tif
	00445.tif
	00446.tif
	00447.tif
	00448.tif
	00449.tif
	00450.tif
	00451.tif
	00452.tif
	00453.tif
	00454.tif
	00455.tif
	00456.tif
	00457.tif
	00458.tif
	00459.tif
	00460.tif
	00461.tif
	00462.tif
	00463.jpg
	00465.tif
	00466.jpg
	00467.jpg
	00468.tif
	00469.tif
	00470.tif
	00471.tif
	00472.tif
	00473.tif
	00474.tif
	00475.tif
	00476.tif
	00477.tif
	00478.tif
	00479.tif
	00480.tif
	00481.tif
	00482.tif
	00483.tif
	00484.tif
	00485.tif
	00486.tif
	00487.tif
	00488.tif
	00489.tif
	00490.tif
	00491.tif
	00492.tif
	00493.tif
	00494.tif
	00495.tif
	00496.tif
	00497.tif
	00498.tif
	00499.tif
	00500.tif
	00501.tif
	00502.tif
	00503.tif
	00504.tif
	00505.tif
	00506.tif
	00507.tif
	00508.tif
	00509.tif
	00510.tif
	00511.tif
	00512.tif
	00513.tif
	00514.tif
	00515.tif
	00516.tif
	00517.tif
	00518.tif
	00519.tif
	00520.tif
	00521.tif
	00522.tif
	00523.tif
	00524.tif
	00525.tif
	00526.tif
	00527.tif
	00528.tif
	00529.tif
	00531.tif
	00532.tif
	00533.tif
	00534.tif
	00535.tif
	00536.tif
	00537.tif
	00538.tif
	00539.tif
	00540.tif
	00541.tif
	00542.tif
	00543.tif
	00544.tif
	00545.tif
	00546.tif
	00547.tif
	00548.tif
	00549.tif
	00550.tif
	00551.tif
	00552.tif
	00553.tif
	00554.tif
	00555.tif
	00556.tif
	00557.tif
	00558.tif
	00559.tif
	00561.tif
	00562.tif
	00563.tif
	00564.tif
	00565.tif
	00566.tif
	00567.tif
	00568.tif
	00569.tif
	00570.tif
	00571.tif
	00572.tif
	00573.tif
	00574.tif
	00575.tif
	00576.tif
	00577.tif
	00578.tif
	00579.tif
	00580.tif
	00581.tif
	00582.tif
	00583.tif
	00584.tif
	00585.tif
	00586.tif
	00587.tif
	00588.jpg
	00589.jpg
	00590.jpg
	00591.jpg
	00592.jpg
	00593.jpg
	00594.jpg
	00595.jpg
	00596.jpg
	00597.jpg
	00598.jpg
	00599.jpg
	00600.jpg
	00601.tif
	00602.tif
	00603.tif
	00604.tif
	00605.tif
	00606.tif
	00607.tif
	00608.tif
	00609.tif
	00610.tif
	00611.tif
	00612.tif
	00613.tif
	00614.tif
	00615.tif
	00616.tif
	00617.tif
	00618.tif
	00619.tif
	00620.tif
	00621.tif
	00622.tif
	00623.tif
	00624.tif
	00625.tif
	00626.tif
	00627.tif
	00628.tif
	00629.tif
	00630.tif
	00631.tif
	00632.tif
	00633.tif
	00634.tif
	00635.tif
	00636.tif
	00637.tif
	00638.tif
	00639.tif
	00640.tif
	00641.tif
	00642.tif
	00643.tif
	00644.tif
	00645.tif
	00646.tif
	00647.tif
	00648.tif
	00649.tif
	00650.tif
	00651.tif
	00652.tif
	00653.tif
	00654.tif
	00655.tif
	00656.tif
	00657.tif
	00658.tif
	00659.tif
	00660.tif
	00661.tif
	00662.tif
	00663.tif
	00664.tif
	00665.tif
	00666.tif
	00667.tif
	00668.tif
	00669.tif
	00670.tif
	00671.tif
	00672.tif
	00673.tif
	00674.tif
	00675.tif
	00676.tif
	00677.tif
	00678.tif
	00679.tif
	00680.tif
	00681.tif
	00682.tif
	00683.tif
	00684.tif
	00685.tif
	00686.tif
	00687.tif



