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"Free Enterprise was born with man and -
shall survive as long as man survives."
—A. D. Shroff

~,1899-1965
Founder-President
Forum o Free Enterprise

DEFICIT FINANCING, INFLATION
AND PRICE CONTROL

By
K. Jayaraman

Today, the prices d al commodities, specialy those
d mass consumption, have risen aarmingly, disrupting the
budgets d millionsdf poor and middle class families. Within
a dngle year, prices have risen by over 22 per cent, the
highest recorded in recent times. A dgnificant feature d
price behaviour since 1972 has been the pronounced increase
in the pricesd food articles (e.g. edibleoils, vanaspati, sugar,
foodgrains etc.), accounting for over two-thirds d the total
price rise. Some other necessities such as vegetables. bananas
etc. cost even more. Industrial raw materials are up by
over 30 per cent. What hurts the common man even more
than the alarming price riseis thefact that even at these high
prices, the basic items of daily use are getting out of his
reach, whilefor those that are available long waits in queues
are the rule. Anti-price-rise demonstrations, which have be
come the order o the day, are fast deteriorating into law-
lessness. What is worse, the Government's pricing policies
are themselves adding further to the price rise. The recent
decisionsto alow increases in the prices o vanaspati, coarse
and medium cloth and petroleum products are cases in
point. Thus, the real earnings o workers and other fixed
Income groups are getting eroded fast, while profiteers and
hoarders appear to be exploiting the situation to the maxi-
mum. As is rightly said, "Inflation is confiscation without
compensation. The victims are deprived o their purchasing

* The author, a retired member o the I ndi an Economic Service,
was formerly Director of Review and Research, Tariff Com-
mission. This text is based on a public lecture delivered under
the auspices of the Forum o Free Enterprise in Bombay on
25th July 1973.



power. This is in fact, robbery on national scale. It pena-
lises the saver especiadly and the honest producer, while
the lucky operator and the politica manipulator reap
unearned reward."

Indeed, price inflation has been with us for quite some
time. Price rise, between 1950-51 and 1962-63, was fairly
mild, not exceeding, on an average, two or three per cent
a year. The situation changed dragtically thereafter. The
Iaé?e spurt in Government expenditure both on account of
defence and development, the persisting food imbalance
which was only partly offsst by large food imports, the
rise in money wages which became progressively tied to
the cost of living index and the consequent rise in industrial
costs, which was further accentuated by the devaluation of
the Rupee in 1966 on account of the increased rupee cost
o imported raw materials and o the servicing d foreign
debts and liabilities, and above al, the dow growth rate
d national income which was jus maintained at the level
reached in earlier years till 1964-65 but became negative
in 1965-66—dl these factors accelerated the price rise by
30 per cent between 1962-63 and 1965-66 and by a further
16 per cent and 11 per cent respectively in 1966-67 and
1967-68. To meet this situation, the tax-income ratio was
raised but was not adequate for the purpose. Government
investment was reduced in 1965-66 and was kept low there-
after. This affected private investment also and dowed down
industrial output. The degreedf under-utilisation o produc-
tion capacity rose sharply, the unemployment Situation
deteriorated and the investment climate worsened. till, the
sharp downward fluctuation in foodgrain output in 1965-66
and 1966-67 kept up the inflationary spiral. The lag in agri-
culture was hardly amenable to control via monetary-fiscal
policies. And so, inflation persisted and brought in its wake
a paradoxical dtuation—the so-called industrial recession
which hit certain specific industries like the engineering in-
dustry. It was only in 1968 and later that the two consecu-
tive good harvests and larger food imports softened the
spiral effects. Even so, prices rose by about 5 per cent in

2

B S

1970 as also in 1971 and the success claimed in the agricul-
tural front—the so-called " Green Revolution', did not arrest
price inflation which was the cumulative result of excess
demand caused by investment exceeding saving, the inflow
o resources from abroad and the foreign exchange con-
straint preventing imports which could have softened the
impact o excess demand. These, together with the unavoid-
able defence expenditurein 1971 followed by severe drought
conditionsin most parts o the country and the consequent
abnormal increase in money supply (which rose between 10
to 14 per cent in 1972 over and above the rise of the order
o 139 per cent in 1971-72), led to an increase o 14 per
cent in the wholesale price index during the 12 months end-
ing December. 1972.

The mogt disturbing factor has been the order of deficit
spending resorted to by the Central and State Governments
in 1972-73 at the time of the failure of crops and duggish
growth in industrial output. Net bank credit to the Govern-
ment sector as at the end of the second week o January
1973 increased by Rs. 1207 crores in comparison to the
corresponding period o 1972, while the growth rates have
been dismal. National income slumped to 4.7 per cent in 1970-
71from 5.3 per cent in the previousyear. ** The Economic Sur -
vey'" presented by the Union Finance Minister to Parliament
on February 22,1973, pointed out that agricultural production
declined by 1.7 per cent in 1971-72 as compared to 1970-71;
in particular, food production declined by 34 per cent over
the year while industrial production which went up by 6.6
per cent in 1969-70 and by 25 per cent in 1970-71, recorded
a growth rate of only 45 per cent in 1971-72. For the year
1972-73, the growth rate as visualised by " The Economic
Survey" may be somewhat lower than 7 per cent. It is an
open question whether even this rate would be redlised in
view d the serious power shortage faced by industry, prac-
tically all over the country.

It is no wonder, therefore, that in summing up the
immediate causes of the current inflationary spiral o the
run-away kind, the Governor of the Reserve Bank o India,
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in his letter dated 30th May, 1973, to all scheduled banks
announcing the Reserve Bank’s new credit squeeze, said
thus: ""While production losses, particularly in the agricul-
tural sector, have been an important cause of the spurt in
prices, continued heavy budgetary deficits have also con-
tributed to the increase......... Money supply with the public
is now over 16 per cent higher than last year's level............
Budgetary measures, particularly greater control over public
expenditure, should provide the primary corrective.” Far
from this happening, according to the startling disclosures
made by the Finance Minister in the Rajya Sabha on the 24th
July 1973, deficit financing in the first tnree months alone
o the current financial year (1973-74) had been of the order
of Rs. 380 crores (nearly 45 per cent of that in the whole
of 1972-73) as against only Rs. 75/- crores estimated for
the whole year in the Central Budget for 1973-74. No won-
der, the wholesale price index rose by 223 per cent on
July 21, 1973, as compared with that on July 22, 1972.

In these circumstances, how do the increase in the Bank
Rate from six to seven per cent and other measures for over-
all credit restriction announced by the Reserve Bank meet
the situation? Using the interest rate as an anti-inflationary
device was suggested by Keynes Iong ago. An increase in
rediscount rates tends to increase the cost o borrowing
funds for business and consumer spending and thus dis-
courages excessive activity based on borrowed funds. Ours,
however, is not much of an organised economy such as exists
in the UK. or USA. and a very large part of the credit
till falls outside the monetary sector. Moreover, a one
per cent increase in the rate & interest may not seriously
affect those who invest from borrowed resources. There can
still be profitability at higher rates of interest. Keynes him-
«f recognised the limitations of the re-discount rates as a
weapon to check an inflationary boom as under: —

(@) If the bank rates (i.e. interest rates on loans charged
by commercia banks) do not rise pari passu with
the rise in rediscount rates leading to no decline
in consumer spending:
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(by If the commercia banks which are in possession
of large amounts of short-term Government secu-
rities increase their reserves with the Central Bank
or by converting the maturing securities into cash.
instead of borrowing from the Central Bank at
higher rediscount rates; and

{c) If non-bank holders of Government securities (e.g.
insurance companies etc.) are to convert thelr
holdings into cash which will have the effect of
increasing the velocity of money conseguent on
increased cash balance. At a time o rising prices
and faling value o money, there is, indeed, a
strong temptation on the part of holders o fixed
income yielding assets to convert them into cash.

That the rise in Bank Rate and  other measures
announced by the Reserve Bank to impound bank funds have
not succeeded in their purpose is clear from the figures o
bank credit, cash reservesand investments compared to corres-
ponding period of the previous slack season. Ordinarily, a
rise in the bank rate without a simultaneous increase in the
general lending rates makes no sense. But in a highly in-
flationary situation. trade and industry will be sorely tempted
to borrow funds in order to build up inventories even if
the lending rates are high by two or three per cent. This
points to the need not only for curbing lending by the com-
mercial banks to the non-priority sectors, but also for taking
immediate steps to encourage private savings by substan-
tidly increasing the interest rates payable on bank deposits.
The argument that there is no need to do so because bank
deposits have already swelled to over Rs. 9200 by now and
that they have been rising by as much as about Rs. 140
crores a month. on an average, during the past one year
is not sustainable. For, the Increasing deposits do nof re-
flect real savings but massive deficit financing by the
Government. The savings rate no doubt increased from
8.2 per cent in 1968-69 to 86 per cent in 1969-70, 94 per
cent in 1970-71 and to 10 per cent in 1971-72 and is expected,
in 1972-73, to be somewhat higher than in 1971-72 based
on the growth of financial assets: still it is not much higher
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than that reached in the early sixties. A fillip to deposit
mobilisation, combined with effective measures to mop up
the surplus resources o the banks can, indeed, go a long
way. towards restricting the money supply with the public
and also help remove the inflationary pressures on the prices
o goods and services.

Inflation may be caused not only by deficit financing by
Government at a rate faster than that of the growth o
goods and services in the economy but also by diversion of
productive resources (bank credit) to non-productive or
speculative sectors.

Expansion o bank credit unrelated to the genuine
short-term needs o industry, however, tends to hurt the
economy in two ways. (1) by diverting funds to unproduc-
tive ventures or speculative build-up of essentia goods in
short supply, thus causing distortions in the economy and
contributing to the inflationary spiral; and (2) by depriving
other priority sectors of the economy of essentia credit.

In an inflationary situation such as exists today, one's
rhoughts naturally go to price control as an instrument
of keeping down prices. The rationale behind price control
is two-fold, namely, (1) to enable the user industries to
purchase basic inputs such as sted, coal, cement etc., at
reasonable prices and in adequate quantities, so that the
necessary infrastructure of the economy is built up quickly
and efficiently; (2) to maintain a reasonable degree o price
stability in factor prices and commodity prices, so that a
cost-push demand-pull inflation does not ifle economic
growth. Price control, as it has operated in our country, so
far, has failed in attaining both these objectives.

Pricing policies followed in India so far, as the A.R.C.
Working Group on Developmental, Control, and Regula
tory Organisations (1968) has averred, have been merdy
ad hoc adjustments to the immediate requirements of a
particular price situation, individual prices being fixed with-
out any attempt to make them fit into a rationalised pattern
even for a short-term.
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Presently, the price structure o the Indian economy is
determined neither by the forces d a competitive market
nor, in their absence, is the structure being moulded on a
well-conceived long-term strategy. This has resulted in
what is called ad hocism and the entire field is subjected to
s0 many pressures and pulls of interested groups that the
emerging pattern has no relationship whatsoever with the
underlying economicconditionsand the needs d the economy
as a whole. "In this set-up which virtually amounts to a
sort o enforced market-sharing, it is not surprising that the
domestic producers have no incentive for achieving optimum
efficiency o production. There is no particular urge to re-
duce the costs. The lack of cost consciousness in our
economy has amost reached alarming proportions. Over
the years, no national pricing policy or pricing system has
been evolved and no price stability (achieved) based on the
efficientfunctioning o the economy.™

A well-administered price control can, indeed, be a
useful device in dealing with conditions of temporary
shortages. A well-administered price, however, must include
control over distribution and consumption as well. Price
control which is effective only at the producers level while
leaving distribution and consumption free, penaises the
honest producer, rewards the black-marketeer, enriches the
middleman and gives no rdief to the poor consumer.

Inview o the difficultiesin controlling prices, distribu-
tion and consumption at the same time, it is wise to be
sdlective in imposing control. Even so, in a system where
industries and prices are held in close inter-relationship, the
success of price control depends not on that o one or the
other commodity, but d al inter-related commodities. For
example, not long ago, the sudden spurt in raw rubber prices
led to a rise in the price o rubber tyres and tubes, which
in turn was passed on to the automobile industry forcing
it to claim a higher price for automobiles.

A typica example is the price d sted, a strategic pro-

duct, having its impact on the cost and price structure d
a wide range of productsin the economic field. Indias sted
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at one time was one o the cheapest in the world. But it is
perhaps not so cheap now. Price control, therefore, athough
apparently covering only a relatively few commodities either
on account o their strategic importance or because they
have displayed considerable disequilibrium between demand
and supply, really sets standards in pricing which have their
impact on a much wider field in the economy. An integrated
view o pricing is, thus, o paramount importance.

Distortions, however, do take place when prices are
half-controlled and left half-free, as, for example, when the
price o the end-product is controlled, leaving that o the
raw materials free. A case in point is that d Vanaspati.
The recent price hike announced in respect o this product is
attributed to the abnormal increase in the price of groundnut
ail, the principal raw material accounting for 80 per cent of
the cost o Vanaspati, which is, however, Ieft free. This
really amounts to penalising the consumer, for, despite the
world shortage of oils, we can still import these at prices
cheaper than the domestic prices o ground-nut oil in India.
Import restrictions and foreign exchange constraints come
in the way. All too often, when shortages develop, whether
o foodgrains or o steel or any other product, the foreign
exchange constraint prevents us from resorting to imports.
It is only when the situation really becomes bad that foreign
exchange begins to get released. By that time, prices have
risen further and it is difficult to bring them down. If the
same foreign exchange which eventualy is released for such
imports had been released in time, the damage could have
been avoided.

The more serious objection to price control. however,
relates to the mechanics and methodology o pricing, gene-
raly known as the "cost-plus” basis. This, as the late Prof.
D. R. Gadgil had said, has been the most coslly way o
enforcing price control. High costs are. indeed, inherent in
an oligopoalistic economy, and unless there is a very strong
urge on the part of industry for innovation and improve
ment for cutting down costs, there is no escape from the
high-cost economy where there is a bias towards the sdler's
market. Costing looked at in a purely static way would
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not help improvement or change. The fact remains that
over the years no rorms or techniques of costing have been
evolved by price fixing authorities, by which both the pro-
ducer and consumer would stand to gain by cost cutting.
During the protection granted to Indias steel industry, for
example, the Tariff Board (processor o the present Tariff
Commission) not only went into the costs at the moment
but also projected the sort of capital and other improve-
ments that the industry should make during the period o
protection. There was thus continuous pressure on the
industry to do better. In the absenc o such pressure, unless
there is a strong internal urge, the tendency is for the units
to stagnate. In other words, what is required is cost-audit,
a projection of what can be done, and unless this is done
the gap between individua and social costs is bound to
get widened. A good pricing system in India should aim
at narrowing this gap as much and as quickly as possible.

The "cost-plus™ basis o pricing, however, geared as it
is to the higher production cost of inefficient marginal units.
far from giving the consumer the benefit of price reduction
and making the producer cost-conscious, tends to inflate
costs and prices (at leat, it gives no incentive to keep costs
under control) thanks to the continuing scarcity and lack of
competition. This method o pricing is clearly inflationary
and particularly unsuitable in the context of the need to
offer price competition in overseas markets where aone the
efficiency o a product in terms o cost and quality is ulti-
mately determined.

One more effect o price contral, ironically enough, is
to make priority products (e.g. stedl) less profitable inasmuch
as non-priority productsare leftfree o control, thus encourag-
i_nggi investment in these non-priority  products, which is
indeed contrary to the objectives o price contral. If basic
industries earn well, more could be invested in them and
shortages would di&agpear. In this connection, one cannot
but quote with approbation what Mr. J. R. D. Tata has said
in the Sixty-sixth Annual Report (1972-73) o the Tata Iron
and Steel Company Ltd. as under:
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"I only ask that, at long last, our Government recognise
the following redlities of economic life:

"That our current inflation does not flow from the prices
o basic industrial products;

"That the cure for inflation, therefore, does not lie in
denying economic prices to core and priority industries;

"That afair return is as essential to promoting increased
production and efficiency in basic industries as in any other
industry;

"That to deny such industries the wherewithal to main-
tain increased production can only result in more intensified
inflation due to more intensified shortages;

"That pricing policies which starve priority industries
d their basic needs, while alowing high profitability and
therefore easy access to unlimited finance to non-priority
industries, make no economic sense;

"That such policies can only intensify scarcitiesin
essential materials which benefit neither the producer in
terms of a fair return on capital nor the consumer in terms
o fair prices, nor Government in terms o growing tax
revenues."

Price inflation has brought in its wake among other ill-
effects, "' perverse income shifts” as Prof. B. R. Shenoy cals
them, "feeding luxury” living by the few at the expense
d food and, other daily necessties o life for the masses.
"The inevitable efforts to circumvent controls™* as he rightly
says, ""have interrupted the free flow o supplies, enhanced
the distribution costs, and, therefore, the price actually paid
by consumers, swollen the middlemen's profits at the expense
o producers and consumers, and to the extent that producers
receive but controlled prices, impinged adversdy on the
production d the commodities concerned, accentuating the
problem which price controls seek to remedy™. The present
policy o price contral is thus based neither on the essen-
tidity of the goods controlled from the angle d mass wel-
fare nor on the possibility of siphoning off excessive profits
arising from closed markets to the public exchequer nor on
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the forward and backward linkages d the commodities
sought to be controlled. This policy has inevitably led to
the emergence o buoyant black markets in commodities
which can by no means be considered as entering into the
sphere d mass consumption. For price control, therefore, to
be effective in bringing the inflationary earnings more easily
into the public exchequer, it would be necessary to raise the
retention price alowed to the producers o priority commo-
dities, so as to induce them to produce more d these goods
and aso make available the necessary inputs for producing
them. Correspondingly, the indirect taxation on non-essential
goods may have to be raised suitably so asto prevent further
investment in them and help to divert such investment in
more essential commodities. In the ultimate analysis, this is
the only way o removing shortages, black markets and price
inflation.

To sum up: Experience has shown that the prevailing
critical situation cannot be tackled with monetary and fisca
policiesaone. "In Indian conditions,” as a former Governor
o the Reserve Bank o India, Mr. L. K. Jha, has said, "'if
there is abundance o foodgrains, a great many risks can
be taken on the fiscal and monetary front without an infla-
tionary upsurge in prices, while if there is a shortage o
foodgrains not al the fisca and monetary restraints can
hold the price line™ Growth, no doubt, is basicaly anti-
inflationary in its impact, but if investment is pushed up to
a level well above the level d savings in the community,
inflationary force can be generated by growth. Monetary ex-
pansion to keep pace with the increased availability of goods
and services resulting from growth may be consistent with
price stability, but what is dangerousis the belief that deficit
financing is a subgtitute for, rather than a supplement to,
resources mobilisation. The pattern o investment has a
special significance in an economy such as ours where the
shortage of basic necesdities, specialy foodgrains, has been
a more potent cause d inflation than monetary expansion.

One hears these days & Government's thinking in terms
of an Incomes Policy, designed to regulate not only wages

but all other forms d income as well, including profits, rents
and dividends. In the context  the Government's failure
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to control prices and its own expenditure and to eradicate
the evil d black money which continues to play havoc with
the price structure, it is futile to expect that workers or white
collar employees will accept a wage or salary freeze, and
much less agree to a moratorium on strikes. During the past
12 months aone, while prices have shot up by as much as
over 22 per cent, wages in certain sectors o organised in-
dustry have gone up by only eight to ten per cent and in
others, not at all. This showsthat in Indian conditions the
link between wages and prices, even if it exists, is pretty
week and erratic. In any case, wages account for a mere
Sx per cent o the gross national product, the rest being
contributed by farm production, the out-put d self-employed
artisans, trade, servicesand the like.  Besides, wages form
only 1/5th d the total cost & most commodities, and this
ratio has been static over the years. The most obvious remedy
for the existing ills, therefore, is to maximise production and
this can be best ensured by linking the wage increases with
productivity, better management practices and the elimina
tion o red-tape in the grant of licences and permits to
industrial units. Besides, an all-out drive to restrain con-
spicuous consumption and unearth black money, control
non-productive  expenditure, whether of  Government or
Industry and streamline the procurement and distribution o
essential commodities will have a healthier impact on wages
and prices than a policy designed to control and freeze
wages, prices and incomes. For, as a leading journal in
Great Britain, " The Accountant™, has stated recently: "In
a market economy in which prices of goods and services
are ultimately determined by the forces o supply and
demand, any intervention by Government in the form o
fixing or holding prices and incomes cannot for long be
effective.Even in an economy in which all goods and ser-
vices are rationed and the factors o production controlled,
the forces of supply and demand will ultimately make them-
svesfelt......... hereis no golden rule to success in the

battle againg inflation.”

The views expressed in this booklet are
not necessarily the views of the Forum
of Free Enterprise.
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"People must come to accept private
enterprise not as a necessary evil, but as
an affirmative good.”
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; ‘ : : —Eugene Black
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Have you joined

the Forum?

The Forum of Free Enierprisé is a non-political and
aon-pariisan organisation, started in 1956, to educate public
opinion in India on economic issues, specially on free enter-
prise and its close relationship with the democratic way of
life. The Forum seeks to stimulate public thanking on vita
economic problems of the day though bocklets and leaflets.
meetings, essay competitions, and other means as befit a
democratic society.

Membership is open to all whe agree with the Mani-
festo o the Forum. Annual membership fee is Rs. 15/-
(entrance fee, Rs. 10/-) and Associate Membership fee.
Rs. 7/- only (entrance fee, Rs. 5/-). College students can
gee every month one or more booklets published by the
Forum by becoming Student Associates on payment of
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Rs. 3/- only. (No entrance fee). ‘

Write for further particulars (state whether Member-
ship or Student Associateship) to the Secretary, Forum of
Free Enterprise, 235, Dr. Dadabhai Naoroji Road,. Post Box
No. 48-A. Bombay-1.
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