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“Growth, Inflation and Fiscal Deficit” 

 

In his first statement after assuming charge as Finance Minister, Arun Jaitley declared 

growth, inflation and fiscal deficit as his first priorities. But what if there is a conflict 

between them?  

 

In our case, in my view, growth for employment creation needs to be given priority over 

everything else. The number of voters has gone up by a hundred million between 2009 

and 2014: in other words, something like 20 mn people are entering the job market each 

year. Add to that the need to move employment from the agricultural to the non-

agricultural sector to reduce the sizeable gap between the per capita incomes in the 

two. Unless employment is created on a much higher scale than what we have done in 

the last decade, the problem has the potential to threaten social stability which is, if 

anything, even more important than financial stability. Growth revival is a necessary 

condition for employment creation, but it is clearly not a sufficient condition: the key is 

rapid growth in labour intensive manufacturing, a point I would come back to.  

 

Turing now to the fiscal deficit, conventional wisdom is that it leads to inflation and has 

the potential to reverberate into a sovereign debt crisis as happened in a few countries 

in the euro zone. But is the fiscal deficit such a great priority, as rating companies seem 

to believe? The reality is that government debt as a percentage of nominal GDP has 

been coming down, rather than going up, for several years: much more worrying is the 

quality of the fiscal deficit. Expenditure, not investment, is driving the deficit. In fact, 

public investment has been falling at a time when it needs to go up. One important 

priority should be the rationalization and better targeting of subsidies: too many 

programs were launched without much home work or preparation about their efficient 

implementation. A well managed retailing company perhaps undertakes more 

homework on whether and where to open a new store, than the previous government 

felt necessary before launching programs costing tens of thousands of crores of rupees!          

 



As for inflation, most commentators are emphasizing the need for the new government 

to back the Governor’s efforts to bring it down. One example: in this newspaper, last 

Monday, the point was emphasized by both Michael Spence of the Stern School of 

Business, and in “our view”. In letters to the Financial Times (May 26th), “Rajanomics” 

was advocated to ensure India’s stability. Ritha Khemani of Washington compared Mr. 

Modi to President Reagan, and Dr. Rajan to Paul Volcker. The solution to India’s 

inflation will need to come through supply side economics, but surely not of the Reagan 

variety! For him, supply side economics meant reducing taxes on the rich, and allowing 

fiscal deficits to mount. And, Volcker’s success in bringing inflation down came only 

through sky-high interest rates, a sharp increase in unemployment, and a deep 

recession. Whatever the sophisticated expressions used by central bankers, monetary 

policy can bring inflation down only by reducing demand; the corollary is a reduction in 

output and employment, hardly what we need. The politically and socially most sensitive 

segment is food inflation: and, it can have only supply side solutions. One agrees with 

Dr. Arvind Panagariya, who has been talked about as the next economic advisor, that 

we need to show greater tolerance for inflation of 8-10% (Times of India, May 26th). Last 

Tuesday’s monetary policy statement and the subsequent comments of the finance 

minister, suggest a welcome, pragmatic approach.  

 

One lesson of post-war economic history is worth recalling: the foundation of every fast 

growing Asian economy from post-war Japan to Korea to Taiwan ….. to China over the 

last 35 years has been undervalued currencies and rapid growth in labour intensive 

export  manufacturing. The graduation to high technology, high value added 

manufacture came later. In our case, manufacturing as a percentage of GDP has been 

stagnant for two decades. We recorded a trade deficit of $ 150 bn, equivalent to 8.5% of 

GDP, or more than half the output of the manufacturing sector, in 2013-14! Over a 

decade, export growth has been maximum in petro-products, a capital intensive 

business. 

     

In many ways, the present environment in Asia creates a great opportunity for rapidly 

increasing our labour intensive exports. Wages in China have gone up sharply in recent 



years, and investors are exploring other locations for labour intensive manufactures. 

(China has already become the largest user/importer of robots.) Vietnam and Thailand 

have their own problems. For exploiting the opportunity, we need to create a more 

investment friendly environment. It is perverse that those who invest long term in adding 

to domestic output and employment and pay direct and indirect taxes (the direct 

investors, foreign or domestic), face all kinds of tax and regulatory problems, while 

those who bring money in for speculative profits (portfolio investors) get a red carpet 

treatment in terms of both taxation and regulation. (Fund managers are salivating at the 

prospects of further increase in portfolio inflows.) We rank 134 in the World Bank’s 

doing business index, and 186 of 189 countries in contract enforcement, hardly 

calculated to attract direct investment. 

 

The twin diseases of large remittance and portfolio inflows have blinded us too long to 

the advantages of a more competitive exchange rate despite its inflation implications, of 

the imperative need to encourage labour intensive manufacturing.  
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