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Reining In Deficit Entails
Revamp of our Exim Policy

Aditya Puri
MD

HDFC Bank

Therelentless pressure onthe rupee overthe past
fewmonths hasbeen aconstantreminder of the
factthatwe are running an unsustainable
Current Account Deficit (CAD). Thishas made us
hostage to the ebb and flow of global risk appetite.

When global capital flows improve, the rupee
getsatemporary reprieve onlyto be battered
down again as global sentiment turns. If we be-
lieve that a more stable, somewhat strongercur-
rency isthe answer to some of our macroeconom-
ic problems —high inflation for one —then
effortsto rein inthe CAD should be ascritical as
attempts to spur capital flows. In fact, one could
argue thatreining inthe CAD isperhaps more
important at this stage.

Werun the risk of adowngrade in sovereign
creditrating by the premier rating agencies.
Were that to happen, the quantum of capital flows
would dwindle sharply as institutions like pen-
sion funds, that use these ratings directly in their
investmentallocation, willbe forced to pull out of
Indian markets.

Let's beclear, the CAD isastructural problem,
notmerely acyclical uptick driven up by strong
domestic growth. The data should make this
abundantly clear. In 2011-12 we posted the lowest
GDP growth rate of 6.5% in the last nine years.
Yet, we simultaneously recorded the highest
CAD-to-GDP ratio (4.2%) in post-independence
history Inshort, the CAD is notthe resultof high
importsto fuel high growth —itis instead a mani-
festation of unsustainable structuralimbalances.

The solution isalso 'structural’ in nature and
entailsarevamp of ourexportand import policy.

The biggest contributor to the ballooning CAD
has been goldwhose importsrose from $35billion
in 2010-11 to $62 billion 2011-12. In fact, if we take
gold imports (adjusted for re-exports) out of the
currentaccount, the deficitdrops all the way to
2% of GDP. The distinction made between gold
imported to use asjewellery and for investment is
purely academic. Gold purchases have increas-
ingly become a key element of the portfolio
choice of households who are using itboth asa
hedge againstinflation and a safe haven in times
of macroeconomic uncertainty Given this fea-
ture of gold purchases, the argumentthat since it
constitutes a portfolio decision its imports should
be classified in the capital account, is legitimate.
However, reclassification might give us better
perspective on how bigthe CADreally isbutthe
factremainsthat gold imports will continue to be
adragonouroverall balance of payments.

Apartfrom pushing up the CAD, gold imports
have another adverse macroeconomic impact. By

holding gold, households shifttheir savings away
from what would potentially be a financial asset
(mutual funds, bank deposits) to a ‘sterile’asset
and doesnotaugment domestic investmentre-
sources. If we assume that only half of gold im-
ports (or $30billion) are ‘savings’by nature then
thatisastraightloss of 1.6% of GDP of potential
financial savings. We simply cannot afford this.

Raising importtariffs on gold will help onlyto a
degree. Wemay need to, at leasttemporarily, puta
complete curb on gold imports. The idea that ‘gold
smuggling' is the costof banning gold imports,
while true, may be aprice worth payingto correct
our balance of payments. Also, the quantum of
gold smuggling will depend on the efficacy of the
controlswe puton gold if the controls are effec-
tive, itwill push up the cost of smuggled goldand
discourage purchases.

Secondly, the ban need notbe permanent.
However it can buy us much needed time to put
our house in order. If smuggling does appear to
getoutof hand, we can alwaysreturn toafreeim-
portregime.

Whataboutother imports? Canwe putin placea
strategy that leads to a sustained compression in
importsand improves the trade balance overthe
medium to longterm? Fora start, we needtore-

view our trade relationship with
China. Chinaisnow our biggest

The current trading partnerand has helped in

account our goal of diversifying exports
deficitisa away from the West. Butletus not
structural forgettwo importantthings,
problem. It First, werun amassive trade defi-
isnotmerely  citwith Chinaof around $40bil-
acyclical lion (21%of our total trade deficit
uptick that in 2011-12). Our exportsto China
has been of about $18billionare abouta
drivenup thirdof our importsfrom China,
by strong Thatis, ourtrade with our neigh-
domestic bourisextremely unbalanced. A
growth significant portion of China’sim-

ports come into relatively low-
technology areas —electrical goods, toys, locks
(recently I came across a Ganpati idol made in
China) —where it competes with our domestic la-
bour-intensive, small-scale sector. The gush of im-
ports from China, thus, isnotonly bloating the
trade deficit, itisalso killing off a critical segment
of our manufacturing economy

Second, China is known to follow aggressive
market-share expansion policies (dumping
backed by heavy government subsidies to manu-
facturers being the common example) that violate
international trading arrangements. This is not
merely with respectto India but its bigger trading
partners as well, such as the US.

Thus we need to ask two questions in reviewing
Indo-Chinatrade? Are we getting adequate market
accessto Chinaorcan weredress this imbalance
and ramp up our exports? Also, are the excess im-
ports from China partly the result of aggressive,
anti-marketpractices? Can wetake more activere-
course to entities like the World Trade
Organisation orunilateralimport curbsto prevent
this? Itis likely that if we take amore guarded ap-
proachtoourtrade with China, itwouldhelp cor-
rectourtrade gaptoa significant extent.

The other question that we need to answer is the
following: isour import policy and import duty
structure in sync with our existing industrial
structure and our goal of greater industrialisa-
tion goingforward? Are we, instead, so influenced
by the dogmaof an opentrade regime thatweare
givingdomestic manufacturing short shrift?
Take the case of defence imports or those related
to power generation. While we have extensive do-
mestic production capacity, we currently import
avariety of equipment (such asboilersand tur-
bines) ata piffling import duty of 7.5%. These im-
ports both hurt domestic manufacturers as well
asthe balance of payments (aconservative esti-
mate of defence imports would be about $15bil-
lion lastyear). These ‘unnecessary’imports are
not confined to defence butare likely to be found
in sectors across the economy.

Thus, in formulating a strategy for compressing
the currentaccount, we will have to think of ways
toreplace these ‘unnecessary’imports through
domestic sourcing. The way to do this is to take a
freshlookatourimport duty structure and hike
tariffs where needed. It is useful to keep in mind
the factthatIndia hasreduced importduties fora
number of industrial items unilaterally. The ac-
tual duty levels are much lower than the commit-
ted levels of tariff or hindings' tothe WTO. Thus
in most cases, there isno risk of facingretaliato-
ry actionunder international trade laws.

Thatsaid, itis quite likely that if weraise im-
porttariffs on some items, werisk being branded
as ‘protectionist’. If the simple principle of align-
ingour trade regime with existing local capacity
and making the mostefficientuse of localre-
sources is labeled ‘protectionist’, so be it.

Finally a strategy of import compression has to
be combined with a drive to push up exports. A lot
has beenwritten onthe various elementsthatare
key to higher and sustained exportgrowth —bet-
ter infrastructure, diversified markets and easy fi-
nancing. There isanotherthings that might help
exportgrowthinthe nearterm —Ilifting the ban
onexport items, particularly in agriculture.
Clearly the curbsonagricultural exports can only
be lifted after a carefulanalysis of the impact of
lifting them. We cannot, for example, liftthe curbs
onthe exports of pulses immediately given the
current domestic shortage. However the same
doesnotapplytothe curbsonthe exportof non-
basmatirice or wheat (banned since April 2007).
With current buffer stocksrunning atabout 65
milliontonnes or 30million tonnes above the opti-
mal stocking norm (a good fraction of which is
rotting), there seemsto be no rationale to continue
with the ban. In fact, we should export surplus
items aggressively to enable us to import items
like pulses and oilseeds thatare in shortsupply

Amorerationaltrade policy servesmany pur-
poses. It could help bring down the massive CAD
and take the pressure of the rupee. This inturn
could harness 'imported"' inflation. The RBI could
then think of focusing on rampingup growth
through rate cutsand monetary expansion. Are-
vamp of the trade regime would also align our ex-
portand importpatterns with domestic capacity
and resource availability. In short, awin-win situ-
ation for the economy.
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