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UNDERMINING MARKETS: WHEN GOVERNMENT

INTERVENTION HURTS MORE THAN IT HELPS

Economic freedom enhances wealth creation by enabling efficient

allocation of entrepreneurial resources and energy to productive

activities, thereby promoting economic dynamism. However, in the

Index of Economic Freedom, India was categorized as ‘mostly

unfree’ with a score of 55.2 in 2019 ranking the Indian economy

129th among 186 countries, i.e., in the bottom 30 percent of

countries.
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The survey makes a case against competition and freedom

distorting practices (like price control by Essential Commodities

Act, grain procurement, debt waiver) and certain other

legislations by the government.
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Dead-weight loss: Dead-weight loss is the income that is lost for

forever. According to the survey in both the cases whether the price

is too high or too low, enough goods are not sold since in the first

case the consumers are not ready to buy and in the later case the

supply is less.
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Indian economy is replete with examples where the Government

intervenes even when there is no risk of market failure, and in fact,

in some instances its intervention had created market failures.

The most recent example of this “unintended consequences” is the

rise in onion price. In view of a sustained increase in onion prices,

stock limits under the ECA were imposed across the country on

September 29, 2019.
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However, the imposition of stock limits has had no effect on the

volatility of the wholesale and retail prices for onions after September,

2019. The lower stock limits must have led the traders and

wholesalers to offload most of the kharif crop in October itself which

led to a sharp increase in price volatility from November.

The Survey highlights the serious limitation of the Essential

Commodities Act as it hinders the efficient development of the

agricultural market by disincentivizing investment in warehousing and

storage facilities due to frequently imposed stock limits. Contrary to its

objective, the Act increases price volatility and reduces consumer

welfare.
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According to the Survey, the Price Stabilization Fund (set-up in

2014-15) should be strengthened further as it supplement

market forces and not substitute them like the ECA does. The

PSF provides for maintaining a buffer stock of agro-horticulture

commodities like onion, tomato etc.
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In India, the Government has historically relied on price controls to

regulate the prices of pharmaceutical drugs through the National

Pharmaceutical Pricing Authority (NPPA) and Drug (Prices Control)

Order (DPCO). The National List of Essential Medicines (NLEM),

prepared by the Ministry of Health and Family Welfare, is a list of

medicines considered essential and high priority for India’s health

needs.
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By taking example of two medicines Glycomet (Metformin) and

Glimiprex-MF (Glimepiride+Metformin) both of which are used for

controlling high blood sugar, the Survey states that the effect of DPCO,

2013 in increasing prices created more expensive formulations than for

cheaper ones – reinforcing the effect opposite to what it was instituted

for i.e., making drugs affordable.
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Subsequent to the set-up of FCI in 1964 , the Government has

emerged as the single largest procurer and hoarder of food-

grains. Thus the government, as the single largest buyer of rice

and wheat, is virtually a monopsonist in the domestic grain

market and is a dominant player crowding out private trade.
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This disincentivizes the private sector to undertake long-term

investments in procurement, storage and processing of these

commodities. Thereby, the market prices are not remunerative

for the farmer and they chose MSP which also dictate their crop

choices.
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The high economic cost and procurement cost at FCI results into a burgeoning food

subsidy burden. Today, India has moved from being a food scarce country to a food

surplus country with a substantial increase in production and has emerged as a net

exporter of cereals. The trade distorting policies, therefore, need to move on now to

incentivize diversification and environmentally sustainable production. The farmers need

to be empowered through direct investment subsidies and cash transfers, which are crop

neutral and do not interfere with the cropping decisions of the farmer.
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Cash transfers: It may be noted here that internationally, there is a move towards

conditional cash transfers (CCTs), aimed at tackling problems of food insecurity and

poverty and for nudging people towards improved health and higher education levels.
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The phenomenon of granting debt waivers to farmers just before or after

an election has become widespread after the large-scale farm debt

waiver announced by the Union Government in 2008.

Debt-overhang: This refers to a situation where all current income gets

used up in repaying the accumulated debt, leaving little incentives to

invest either in physical or human capital. It supports the idea of debt

waiver.
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However, according to the Survey neither agricultural investment nor

productivity increased after the waivers. Consequently, there was little

impact on consumption as well. In other words, a stimulus worth close

to 2 percent of the GDP did not have any meaningful real impact on

the lives of the farmers.

An anticipated waiver may also lead to moral hazard, destroy the

credit culture and also lead to increased loan defaults on future loans

with no improvement in wages, productivity, or consumption. A one

percentage increase in exposure to the debt waiver increased the

amount of non-performing assets by about 7 per cent.
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This was the summary for Chapter 4, we will share the next summary soon.

India is still stuck with several forms of Government intervention that

are anachronistic with today’s economy. The Survey suggests that

Acts, as low-hanging fruits to begin with, which have outlived their

use, need to be repealed by one ‘stroke-of-the-pen’ as was done post-

1990s or amended to enable functioning of competitive markets. Such

Acts include: Factories Act 1948, Essential Commodities Act (ECA)

1955, Food Corporation of India (FCI) 1965 etc.
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