 Is the 3% fiscal deficit target
"a number pulled out of thin air?
Although the FRBM law does
not say it explicitly, the number
was determined through some
simulations of debt dynamics

C Rangarajan

Thzs is the second and concludmg part of
aseries, the first part of which appeared in
Vewpoznt page on Feb I 9

r HAT we need is not flscal

contraction but fiscal ex--

pansion. Although the ar-
gument for an expanswnary fiscal

stance is quite persuasive, it is also’

contestable from both analytical and
empirical perspectives.

From an analytical perspective, the
fiscal éxpansion argument works only
in a very limited case — there is no rev-
enue deficit and the investments made
out of the borrowing generate returns
sufficient to service the debt: Neither of
these conditionsis metis the Indian case.
Even if we achieve zero revenue deficit
and use borrowings only forinvestment
expenditurea la the golden rule, we still
need torestrain fiscal deficitsbecause the
budgetary returns on investment are
typically lower than the cost of borrow-

- ing. We willneed to dip into the revenue
pooltoservice the debt. Afterall, today’s
fiscal déficits incurred t6 support capital
expenditures can all too easily become
tomorrow’s revenue deficits. We need
to operate the golden rule together with
a ceiling on fiscal deficit. It is worth not-
ingthat even the UK's golden rule issub-
jecttoadebt ceiling. :

From an empirical perspective, it is
true that our high fiscal deficits have
not, over an extended period, had an
adverse economic impact by way of
higherinflation orinterest rates. Admit-
tedly, this is contrary to received wis-
dom. But this apparent paradox is the
result of a fortuitous combination of cir-
cumstances. The ‘economic reforms
launched in 1991 — notably, the aboli-
tion of industrial licending, dereserva-
tion of industries and trade liberalisa-
tion — had unleashed competitive
forces resulting in higher investment as
well as higher efficiency in production,
leading to an increase in production ca-

N TERNAL AFFAIRD

Combined fiscal deficit of
Centre & states at 6% of GDPis
consistent with ratio of savings
of household financial assets
relative to GDP & prudent levels
of current account deficit

pacity whichran ahead of demand. This
excess capacity led to a slackening of
corporate investment demand, which
declined from 9.6% of GDP in 1995-96
10 5.6% in 2001-02. The slackening of

corporate investment demand coincid-,

ed with the period when fiscal deficits,

after the compression of the immediate

post-reform period, started to expand

- .onice agairi. It was because of this slug-’
gish private invéstmént demand that

we escaped higher interest rates despite
higher fiscal deficits. These domesticdy-
namics were aided by some exogenous

_factors as well such as the softening of
global interest rates which helped re- -

strain domestic interest rates.

Some of these one-off drcumstances
are beginning to reverse. Globally, the
era of cheap moneyhas come toan end.
For the first time in 15 years, the three
big central banks— the US Federal Re-
serve, the European Central Bank and
the Bank of Japan —have all tightened
monetary policy. More unportanﬂy, the

- slack in the economy hasbeenfully ab-

sorbed and the ‘output gap’ has been
fully bridged. In fact, the concern today

isthe precise opposite — that the econ-
.omy is performing at its full ‘capacity

and demandis running ahead of poten-

tial output Interest rates are inching:

back up-and year-on-year inflation had
crossed 6.5% in January 2007. Two in-
ferencésfollow from this. First, the tem-
porary reprieve that the economy had
in the later half of the 90s cannot be tak-
en for granted; fiscal deficits do take
theirfoll. Second, we are headingintoa
situation of increasing competition for

" the limited poolof invetstable resources
and this willintensify the crowding out ‘

impact of fiscal deficits and compromise
the growth momentum.

A'variant of the fiscal expansion ar-

gument, drawing from the Keynesian
worldyiew, is that the government
needs to borrew and spend in order to
stimulate aggregate demand thereby
spurring employment and growth
throtigh the multiplier effect. But it is
impé@rtant to remember that the Key-
nesmnloglc worksonly ifthe economy
is demand-constrained and is operat-
ing below full employment as, for ex-
ample, the US economy during the
Great Depression of the 1930s.

The Keynesian effect does notmate-

rialise if the economy is not demand
constrained, This is evidenced by our
own experience over the last decade.
The burgeoning fiscal deficits during
1998-99 to 2002-03 were accompa-

nied by economic slowdown. This was .

because our debt was large relative to
GDP and the borrowings wentnot to fi-

nance productive expenditure but to-

~of fiscal deficit is a complex problem.

e ontrary, r_he ' butvirtually no paper that givesa tem-
; plate for determining the appropriate
“ fiscal deficit. It is this backdrop which

+ has triggered the criticism that the 3%
. target has no justification and that it

ven Keynes

) reconimended Kis approach only fof { has simply been copied from the Mas-

‘pump prumng but not to keep the | tricht Treaty which mandates the
pump Tunning‘'en a long-term basis.
Even those who.admit to fiscal re-. | fiscal deficit over an economic cycle.

sponsibility at the big picture level | Eventhough the FRBM Act has not

_ question somie.of the details. The fol- | been explicit about it, the targets for

lowing paragraphs address the more {both fiscal and revenue deficits are
contentious issues m ﬂns debate ' based on the recommendations of a fi-
4 nance ministry comnmittee which de-

|s THEHE SANG“TY Tﬂ 3% temuned these numbers on the basis
of some simulations of the debt dy-
FISGAL DE FlC" TAHGET? /‘namics. The simulations themselves
Among the most contentious issues | though are not in the public domain.
is the sanctity of a 3% target of fiscal | Quite independently, the Twelfth Fi-
deficit each for the Centre and the | nance Commission provided a detailed
states. Is there a rationale for this or isit , rationale for the fiscal deficit target of 6 %
justa number pulled out of thin air? for the Centre and states combined. The
First of all, it must be acknowledged )COHHIHSSIOH argued as follows. The
that determining ari appropriate level ;Mastricht Treaty allows its members a
13% fiscaldeficit. Undoubtedly, the high-
There is an enormous amount of pub- §€r savings ratein India will allowa high-
lic ﬁnance literature on fiscal de hCJts ‘erlevel of fiscal deficit relative of GDPto

- members of the EU to maintaina 3% .

be maintained. Time series data on sav-
ings show that the household sector in
India has excess savings over its invest-
ments of the order of 10-11% of GDP.
Add to this foreign savings by way of
current account deficit of the order of
1.5-2% of GDP yielding savings of the
order of 13% of GDP available tobe ap-
proprated by the other two sectors of
the economy — public sector and the
corporate sector — for investinent. Up
to 5% of this will goto the corporate sec-
tor and 8% to the combined public sec-
tor. Of the latter about 2% will go to the
non-departmental undertakings leav-
ing 6% for the government to be appor-
tioned equally between the Centre and
the states. Thus, a combined fiscal deficit
of 6% of GDP is consistent with the ex-
isting ratio of savings of the household
sector in financial assets relative to GDP
and prudent levels of current account
deficit and the demand on these by the
private corporate sector and non-de-
partmental public enterprises.

Apart from the savings dimension,
the target for fiscal deficit also needs tobe

stment

_ informed by the debt dynamics suchas

the ratios of debt to GDP and interest
payments to revenue. The debtdynam-
ics are such that unrestrained fiscal

deficits will put us on a vicious cyde of

higher debt relative to GDP and a larger
portion of the revenues being preempt-
ed for interest payments. It is important
to restrain fiscal deficit in order to first
bring down and then stabilise the debt-
GDP and interest payments torevenues
at reasonable levels.

SHOULD REVENUE
DEFICIT BE A TARGET?

It is argued that internationally fiscal
rules donot target revenue deficits; they
focus instead on the fiscal deficitand on
the primary deficit (i.e., fiscal deficit ex-
cuding interest payments) as the rele-
vant control variables. The case for fo-
cusing on the primary deficit is simply
that interest costs on acciunulated debt
are outside the scope of government
control and while they may vary with

-~ interestrate changes, this variation does

notreflect the quality of fiscal control.

This is debatable. First, it is not cor-
rect to say that the revenue deficit tar-
get is not internationally recognised.
The UK, for example, has the ‘golden
rule’ which mandates the govemn-
ment to restrict borrowing to the ex-
tent of capital expenditure. Accord-
ingly, under the golden rule, capital
expenditure equals borrowing plus
any plough back from surplus on the
revenue account. The golden rule is,
therefore, similar to our zerorevenue
deficit target. Several other countries
too have mandated discipline on
maintaining a balance on the current
account of the budget. If we do not
hear much of a debate on revenue
deficits, it is not because restraining
them is considered unimportant for
macro management but because not
many countries have revenue deficits
as we know them. It may be recalled
that even in India, revenue deficits
were a phenomenon that started life
only in the early 80s.

Second, in a conceptual sense, of
the three variables, fiscal deficit, pri-
mary deficit and revenue deficit, it
does not matter which two variables
we target. As Jong as we target any
two variables, the third variable is de-
termined too. Hustratively, it is possi-
ble to calibrate a primary deficit target
corresponding to a zero revenue
deficit and shift targeting from rev-
enue deficit to primary deficit. In that
sense what matters is the quantum of
adjustment we want to make and not
which two variables we target.

EU & the UK have cydically
adjusted fiscal deficit targets,
which suit economies which
" have achieved sustainable
debt-GDP ratios. India would
be better offwitha ﬁxed target

BYS[IGAI.I.Y ADJUSTED
FISGAL DEFICIT TARGET

Reflecting the efficacy of a counter-
cyclicalfiscal policy, both the EU and the
UK have cyclically adjusted fiscal deficit
targets. This means that during an up-
twmn the economy builds up credit by
runningastirplusand encashesthe cred-
it by incurring a deficit during a down-
tum so that over the economic cycle the
target deficit is maintained. It is argued
that India too must adopt a similar cycli-
cally adjusted fiscal management.

However, wewould be better off with
afixed target. A cyclically adjusted poli-
cyworks only when the debt-GDPratio
isata sustainablelevel. Debt sustainabil-
ity and fiscal deficit are interlinked and
should not be viewed on a stand-alone
basis. A fiscal deficit of 8% when the
debt-GDPratiois 100% has sustainabil-
ity implications quite different from an
8% deficit when the debt-GDP ratio is
50%. In our case the debt-GDP ratio is
above the sustainability level. We need
to first bring it down and then stabilise it
atthat low level. It cannot be achieved
unless we maintain a low fiscal deficit
over a period. A cydlically adjusted poli--

_cycanbean option after the adjustment
phase is complete. Cyclical adjustment,
of course, presupposes that the econo-
my is subject toeconomic cydes.

After years of discussion, the Centre
and states have enacted fiscal responsi-
bility legislations. It is important to re-
main committed to the FRBM targets.
These targets need not necessarily come
inthe way meeting necessary and desir-
able expenditures. Recent experience
shows that strong growth will make it
possible to meet deficit targets and still
leave enough resources for meeting the
expenditure needs. Remaining com-
mitted to fiscal responsibility will
strengthen the growthmomentum. -

(Author is chairman, PM s Economic Ad-
visory Council. Dr Duvwuri Subbarao, secre-
tary to the council, co-authored the article)

The UK has a ‘golden rule’
restricting govt borrowing
which is akin to India’s zero
revenue deficit target. Targeting
any two of the three deficits will
automatlcally fixthe thlrd

ke





