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CHAPTER 5 - FISCAL FRAMEWORK: THE WORLD IS CHANGING, SHOULD INDIA
CHANGE TOO?

l. Introduction

e Since the government came to power, there has been a steadfast commitment to fiscal
consolidation, reflected in the steady decline in the fiscal deficit from 4.5 percent of GDP in
2013-14 to 4.1 percent, 3.9 percent, and 3.5 percent over the successive three years.

e Since the 2008-09 Global Financial Crisis (GFC), monetary policy has experienced a paradigm
shift. Called upon to shore up economic activity in the face of severe tailwinds, monetary
policy makers have ventured into realms they had never been before:

* near-zero interest rates, quantitative easing in the form of exploding central bank
balance sheets, and eventually, upturning all normal intuitions, even to negative
interest rates so that economic agents are actually paid to hold money.

e Now that monetary easing has run its course, attention has increasingly turned to the role of
fiscal policy.

¢ Fiscal policy can legitimately be used for counter-cyclical policy;

e |t is particularly effective when monetary policy is at the zero lower bound, because
at that point multipliers are large, close to 1.5;

* And because fiscal policy is effective in increasing GDP, it will lead to significant
increases in tax revenue, meaning that fiscal activism can partly pay for itself;

* In any event, estimates of sustainable debt levels should be revised upwards,
because interest rates will remain low;

* Finally, debt sustainability is ultimately less about the ability to pay and more about
the willingness of the political system to honor its obligations.

e In other words, the new view of fiscal policy shifts the emphasis from stocks to flows,
arguing for greater activism in flows (deficits) and minimizing concerns about the
sustainability of the stocks (debt).

e Of course, since the US elections, it seems that activist fiscal policy might become a reality,
even though, ironically, cyclical conditions have changed, as low unemployment is now
leading to rising wages and inflation.

Il. India and the World: Flows

e The case for activist fiscal policy in the advanced economies (AEs) rests ultimately on two
pillars: weak economic activity and the inability to address this problem through monetary
policy.

e These considerations have some resonance in India. Like some European countries, India is
still afflicted by the twin balance sheet problem, which is holding back investment and credit
growth and hence overall economic activity.

e Deleveraging has still not played itself out and hence the debt overhang will continue to
constrain economic activity. The need for counter-cyclical policy cannot therefore be ruled
out.

e That said, India’s situation differs from that of the AEs in some important ways. To begin
with, Indian growth rates are substantially higher, while inflation rates are also substantially
greater. As a result, monetary policy is nowhere close to the zero lower bound, reducing
the need for fiscal activism. And because inflation is already relatively high, counter-cyclical
policy has to be much more sensitive to triggering higher inflation.

e Perhaps a more important argument against activist counter-cyclical policy is India’s own
recent experience. The two episodes of Indian macro vulnerability in the last 35 years—1991
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and 2013—were associated with, even preceded by, large increases in fiscal deficits. In the
early 1980s, there was an expansion in spending and deficits in response to accelerating
growth. The inability to rein in these deficits played a key role in undermining India’s
external situation, which led to the balance of payments crisis of 1991

Lets focus on the period leading up to the 2013 crisis. During the mid-2000s growth boom,
new spending programs were introduced, which could not be sustained when receipts fell
back to more normal levels. Then, after the Global Financial Crisis there was a renewed
surge in budget deficits, which rose to exceptionally high levels. This boom-financed
spending (since 2005-06) combined with the sharp stimulus (4 percent of GDP) in the wake
of the GFC, which was then not withdrawn adequately or on time, led to the financial-
currency “near-crisis” in the autumn of 2013.

In other words, India’s fiscal stance has an in-built bias toward higher deficits, because
spending rises pro-cyclically during growth surges, while revenue and spending are
deployed counter-cyclically during slowdowns. This pattern creates fiscal fragility.

Fiscal rules, insofar as they can be effective and binding, must therefore aim to prevent
spending surges during booms and constrain counter-cyclicality during downturns.

l1l. India and the World: Stocks

India also appears to have a stock problem, in that its debt-to-GDP ratio is higher than many
other emerging markets. But such a mechanical comparison is not an appropriate way of
assessing India’s fiscal strength: the true problem is much more subtle.

A. Fiscal commitment

India shares with AEs the experience of not having defaulted on its domestic debt either de
jure or de facto (through long periods of high inflation).

In the recent past, India’s highest level of debt has been 83 percent of GDP and it has made
sure that its debt service obligations have been conscientiously met.

When doubts about India’s ability to meet its debt service obligations to foreign creditors
arose in 1991, the government took extreme measures to reassure creditors that it had no
intention to default.

b. Debt dynamics

5.15 Turn next to debt dynamics. The basic equation for debt sustainability is:

dy—dyy =pd; — gn *d, (1)

where:

1+g;

dt refers to the debt/GDP ratio in period t;

pdt, the primary deficit in period t;

gt, the nominal GDP growth rate; and

rt, the nominal effective rate of interest (borrowing cost) on government debt.

This equation shows that if a government is running a primary deficit, pd, then nominal
growth must exceed the nominal interest rate (/g - r] must be positive) to keep debt from
increasing. In contrast, if the primary balance is positive, then debt ratios can remain steady
even if [g - r] turns negative.

On both [g-r] and pd there are interesting comparisons to be made. In AEs, low inflation
rates and weak economic activity in the aftermath of the financial crises have reduced
nominal growth, which on its own would create debt fragilities. But at the same time secular
trends related to high savings, ageing, and a worldwide increase in demand for safe assets
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have reduced equilibrium interest rates, as well. In other words, both g and r have fallen,
keeping debt dynamics sustainable.

e In India, things are rather different. India is on a convergence path. Being relatively less
developed, its growth rate for the next decade or two is likely to be substantial. This
dynamic has been evident for the last two decades. The country has grown at just over 6
percent in real terms for 35 years and the scope for continuing this convergence remains
considerable. India can grow conservatively at about 7-8 percent for the next 15 years (5.5-7
percent in per capita terms). This combined with an inflation target of 4+2 percent implies
that nominal GDP growth over the next decade or so will be in the 11-14 percent range.

e The implications for the growth interest rate differential are stark. For AEs, [g —r] could
remain in the 0-2 percent range, comprising 1-2 percent trend real GDP growth plus 1-2
percent inflation, less 2 percent for the nominal interest rate. But for India the differential
could be around 4-6.5 percent, reflecting the high nominal growth rates less interest rates of
7-7.5 percent (inflation plus a country risk premium). As a result, debt dynamics for the next
decade will be very favorable for India compared with most AEs and even other emerging
markets.

e But what about the other dimension of debt dynamics, pd, the primary deficit? Here too
there is a contrast with AEs, but in a way that reveals an Indian vulnerability.

e This vulnerability is the country’s primary deficit, that is the shortfall between its receipts
and its non-interest expenditures. Put simply, India’s government (centre and states
combined) is not collecting enough revenue to cover its running costs, let alone the interest
on its debt obligations.

e There is nothing extraordinary about running a primary deficit, per se. Most of the other
large emerging markets do so, having fallen into this situation after the Global Financial
Crisis when GDP growth and revenues slowed, while stimulus spending was increased.

e Even so, India stands out both for the size of the deficits that it has run over the past decade,
especially when compared with its rate of growth. At such rapid rates of growth,
substantially greater than those of its peers, its primary deficit should have been much lower
than others; instead it has been significantly greater

e As a result of running a primary deficit, the government is dependent on growth and
favourable interest rates to contain the debt ratio. In fact, in the aftermath of the GFC as
growth slowed and disinflation occurred, debt levels started to rise again.

e It follows that if one day growth were to falter and interest rates to rise on a sustained basis,
the debt ratio could start to spiral upwards. A debt explosion would admittedly require a
large, unlikely shock. But it is not just a completely theoretical possibility, either: it is exactly
what happened to Greece.

e India normally undertakes policy-related fiscal adjustment only gradually. Aside from crisis
periods, the fiscal position has only improved sustainedly when it has benefitted from
windfalls, arising from exceptional growth (as in the mid-2000s) or major declines in oil
prices that allow for lower petroleum-related subsidies and higher excise taxes.

e For example, between 2014-15 and 2016-17, lower oil prices will have contributed about a
percentage point to fiscal adjustment.

IV. Conclusion

e It has now been thirteen years since the FRBM was enshrined in law and the basic principles
of prudent fiscal management elaborated. Over this period, the situation in India has
changed utterly.

e Back in 2003, the economy was fairly small and still relatively closed to the outside world,
generating per capita incomes that lagged far behind that of other emerging markets. Today,
India has become a middle income country. Its economy is large, open, and growing faster
than any other major economy in the world.

e Back in 2003 there was common agreement that fiscal rules were better than discretion,
that fiscal policy should be aimed at medium-term objectives such as reducing the stock of
debt rather than shorter-term cyclical considerations. Now, advanced countries have moved
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away from these principles toward greater fiscal activism, giving counter-cyclical policies
much more of a role and giving correspondingly less weight toward curbing the debt stock.

It has reaffirmed the need for rules to contain fiscal deficits, because of the proclivity to
spend during booms and undertake stimulus during downturns. It has also highlighted the
danger of relying on rapid growth rather than steady and gradual fiscal and primary balance
adjustment to do the “heavy lifting” on debt reduction.

In short, it has underscored the fundamental validity of the fiscal policy principles set out in
the FRBM.



