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Looking at the finances of the central government alone gives an erroneous picture

helatest IMF advice to India

qistocontinue withfiscalcon-
solidation, By that, the IMF

means further reduction in
the fiscal deficit along the
prescribed path under the FRBM Act.

But with the passage of the GST billand

| more money going to the states after the

14th Finance Commission, what India
needsisamoreconsolidatedapproachto

. its fiscal policy, not just a smaller fiscal

% deficit, The GST will eventually give In-

- dia a 2-3% of GDP extra revenue—but

; thiswilltaketimetomaterialiseandwill

alsohavetobesharedbetweentheCentre
© andthestates.

Giventhepolitician'spenchantfor fis-

. calprofligacy the FRBM Actwasseen as

- away of constraining excessive public

© spending, reducing fiscal deficit and

. . eliminating revenue deficit. ithashada

. mixed history and the government has
" constifuted anewpaneltoreview the Act
 andsuggestimprovemenis.

. The governmentrigerously followed
~ the Actbetween FY0d and 5Y08, when the
-+ fiscal deficit was brouvght down sharply

- and the revenne deficit declined below

© 2% of GDE Butthen, in therun-up to the

- 2009 general elections, and, subsequent-

- lyinresponse tothe global economiceri-

- sis, the FRBM was significantly

- breached and the fiscal deficit exceeded

7 6% of GDP and high fiscal deficits per-

. sisted, unnecessarily for another two
*; years. The FRBM was suspended andre-

" vivedonly inFY12.

- TheNDA government wisely persist-
"t edwiththe Act, butdeviatedfrom thetar-

i+ getin FY15 to delay fiscal adjustment to

¢ increase public investment by 0.4 % of
. GDP Thefiscaldeficitin FY16wasupped
“; from 3.5% of GDP to 3.8% of GDE But,
. even with the increase, public invest-
~iment of the central povernment, at un-
= der 2% of GDE, remains toc low—even
: when investment by public enterprises
and state and local governments are in-
:cluded, public investment adds up te
raround 89 % of GDE
! This is higher than the low level of
. publicinvestmentof 7-8% of GDPirom
1995-2005 but stili is quite low. India's
. public investment was around 12 % of

GDP in India in the 1980s
and peaked at14% of GDP’
in 1986-87.Moreover, more
than half of India's public
investment is re-invest-
mentby PSUs, notservice-
providing public invest
ment. By way  of
comparison Chinainvests
more than 15% of GDP in’
public investment, as did
Korea and Japan during
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. guvernmentaloné pivesan
erroneous picture.
But what India needs is
more investiént by the
jrrigation and social infra-

-rural areas, not just more

would suggest that the Cen-

their high growth phases.

There are three- key
problems with the Act which need tohe
reviewed. First, the Actfocusesonly on
theUnionbudgetwhereasIndiamustfo-

.cus on the consolidated public sector

borrowing reguirement (PSBR) of the
Centre, the states and the publie sector
undertakings (PSUs). The PSBR is
much higher than the fiscal deficitand
latelythetwohavemovedindifferentdi-
rections—the fiscal deficit has been
falling, but the PSBR hasheenrising.
Second, the revenue deficit of the

central government has been high and-

the FRBM Act targets its elimination,

but the consolidated public sector has: -
beeninrevenue-surplusformuchof the -
last 25 years, except for a brief period, _

1998-2003; indeed, itremained insurplus

even through and after the global eco-. -

nomic crisis. In effect, the central gov-
ernmenthas been borrowingtofinance

consumption expenditire but the pub- .
lic sector as a whole has been investing -
more than its overall borrowing. So,
looking at the finances of the central

tre collect more dividends:
from PSUs and allocate’
’ -fhese toits strategic investment fundfor -
. Infrastrzcturespending.

Our latest research suggests that

more public investment increases GDP . .
growthintwoways—divectly byhelping

reduce business costs, and indirectly, by

‘crowding-in private investment, which

thenleadstohigher GDPgrowth, Durre-

sults show that if India had kept publie

Investment higher by 5% of GDE it

- would have increased the steady-state
- growth rate by around 1% point. Overa’ .

Bu-yearpmod,mlswouldhavemcreased

_theGDPbyoverBS% o <
This positive effect holds even when i

hlgher public investment spending is fi:

nancednotbymternalresourcesbutby'
_borrowing from the banking sector:

which, in turn, lowers creditavailable to
the private sector. In this case, the net in-

- creasein GDPislowerbutstillpositiveby
. 20% gvertheactual performance,

. Third, the fiscal policy needs to con-
tra-cyclical; so, the FRBM must build in

automatic rules to guide the scale and'.

central and state govern-
mentson transport, energy,”

structure for urban.and:

" re-investment by PSUs. So;,
a consolidated picture

scopeof suchcyclicality ThecurrentAct
has no such cyclical fexibility This
meantthatwhen the global crisishit, the
government had no choice bust to breach
the FRBM rules. The fiscal deficit ex-
ceeded6% of GDPand thePSBRwasover
8% of GDE

This, byitself; mayhavebeenﬂ.ne but

. then, the fiscal deficit persisted at very

high levels for several years after that as

. therewerenorulesforcyclicalflexibiiity
- In addition, if. the fiscal stimuli in re-
. sponse to the global erisis had been tar-
“geted on public investment instead of

higher subsidies, its prowth effects

- ‘would have been much more sustained

and therevenue deficit would have been
muchsmaller

.Given the size and complexity of In-
dia's economy, and the key role that the

-'states and PSUs play in the fiscal mathe-
- 'matics, the FRBM panel imiist not just fo-
. eusonanumerical target for the central
- budgetforfiscal and revenuedeficits,

“In the spirit of cooperative federal-

ism, following the excellent work of the
-Finance Commission and the GST, it
- musttdkealook at broader publicsector

finances, and suggest ways in which a
more saphisticated approach to the con-

" solidated public finances i¢ pursued to

maximise returns on public spending
and sustain growth while maintaining
macroeconomicstability

- Theauthorisdistinguished
visiting professor at NIPFP

.. anduisiting scholar ot ITER
George Washingion Umversxty
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