hecommittee tasked witha

comprehensive review of

the FRBM Act and making

recommendations on the

roadmap of fiscal rules for
the future is expected to submit its re-
portsoon. Theconstitution of thecom-
mittee is opportune. Thereis consider-
able debate in the target variable to be
chosen and, more important, the need
toprovideflexibilityto the government
tocalibrate counter-cyclical fiscal poli-
cy Moreover; itis importanttoincorpo-
rate the lessons learnt from imple-
menting the FRBM Act during the last
12 years in charting out aroadmap for
fiscal discipline for the future. The
committee has been engaged in wide-
ranging consultations and has sought
suggestions from the stakeholders on
the terms of reference. It isexpected to
submit thereport in October.

The terms of reference (TOR) of
thecommitteeincludes, (i) the review
of the working of the FRBM Act dur-
ingthe last 12 years, (ii) analysing the
factors determining the FRBM tar-
gets, (iii) examining the feasibility of
fixingtherangeof fiscal targets inthe
place of fixed numbers and how the
range should be determined and (iv)
designing the fiscal targets in a
counter<cyclical manner varying
with credit contraction and expan-
sion. The recommendations of the
committee willhavefar-reaching con-
sequences for calibrating both fiscal
and monetary policy and, hence,
growth andmacroeconomic stability.

Unfortunately, theexperience of im-
plementing the fiscal rules during the
last 12 yearsdoesnot infuse much confi-
dence and raises serious questions on
thecredibility of the governmentin not
sticking to the fiscal rules it formulates
for itself. Thestate governments, riding
on the generous incentive recommend-
ed by the Twelfth Finance Commission,
barring the power sector losses, have by
and large conformed to the prescribed
targets. Theexceptionsto thishavebeen
thestatesof Kerala, Punjaband Bengal.
In contrast, the Union government has
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Should targets be range-bound?

Therange could be tried so long as you fix the threshold properly

observed therules morein
their breach than in con-
formity. Although the fast
growth in tax revenues
helped the Union govern-
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by the Twelfth Finance
Commission for choosing
the target of 6% of GDP
was that the only sector
with a surplus savings
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seen continued slippages  on the ceiling of  savings of the household
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enue and fiscal deficit tar- ge GDP and with the fiscal

gets. Thus, the 3% fiscal
deficittarget, thathad tobe

reached in FY09, continuestoeludeand,
now, has been postponed to FY19. The
government found it impossible to
achieve the target of phasing out rev-
enue deficit and instead, created a new
target concept of “effective revenue
deficit”!Thelatestattemptistotransfer
the capital expenditure liability to spe-
cialpurpose vehicles.

What are the factors that should go
intothe determinationof fiscal targets?
Therehasbeen alot of misinformation
that the targets for India were simply
copied from the Maastricht treaty. In
fact, the Twelfth Finance Commission
set the target at6 % of GDP,3% each for
the Union and the states. The 13th Fi-
nance Commissionrevised itat54% as
3% of GSDPforindividual statesworks
outto2.4% of GDP. Thereasoninggiven

deficit of the Union and

states for FY17 estimated
at6.5%,additionalborrowingfromspe-
cial purposevehicles(NHAI, NABARD,
Railways)estimated at 1% and the pub-
licsector claiming another2 %, thereis
hardly any borrowing space available
tothe corporatesector. Inthissituation,
RBIwillfinditdifficulttoreduce the in-
terest rate and even if it did, liquidity
will be a problem unless theagreement
to do away with monetising the deficit
between the ministry of finance and
RBlisabandoned.

The FRBM implementation experi-
enceof the past 12years hasa numberof
lessons to offer: First, the target chosen
should provide a comprehensive mea-
sure of borrowing by the government.
As the Union government has substan-
tially increased the borrowing through
special purpose vehicles to undertake
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public investments, it isappropriate to
consider thepublicsectorborrowingre-
quirements (PSBR), inaddition tofiscal
and revenuedeficit targets. At thestate
level, as the Fourteenth Finance Com-
mission recommended, it is necessary
to include the losses and outstanding
loans of power distribution utilities in
the target variables of deficit and debt.
Second, it is necessary to clearly specify
the conditions inwhich the slippages in
thetargetscould occur. Third, the target
variableschosenshouldnotonly ensure
the magnitude of fiscal adjustment but
alsoits quality. Fourth, it is necessary to
fixaggregatetargetsand breakthemin-
to the targets for Union and states. Fi-
nally, an institution to ensure checks
and balances suchastheFiscal Council,
to monitor the implementation of
FRBM—accountable to Parliament—
could help toensure greater legislative
accountability Infact, over 35 countries
have setupsuchaninstitutionandstud-
ies by IMF show that this has signifi-
cantly improved the qualityof fiscalpol-
icy calibration inthese countries.

Admittedly,implementingpro-cycli-
calfiscal policy has been aproblemand
the government has suggested the fea-
sibility of having arange of target vari-
ablesratherthanfixingthem and vary-
ing the targets according to credit
contraction and expansion. While this
may indeed bedesirable, itis important
tofix the mean in relation to thehouse-
hold sector’s financial savings to en-
sure adequate borrowing space to the
privatesector. Inotherwords, therange
could be tried so long as you fix the
threshold properly. Unfortunately; the
global experience shows that all gov-
ernments want to spend the maximum
they can and there isa danger that the
governments will always work on the
ceiling of therange. It is importantto
ensure sufficient safeguards against
suchapractice.

Theauthor isemeritus professor,
NIPFPand chief economicadviser,
Brickwork Ratings.
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