HENTHEMARKETS

fail for reasons of

providing public or

merit goods, or im-

perfections in the
market ot information asymmetryoren-
sure proper distribution of income and
wealth, governments are required to in-
tervene. However,what happenswhen the
governments fail in their task in correct-
ing the market failure? If the govern-
ments are benevolent, we can simply as-
sume thatthey do not fail. Unfortunately,
experience has shown that government
failureis as serious as market failureand,
therefore, we need systems and institu-
tions to guard against them.

Amajor area of government failure is
in the conduct of fiscal policy itself. Wodd-
wide experience has shown pro-cyclical-
ity in the conduct of fiscal policy. Myopic
view of the policy makers and in particu-
lar, electoral budget cycles imparts a
deficitbias in calibrating fiscal policy. This
is aided further by the lack of trans-
parency and fiscal illusion. Not surpris-
ingly, the world over, there have been in-
stitutional innovations to providea check
against this behaviour; these include leg-
islating fiscal responsibility and require-
ment to prepare and place a medium-
term fiscal framework in Parliament,
stipulating numerical fiscal targets to
conduct arule-based ratherthan adiscre-
tionaryfiscal policy and creation of inde-
pendent fiscal institutions to review and
monitor the conduct of fiscal policy.

In India, too, the Fiscal Responsibility
and Budget Management Act was legis-
lated in August, 2003. While the initial
years after the enactment, particularly
during 2003-07 saw significant fiscal cor-
rection, thanks mainly torobust prowth of
revenues from direct taxes due to the cre-
ationof the tax information network (TTN)
and the expansion of the base of service
tax, the subsequent period has seen seri-
ousslippages, governments taking pauses
in adhering to the pathof adjustment and
indulging in creative accounting and un-
healthy budgetary practices in the cash ac-
counting budget system. Withthisuneven
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experience in the background, the time is
opportune for a comprehensive review of
the rule-based fiscal policy in the country
and, therefore, the Union Finance Minis-
terannounced the settingup ofthe FREM
Review Committee inhis 2016-17 budget
speech. The mandate of the Committee in-
cluded (i) the review of FRBM targets; (ii)
examination of the range rather than a
pointestimate of fiscal targets; and (iii} ex-
ploring the possibility of linking fiscal ex-
pansion or contraction to credit contrac-
tion orexpansion.

The committee has, after detailed
analysis and wide ranging consultations,
submitted the report to the government.
The main report of the committee as well
as the note of dissent by the Chief Eco-
nomic Adviserwas placed inthe public do-
main last month. The committee must be
complimented for its continued stance on
fiscal prudence. The important recom-
mendations of the committee include (i)
takingdebtasthe anchor and fiscal deficit
astheinstrument to achieve this. The debt
tobereduced to 60% of the GDPin 2023
from the present level of about 70% and
the Central and state targets, respectively,
fixed at 40% and 20%.This s supposed to
be achieved by containing the fiscal deficit
at 3% of GDP in the first three years and
2.5% in the next two years and containing
the fiscal deficit at the state level at 2.5%.
The target is based on theavailable infor-
mation onthe household sector’s financial
saving and available foreign funds and
equal sharing of the available funds be-
tweenthegovernment and enterprise sec-
tors.The revenuedeficit should be progres-
sively reduced each year by 0.25 percentage
pointto reach 0.8% in 202 3 which willim-
prove the quality of adjustment intermsof

the ratio of revenue deficit to fiscal deficit
from 66% prevailing at presentto 3 2%. (i)
The committee did not recommend fixing
the targets in terms of a range nor did it
favour linking deficit changes to coincide
inversely to credit expansion and contrac-
tion. (iii) The committee s pecified the cir-
cumstances for deviating from the target
as overriding considera-
tions such as natural
calamity or war, far-reach-
ing structural reforms with
fiscal implications and a
sharp decline/increase in
the output by 3 percentage
points in four successive
quarters fora 25 basis point
deviation; and (iv) setting
up of an institution " Fiscal
Council” to forecast, review
and monitorthe conductof
rulebased fiscal policy.

The major recommen-
dations relating to the fix-
ing of thetargets andinvok-
ing exceptional clauses have been
discussed by Rangarajan and Srivastava
{Business Line, May 16). In particular, they
contend that there is no clear evidence of
permanent dedine in household sector's
savings and there is no need to reduce the
fiscal deficit to 2.5%. Given the large inter-
est outgo, there is no case for taking pri-
mary defidtas the target variableas argued
inthe dissent note. Thes pecification of cir-
cumstances fordeviation may not beeffec-
tive and sometimes, could pose constraints
in calibrating counter-cyclical policy.

On the issue of setting up of an inde-
pendent institution Fiscal Council, there
has not been much discussion. The com-
mittee has broadly followed the recom-

: THE FINANCIAL EXPRESS w5- rininciai:

apaper, financialexpress, com/c/ 19589533

Experience has
shown that
establishment of
the institutions by
itself is not going
to curb the
tendency of
the governments
to live beyond
their means

mendation by the 13th Finance Commis-
sionwhich supgested the setting up of a
committee by the finance ministry which
was supposed to eventually evolve into a
Fiscal Council reporting to the ministry.
The idea of acouncil is sound, but if it has
to beappointed by thefinanceministryand
willbe reporting to the finance ministry, it
will ceasetobe independent. Therefore, the
14th Finance Commission recommended
that an inde pendent Fiscal Coundil should
be established through an amendment to
the FRBM Act, by inserting a new Section
mandating the establishment of an inde-
pendent Fiscal Council to undertakeex mite
assessmentof budget proposalsand to en-
sure their consistencywith fiscal policy and
Rules. The council is supposed to be ap-
pointed by, and report to,
Parliamentand should have
its own budget. The func-
tions of the council include
eranteevaluation of the fis-
cal implications of the bud-
get proposals which in-
cludes evaluation of how
real the forecasts are and
their consistency with the
fiscal rules and estimating
the costofvarious proposals
madein the budget. The ex
post evaluation and moni-
toring of the bud get was left
tothe CAG.In thelight of the
above, there are questions
about the independ enceof the Fiscal Coun-
cilifitis appointed by the finance ministry
and reportstoit.

Finally, experience has shown that es-
tablishment of the institutions by them-
selves is not going to curb the tendency of
the governments to live beyond their
means. Fiscal rules and independent fiscal
coundls are neither necessary norare they
sufficient if we really have governments
that arebenevolent. If there is political will,
wedo not need thefiscal rules and in itsab-
sence, governments will find ways to devi-
ate, Nevertheless, ina democratic polity,
these institutions help in raising theaware-
ness of people about the lurking dangers of

fiscal profligacy.



