OES THE MINISTRY of |

finance produce biased

budget forecasts in

India? Does the electoral

cle predominantly

determine the fiscal behaviour of the

Centre? Theanswerstothesequestions

can be unlocked onlythrough a fiscal

marksmanship analysis. Fiscal marks-

manship istheanalysis of the accuracy

of budgetaryforecasts andwhetherthe

sources of error in the forecasts are
biased orrandom.

In the context of the European
Union, the debate is whether in-house
budgetary forecasts by the ministry of
finance oran independent agency,like
the Fiscal Council, can prepare the fis-
cal forecasts better. This debate has
sprouted against thebackdrop of fiscal
ruleswhich constrain fiscaldeficitsand
publicdebt to threshold ratios.

Do fiscal rules help in ensuring pru-
dential fiscal marksmanship isa ques-
tionresearchersareincreasingly getting
interested in. Fiscal marksmanship
analysis isthe technical prelude tofiscal
governance in managing the deficit
numbers with relation to the pre-deter-
mined threshold ratios. This analysis
across countries reveals that deteriora-
tion in public deficits and fiscal fore-
castingerrors have compelled countries
toget intomore stringent fiscalconsol-
idation measures.

The forecast errors can happen if
there is a potential biasin the revenue
and expenditure projections. However,
if the costsof fiscal forecastingerrorsare
symmetric, meaning the positive errors
in revenue are as bad as the negative
errors in expenditure, the overall fore-
castsshould present no potential biasin
estimates. Thereis practicalevidence to
believe that theloss function of ministry
of finance may not be symmetric. The
potential bias in budgetary estimates
could notbe optimal.The political econ-
omyconundrums of errorsin fiscal fore-
casting could be mixed.
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AN ANALYSIS OF THE SOURCES OF ERRORS IN FISCALFORECASTS OF THE CENTRE SHOWED THAT
THE SOURCES ARE NOT DUE TO POTENTIALBIASES, BUT RATHER DUE TO RANDOM FACTORS
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Empirical studies often determine
the fiscal forecasting errors (or only the
forecasts) asa function of two factors:
one, the deviation between actual and
potential GDPwhichwerefertoas “out-
put gap”and, two, the electoral cyclesor
the fiscal institutional governance
structure. However, these independent
think tank analyses often lack the in-
houseinsightsoftheministryof finance

Thismeans thattheerrorsinthe fis-
cal forecasts of the government of
India is beyond the control of the fore-
caster. Had the forecasting errors been
due to potential biases in the estimates,
improving the estimates could have
been made possible through improv-
ing the forecasting methodologies or
revising the assumptions in revenue

and expenditure projections.The aber-
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ate levels. A paper by
Eﬁ:ha]ﬂ:aborty and Sinha) showed that
the magnitude of fiscal forecasting
errorsis maximum in the case of capi-
tal budgets rather than revenue bud-
gets. The magnitude of errors in capi-
tal expenditure was prominent.
However, the analysis of partitioning
the sources of errors in fiscal forecasts
of the Centre showed that the sources
are not due to the potential bias of the
forecaster in the ministry of finance,
but rather due to random factors.

capital spending is not holistically
responded to, in policy circles.Itis also
due to the dominant narrative in fiscal
policy circles that “fiscal discipline” (by
adhering to fiscal rules) is growth-
enhancing, when itis notso ifthe path
towards fiscal consolidation is not
through tax buoyancy but through
public expenditure compression in
capital formation.

The story of fiscal marksmanship
cannot be confinedtothenationalbud-
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gets. Our analysis of the magnitude of
deviations between budget estimates
and the actual spending at subnational
povernmentlevelsin India—all states—
showed that the magnitude of forecast-
ingerrorsisalarming The positivefore-
casting errors inrevenuereceiptsforthe
period2011-12to 2015-16is ashighas
1.20% of GSDPfor aggregate/all states.
The analysis of sources of these fiscal
forecasting errors, state-wise, revealed
that it was not random determinants
behind theseaberrationsin manystates.
This isa matter of concern.

Reducing fiscal forecasting errors is
critical for budget credibility and
medium-term fiscal policy framework
at the state levels. The point tobenoted
here is that the deviations in revenue
forecastsat state levels has happened
not exclusively through aberrationsin
the own tax revenue forecasts/projec-
tions of the states, but also through the
uncertainties in the flow of intergov-
ernmental fiscal transfers from the
Union government to state govern-
ments. Thestate-wise fiscal marksman-
ship analysis of revenue and expendi-
ture is compelling to examinethefiscal
forecastingerrorsat the state level

The CAG (Comptroller and Auditor
General of India) reports are the reliable
sourcesto goto forthe rootsof analysing
the fiscal marksmanship in India. When
CAG reportsreveal that the devolutionof
42%ofthe divisible pool tothe states rec-
ommended by the 14th Finance Com-
missionwas not fully transferred to the
states—the devolution of netproceeds of
¥25,000 crore out of a divisible tax pool
was not transferred to the states in the
financial year 2015-16—the severity of
reasons of lack of fiscal marksmanshipis
revealed before us. This volatility in the
flowof intergovernmental fiscal transfers
tothestates tothemagnitude of 25,000
crore has significant impact on the fore-
casts/projections of public deficits by
state governments and, in turn, on their

fiscal marksmanship.



