Fiscal Framework: The World is

05

Changing, Should India Change Too? CHAPTER

I want the cultures of all lands to be blown about my house as freely as possible. But I

refuse to be blown off my feet by any.
— Mahatma Gandhi

Advanced countries have embraced fiscal activism, giving a greater role to counter-cyclical
policies and attaching less weight to curbing the debt stock. But India’s experience has
tanght the opposite lessons. 1t has reaffirmed the need for rules to contain activism, so

as to rein in excessive spending during booms and inordinate deficits during downturns,

a pattern that contributed to both recent episodes of severe macro-economic instability
(1991 and 2013). India's experience has also highlighted the risk of relying on rapid
growth rather than steady primary balance adjustment to reduce debt, a strategy that has
failed to place the debt-GDP ratio firmly on a downmward path. These flow and stock
vulnerabilities are the subject of review under the new FRBNM Committee.

I. INTRODUCTION

5.1 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. What should be the direction
of future fiscal policy? This question has
become salient for both international and
domestic reasons.

5.2 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.

53 Now that monetary easing has run
its course, attention has increasingly turned
to the role of fiscal policy. And here too
there has been a paradigm shift. This shift
in conventional wisdom, articulated most
clearly recently by Jason Furman of President
Obama’s Council of Economic Advisers!,
comprises the following:

e Fiscal policy can legitimately be used for

! In an October 2016 speech. See https://www.whitehouse.gov/sites/default/files/page/files/20161005_furman_

suerf_fiscal_policy_cea.pdf
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counter-cyclical policy;

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

e 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
(Gaspar, Obstfeld, and Sahay 2016);

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

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

5.4 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). 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.

5.5 How well does this view apply to India,
given its fiscal experience in the last 15 years
and its outlook for the next 10-15 years? This
is a question that is imperative at a time when
India is reviewing the fiscal policy framework
enshrined in the Fiscal Responsibility and
Budget Management (FRBM) Act of 2003.

II. InDIA AND THE WORLD: Frows

5.6 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.

5.7 '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. Deleveraging has
still not played itself out and hence the
debt overhang will continue to constrain
economic activity (see Chapter 4). The need
for counter-cyclical policy cannot therefore
be ruled out.

5.8 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. Potential growth is notoriously
difficult to estimate, especially in India, but
one recent attempt suggests that the room
for increasing demand without triggering
higher inflation may be limited (Chinoy,
Kumar and Mishra 2016).

5.9 Perhaps a more important argument
against activist counter-cyclical policy is
India’s own recent experience. Figures 1 and
2 illustrate this history. Figure 1 highlights
starkly that the two episodes of Indian macro-
vulnerability in the last 35 years—1991 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. The difference
between the 1991 and 2013 episodes is that
in the former there was a fixed exchange rate
which created a full-blown crisis, whereas
in the latter the exchange rate was floating,
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Figure 1. Gross Fiscal Deficit of Central Government (% of GDP)
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which attenuated disruptions in other asset
prices.

5.10 Figure 2 focusses 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.
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Table 1. General Government Debt to GDP Ratio

Country 2007 2008 2009
Japan 183.0 191.8 210.2
Ttaly 99.8 1024 1125
United States 64.0 72.8 86.0
France 64.4 68.1 79.0
Canada 66.8 67.8 79.3
United Kingdom 422 503 642
Brazil 63.7 61.9 64.9
India 74.0 745 725
Germany 63.5 64.9 72.4
Mexico 37.5 428 439
Argentina 50.8 439  53.8
South Africa 27.1 26.5 30.1

China 29.0 27.0 326
Korea 28.7 28.2 31.4
Tutkey 39.9  40.0  46.1

Indonesia 32.3 30.3 26.5
Russia 8.0 7.4 9.9

Adpanced Economies 71.7 785 919
Euro Area 64.9 68.5 783
G-7 809 889 1037
Emerging Market and Middle- 352 335 384

Income Economies

Source: IMF Fiscal Monitor (October 2016).

5.11 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
This fiscal
tragility. Fiscal rules, insofar as they can be

slowdowns. pattern  creates
effective and binding, must therefore aim
to prevent spending surges during booms
constrain

and counter-cyclicality ~during

downturns.

IT1. InDIA AND THE WORLD: STOCKS

5.12 India also appears to have a stock
problem, in that its debt-to-GDP ratio is
higher than many other emerging markets
(Table 1). But such a mechanical comparison
is not an appropriate way of assessing India’s
fiscal strength: the true problem is much

2010 2011 2012 2013 2014 2015 2016
215.8 231.6 238.0 2445 249.1 248.0 250.4
1154 1165 1233 129.0 1325 1327 1332
947  99.0 1025 1046 1046 1052 108.2
81.7 85.2 89.6 924 953 96.1  97.1
81.1 81.5 84.8 86.1 86.2 915 921
75.7 81.3 84.8 86.0 87.9 89.0  89.0
63.0 61.2 623 604 633 737 783
67.5 696 691 68.0 683 69.1 68.5
81.0 783 795 771 74.5 71.0 682
422 432 432 464 495 54.0  56.0
426 381 394 422 436 521 5138
347 382 410 440 469 49.8  51.7
33.1 33.1 340 369 39.8 429 463
30.8 315 321 33.8 359 379 389
423 391 362  36.1 33.5 329 317
24.5 23.1 230 248 247 273 275
10.6 10.9 11.8 13.1 15.9 164 171
984 102.6 106.8 1056 1054 1054 108.6
84.1 8.7 913 933 943 925 917
1119 1171 121.3 1194 1186 1179 121.7
38.1 373 375 389 411 448 473

more subtle.
A. Fiscal commitment

5.13 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 that sense,
India is very different from many other
emerging markets, especially those in Latin
America (and Russia) which have defaulted
on their domestic obligations. If fiscal and
debt sustainability is about confidence and
trust as revealed in the ability and willingness
of governments to limit their debt levels and
pay them off without disruption, as Reinhart,
Rogoff and Savastano (2003) suggest, then
India’s record is very good. In the recent
past, India’s highest level of debt has been
83 percent of GDP and it has made sure
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that its debt service obligations have been
conscientiously met.

5.14 Indeed, India’s
external debt obligations is instructive.
When doubts about India’s ability to meet its
debt service obligations to foreign creditors

experience on its

arose in 1991, the government took extreme
measures to reassure creditors that it had no
intention to default. Gold from the RBI was
flown in a special plane and placed in the
vaults of the Bank of England to provide
collateral and demonstrate India’s seriousness
about its debt obligations (Sitapati, 2016).

b. Debt dynamics

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

di —di—q = pd; — AL d; )

1+g¢
where:
d refers to the debt/GDP ratio in petiod t;
pd, the primary deficit in period t;
g, the nominal GDP growth rate; and

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

5.16 This shows that if a
government is running a primary deficit,
pd, then nominal growth must exceed the
nominal interest rate (/g - 7/ must be positive)

equation

to keep debt from increasing, In contrast,
if the primary balance is positive, then debt
ratios can remain steady even if /g - 7/ turns
negative.

5.17 Onboth /g-r/and pdthere 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 have reduced equilibrium

interest rates, as well. In other words, both
g and r have fallen, keeping debt dynamics
sustainable.

5.18 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 4F2 percent implies that nominal
GDP growth over the next decade or so will
be in the 11-14 percent range.

5.19 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.

5.20 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.

5.21 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.

5.22 There is nothing extraordinary about
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Table 2. General Government Primary Balance (% of GDP) & Real GDP Growth (%)

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 Average Real GDP

growth (%)
Argentina 1.7 18 -11 -04 -14 -15 -24 32 -54 -56 -1.8 2.3
Brazil 32 38 19 23 29 19 17 -06 -19 -28 1.2 2.0
China 04 04 -13 11 04 -02 -03 -04 -21 -22 -0.4 8.9
India 04 -53 -52 -42 -39 -31 -31 -28 -23 -21 -3.2 7.4
Indonesia 09 17 01 00 05 -04 -10 -09 -12 -10 -0.2 5.7
Mexico 15 17 23 -14 -10 -12 -12 -19 -12 01 -0.7 21
Russia 56 47 -62 31 17 07 -08 -07 -32 -34 -0.5 1.5
South Africa 39 21 25 21 -11 -13 -09 -06 -06 -04 -0.4 21
South Korea 14 12 07 08 09 08 -02 -03 -04 -03 0.3 3.3
Turkey 29 1.7 -14 03 21 1.1 14 14 12 03 1.1 3.5

Source: IMF Fiscal Monitor, October 2016.

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 (Table 2). 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

(Figure 3).

5.23 Asaresultof runninga 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 (Figure 4).

Figure 3. Real GDP Growth and Average Primary Deficit (% of GDP), 2007-
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Figure 4. General Government Debt, Primary Balance and Interest
Rate-Nominal Growth Differential
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524 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.

5.25 This contrast between India’s primary
balance position and that of other countries
reflects a deeper point. 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. For example, between
2014-15 and 2016-17, lower oil prices will
have contributed about a percentage point
to fiscal adjustment. Notice that in Figure 4,
the primary balance line is relatively stable,
and the improvement around 2007, reflects

the growth boom while the strengthening
towards the end coincided with low oil prices.

IV. ConcLusiON

5.26 Ithas 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. 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.

5.27 In many ways, then, India’s economy
is converging toward the large, open,
prosperous economies of the West. But its
trajectory is different in one fundamental
way. While India’s pace of growth has
quickened in the past quarter century, the
dynamism of advanced countries has ebbed,
particularly since the Global Financial Crisis.
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And this has led to a fundamental divergence
of fiscal perspectives. 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 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.

5.28 But India’s experience has taught the
opposite lessons. 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.

5.29 Evenas these basic tenets of the FRBM
remain valid, the operational framework
designed in 2003 will need to be modified

to reflect the India of today, and even more
importantly the India of tomorrow. This,
then, will be the task of the FRBM Review
Committee: to set out a new vision, an FRBM
for the 21st century.
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