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Flexibility in policymaking is desirable. But pragmatism can't be a licence for total dliscretion

Policy Wants a Cracker

' pragmatism in the pursuit

of monetary andfiscal pol-
icies. These echothe discu-
ssions thathappened more
than 80 years ago that centred arou-
nd what was then called ‘Rules Vs
Discretion’. That was the time when
the rule-bound ‘gold standard” was
abandoned and was replaced by the
paper-based system of currency.
What was needed then, and what is
needed now, is a balance between
‘rules’ and ‘discretion’.

These are days of accountability.
Autonomous institutions must be
accountable. For being accountab-
le, a clear enunciation of objectives
is necessary. Objectives also some-
times need a quantitative dimen-
sion. The concept of price stability
lacks clarity without a quantitati-
ve dimension.

Itis critical to look into how rules
are evolved and whether they allow
discretion. Take the case of fiscal
deficit rule or mandate. The Fiscal
Responsibility and Budget Manage-
ment (FRBM) Act prescribes that
the central government deficit sho-
uld not exceed 3% of GDP. After the
recommendation of the 12th Finan-
ce Commission, states also adopted
legislations prescribing a limit of
3% of state domestic product. Thus,
the overall limit taking states and

* Centre togetheris6% of GDP.

This is very different from what

the Maastricht treaty set for the EU
countries. It was 3% of GDP for all
levels of government put together.
Thus, there is no question of ‘one
size fits all’. We can look at the logic
for 6%. Among the three sectors —
households, private corporate and
publicsector—the only surplussec-
tor is households. It lends to other
sectors. Household sectorsavingsin
financial assets — ‘transferable sav-
ings’ — have been around 10% of
GDP and have been showing a de-
clining trend.

A Sense of Margin

With a fiscal deficit of 6% of GDP,
around 4% will be available to draw
upon for the corporate sector, which
includes private and public sector
companies. This appears to be afair
distribution, and this is not fiscal
fundamentalism in any sense.

Assuming that 3% of GDP is an
acceptable level of deficit for the
central government, the question is
how much latitude should be given
tothe government.

Of course, the FRBM Act only re-
quires the government to come to
Parliament and explain the reasons
for exceeding the mandated level.
However, markets and analysts
view thedeviation more seriously. It
has been argued that the fiscal defi-
cit mandate should be seen over the
entire business cycle rather than
makingitbindingeach year.

Viewing over the business cycle
means that in boom years, the defi-
cit should be below 3%, so that in
lean years, the deficit could be high-
er than 3%. Unfortunately, even in
good years, our deficit has not been
below 3%. Therefore, a roadmap for
taking thefiscal deficit down is very
much needed. The sooner we reach
3%, the better.

Is the proposed limit of 3.6% for

Inflation can’t be allowed to deviate too far from what
is happeningin therest of the world. If it did, it would
have implications for the stability of the exchange rate

o

B - 4.

Tl
2015-16 reasonable? I believe so. In
the coming fiscal year, the govern-
ment will reap the full benefit of the
fall in oil prices. Petroleum and fer-
tiliser subsidies willgodown almost
automatically. In fact, if public in-
vestment is driving fiscal deficit,
there should be a sharper decline in
revenue deficit.

The rules on monetary policy are
morecomplicated. Whatisanaccep-
table level of inflation? What is the
range within which inflation can be
allowed tomove? What is the level of
inflation beyond which the costs of
inflation begin to raise steeply? A
consensusisyettoarrive.

Observe Speed Limit

Itisgenerally believed that in the In-
dian context, the acceptable level of
inflation is 4% and the comfort zone
is +/-2%. These numbers are deriv-
ed from our past éxperience. Obvi-
ously, they are dependent on the giv-
en structure of the economy. It may
benoted thatin the developed econo-

he future’s ours to see, even if it's que sera, sera

mies, the acceptable level of inflati-
onisonly2%.

Theprescription of anacceptable
level of inflation hasalso certain in-
ternational connotations. Our dom-
estic inflation cannot be allowed to
deviatetoofarfrom what ishappeni-
ngintherestof the world. If itdid, it
would have implications for the ma-
intenance of stability in the exchan-
ge rate. The rule, as such, does not
exclude monetary authorities fo-
cusing on other objectives. It only
binds them to act when inflationary
tendencies persist— or seem to per-
sist—beyond the comfort zone.

Economics is not an exact scien-
ce.Itprovides, atbest, certain guida-
nce. This is, indeed, true of all social
sciences. Policies must rest partly
on theory and partly on historical
experience. Flexibility is, indeed, a
desirable attribute. But pragma-
tism cannot become a licence for to-
taldiscretion.
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