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At atimewhen the economy is opera-
ting below its potential, there is
alwaysa growing pressure on public
spending. In fact, when private invest-
ment is weak, the standard prescrip-
tion is toraise publicspending, and
more particularly public investment.

It iz all the more soinacountry like
ours where the public sector still
playvzan importantrole in critical
sectorslike coal, power, roads and
railways. But acritical guestion is
whether under these circumstances
there should be a deviation from the
road map for fiscal consolidation.
The fizscal road map as indicated by
the 205 Union Budget was a target
fiscal deficitof 3.5% for 2006-17and
3% for 2017-18.

It iz important to have a proper
perspectiveon fiscal deficit. Persis-
tent high fiscal deficits lead toarise
in the debt-GDP ratio, and interest
payments pre-emptan increasing
sharoof revenues, leaving loss for
productive expenditures. Let us look
at the numbers.

As apercentageof the net tax reve-
nue tothe Centre, interest payments
jumped from 38.9% in 2007-08 to 43.4%
in 2008-08 and further to46.7% in
20048-10. In Budget 201516, interest
payvments were projected totouch
49.6%. Partof the increase is due to
the reduction in the revenue base
consequent on the acceptance of the
recommendationsof the 14th Finan-
o2 Commission.

It was after much debate and dis-
cussion that the Fiscal Responsibility
and Budget Management(FEEM)
Actwaspassed in2003. Under the Act,
the mandated target was fixed at3%
of GDP for the central government.

After the recommendations of the
1Zth Finance Commission, the state
sovernments also came around to fix
atarget for fiscal deficit.

Thus, fior all the states taken toget-
her, the target is another 3% of GDP
Which means that the overall fiscal
deficit for the Centre and states taken
togetheris at 6%. This is way above
what the Maastricht Treaty had fixed
for European countries. But this is

justified here becanseof the much

higher savings rate in India.

Both private business and govern-
mentaredeficit sectors. They drewon
thesurplus of the household sectorn
Household sectors' savings infinanci-
al azssets are the transferable savings.
The fizcal deficitof 6% iz consistent
with household savings in financial
assets, which used tobe 1% of GDE
In fact. thisratiohas been falling and
for 2003-14, it is estimated at 7.3%.

S0, itmust be understood thatata
given point intime, the povernment’s
increasod borrowings can reduce the
resources available for other sectors.
Thiz will also have the effoct of pus-
hing up interest rates.

Onestandard argument asking fora
relaxation of the fiscal deficit target
ruleis thatsuch a relaxation is nee-
ded toallow for increased expendito-
reon zocial sectors and for invest-
ment. The artof budget-makinglies
in balancing expenditures and reve-
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nues with some constraint on borro-
wing for reasons listed earlier.

If there isno constraint on borro-
wing, budeet-making will not be the
arduous exercize it has become. There
iz, however, one additional issuein
the coming fiscal. Any slippage firom
thefiscal path will not be because of
an increase in capital expenditures or
social sector spending. It will be
becanseof the solf-imposed burden of
increasing the emoluments of go-
vernment employees by £1lakh crore.

Thisz iz ahuge increase for which the
rationale iz not clear. It isnearly 2-3
times the total amount spenton the
Mahatma Gandhi National Rural
Employment Guaraniee Act{MNRE-
GAyscheme. Calculations show that
the increased burden will be 0.65% of
GDE After allowing for the increase
intax revenue arising out of the
enhanced emoluments, the net im-
pactof the burden iz estimated at
0.4% of GDP This will be the slippage.

Some serious thinking isneeded (o
modify the recommendations of the
Pay Commission tospread the bur-
den more evenly. Inour efforts to
contain fiscal deficit, subsidies and
tax exemptions alsoneed a relook.

There iz zome debate whether we
shiould focus on fiscal deficit or reve-
nue deficitor primary deficit. Sofar,
wo have beon monitoring fiscal and
revenue deficits. More recently, we
haveeven introduced anew concapt
of effective revenue deficit.

While the concept isacceptable,
there are problems in measurement.
Evenon primary account, the Centre
had a deficit every vear since 200804,
Ourrecord on fiscal prudence has
been disappointing. It iz acaseof
where the fiscal rule is more honou-
red in braach than inobservance.

For sustained high growih, stability
iz critical. Macro-economic stability
has three dimensions: price stability,
fizcal consolidation and low current
account deficit. We should not throw
away lightly concernson fiscal deficit.
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