ONTAINING  FISCAL
DEFICIT was one of the
elements of fiscal
reforms initiated in the
early 1990s. Fiscal
imbalances had started deteriorating
in the late 1970s for both central and
state governments. The central
account went into consistent revenue
deficitfrom 1979-80 onwards.Onthe
aggregate account of states, revenue
deficit started appearing on a consis-
tent basis from 1987-88 onwards. Fis-
cal deficit for the Centre relative to
GDP averaged 5% in the 1990s. An
attempt was made to reduce the mon-
etisation of fiscal deficit in the "90s.
The system of issuing ad hoc treasury
bills was discontinued in April 1997.
The Centre’s fiscal deficit increased to
an average of 5.2% of GDP in the first
five years of the 2000s. In order to
checkthe inordinate increase in its fis-
cal deficit relative to GDP, a Fiscal
Responsibility and Budget Manage-
ment Act (FRBMA) was enacted in
2003. This Act provided for achieving
balance on the revenue account and
limiting fiscal deficit to 3% of GDP.
In terms of budgeted fiscal deficit,a
level of 3% of GDP was achieved only
once in 2007-08. Thus, the Act was
observed more in breach than in obser-
vance.Inits 2018 amendment, thetar-
get of achieving balance on revenue
account was given up altogether. The
Act said: “The Central Government
shall — (a) take appropriate measures
tolimit the fiscal deficit up to three per
cent of gross domestic product by the
31st March,2021. It alsosaid thatthe
Centreshall“endeavourto ensure that
— (i) the general Government debt
does not exceed sixty per cent; (ii) the
Central Government debt does not
exceed forty per cent of gross domes-
tic product by the end of financial year
2024-2025" Thus, the Act continued
to emphasise fiscal deficit relative to
GDPwhile adding additional targets
with respect to debt-GDP ratios of the
general government and for the Cen-
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® FISCAL DEFICIT OR DEBT-GDP RATIO
WE NEED TO TRANSLATE PREFERRED PATH OF DEBT-GDP RATIO INTO IMPLIED PATH OF FISCAL DEFICIT

Focus of fiscal health

tre.Inthe meantime,states too passed
suitable legislation limiting the fiscal
deficit at 306 of state domestic prod-
uct. The general government debt-
GDP ratio shot up to close to 90% in
the Covid year and the Centre’s debt-
GDP ratio went up to nearly 60%.The
FY26 Budget contended that we
should follow a different path. It has
been stated that from now on, the
focus will be on annually reducing the
debt-GDP ratio. In the

gether. Assuming a nominal GDP
growth of 10.5%, a declining path of
fiscal deficit to GDP ratio to attaina
level of 3.2% by 2028-29 and subse-
quently maintaining fiscal deficit at
3% of GDPwould enable reaching the
FRBM debt-GDPtarget by 2037-38.

Fiscal deficit and saving-
investment balances
The Twelfth Finance Commission
had argued that the
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inal GDP growth assump- AVE & 14y tHghar public sector can be
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glide paths are indicated
with alternative assump-
tions on mild, moderate,
and high degrees of fiscal
consolidation.This makes
the effort towards fiscal
consolidation quite
vague.The document out-
lines a declining path of
debt-GDPratioreachinga
level of 50+10% of GDP by 2030-31.1t
can be shown that if the nominal GDP
growth is 10.5%, a fiscal deficit of
3.8% of GDP maintained year after
yearfrom 2026-27 onwards will bring
the debt-GDP ratio down to 50% by
the end of 2030-31.This is consistent
with a moderate degree of fiscal con-
solidation. This path will imply a
higher level of fiscal deficit than 3% of
GDP,which should be a matter of con-
cern. There is no indication whether
the FRBMA-2018 target of 40% of
debt-GDPratio hasbeen given up alto-

compared to India.
Their interest
payments to
revenue receipts
ratio, however, is
much lower
-—

ings and net inflow of
foreign capital over the
draft of this surplus by
thecentral and state gov-
ernments through their
borrowing.

Therecent tendencyis
for the household finan-
cial savings to come
down. According to
Reserve Bank of Indiadata,in 2022-23
and 2023-24,itwas 5.0%and 5.3%of
nominal GDP as against an average of
7.6% during 2017-18 to 2021-22
excluding the Covid year of 2020-21.
With 5% of household savings and
about 2% of net inflow of foreign cap-
ital,available investible surplus of 7%
will be fully pre-empted by the fiscal
deficits of central and state govern-
ments at about 7.4% of GDP.The non-
government public sector and private
corporate sector will have to borrow
from abroad, increasing the net inflow

of foreign capital well above sustain-
able levels. There is thus strong logic
behind maintaining the fiscal deficit
ofthe Centre and states taken together
at 6% of GDP and we should follow a
path of fiscal consolidation which is
consistent with this.

Interest payments and

revenue receipts

In India’s context, if the debt-GDP
ratio remainsrelatively high compared
to the norms given in the Centre and
states’ fiscal responsibility legisla-
tions, the ratio of interest payment to
revenue receipts would also remain
high, pre-empting government’s rev-
enue receipts while leaving progres-
sively lower shares for financing non-
interest expenditures. The ratio of the
Centre’s interest payment to revenue
receipts net of tax devolution, which
had fallen to 359% in 2016-17, has
increased to an average of 38.4% dur-
ing2021-22to 2023-24.Thisratiohas
fallen to 36.9% in the revised esti-
mates for 2024-25 but is budgeted to
increaseagainto 37.3%in 2025-26.

There are many countries which
have a far higher level of government
debt-GDP ratio as compared to India.
Their interest payments to revenue
receipts ratio, however, is much lower.
Forexample,during 2015 to 2019,the
ratio of interest payment to revenue
receipts averaged only 5.5%, 6.6%,
and 8.5% forJapan,the UKand the US.
This is because their revenue receipts
relative to GDP are much higher.

Asitstands now,the goal is unclear.
Since the operating variable is fiscal
deficit, we need to translate the pre-
ferred path of debt-GDP ratio into the
implied path of fiscal deficit. We can
then find out whether that fiscal
deficit is appropriate or not. In fact, a
largerclaim onthe availableinvestible
resources by the government will
make it difficult for the private invest-
ment to pick up.
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