Department of Economic Affairs
Ministry of Finance
Government of India

Volume-II
International Experience

FRBM Review Committee
January 2017

FRBM REVIEW COMMITTEE REPORT

RESPONSIBLE GROWTH
A FISCAL FRAMEWORK FOR 21ST
CENTURY INDIA

VOLUME-II
INTERNATIONAL EXPERIENCE

1

2

CONTENTS
SECTION 1: INTERNATIONAL EXPERIENCE WITH FISCAL RULES ................................ 5
1.

Fiscal Responsibility Laws: Lessons from International Experience — Presentation
by the International Monetary Fund ............................................................................................... 7

2.

Fiscal Rules in Emerging Markets: Overview and Key Messages — Presentation
by the International Monetary Fund ............................................................................................. 20

3.

The experience of Internal Stability Pacts in the EU – Presentation by the
European Commission ................................................................................................................... 27

4.

The Stability and Growth Pact: Presentation and Critical Assessment —
Presentation by the European Commission ................................................................................. 45

SECTION 2: INTERNATIONAL EXPERIENCES WITH SUB-NATIONAL FISCAL RULES ... 71
5.

Fiscal Rules and Discipline at the Sub-National Level – Case Studies from Brazil,
Mexico, Nigeria, Indonesia, China, India – Presentation by the World Bank......................... 73

SECTION 3: FISCAL POLICY, GROWTH AND EMPLOYMENT ...................................... 109
6.

Fiscal consolidation, growth and employment: international evidence and
implications – Presentation by the International Labour Organization ................................ 111

7.

Can Fiscal Rules Support Economic Growth and How? — Presentation by the
International Monetary Fund ...................................................................................................... 129

8.

OECD Economic Outlook and Indian Fiscal Challenges –
Presentation by the OECD ........................................................................................................... 139

SECTION 4: MANAGING FISCAL RISKS............................................................................ 149
9.

Managing Fiscal Risks – Presentation by the International Monetary Fund ........................ 151

SECTION 5: INTERPLAY OF FISCAL AND MONETARY POLICY................................... 163
10. Fiscal Rules and Inflation Targeting — Presentation by the International
Monetary Fund .............................................................................................................................. 165
3

SECTION 6: SECOND-GENERATION FISCAL FRAMEWORKS: KEY ISSUES ............... 175
11. International Experiences: Designing Second Generation Fiscal Rules — Presentation
by the International Monetary Fund ........................................................................................... 177
12. Fiscal Frameworks: Best Practices and the Way Forward – Presentation by the OECD.... 192
13. Strengthening Fiscal Governance: International Practices – Presentation by the OECD. 212
14. International Experiences with the Design and Operation of Fiscal Councils:
Lessons Learned — Presentation by the International Monetary Fund................................ 222
15. Medium Term Expenditure Frameworks – Presentation by the International
Monetary Fund .............................................................................................................................. 238

SECTION 7: IMPLICATION FOR FISCAL FRAMEWORKS FOR INDIA ......................... 245
16. Calibrating Fiscal Rules (With An Application to India) – Presentation by the
International Monetary Fund ...................................................................................................... 247
17. India’s Public Debt: Key Considerations – Presentation by the International
Monetary Fund .............................................................................................................................. 261
18. Opportunities and challenges with India’s fiscal framework: some views from
the OECD Economics Department ............................................................................................ 276
19. Review and Recommendations for Reform : presentation by the Asian
Development Bank ........................................................................................................................ 283

4

SECTION 1:
INTERNATIONAL EXPERIENCE WITH
FISCAL RULES

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

Fiscal Rules in Emerging Markets:
Overview and Key Messages
SANJEEV GUPTA
FISCAL AFFAIRS DEPARTMENT, IMF
INDIA MOF/IMF WORKSHOP
NEW DELHI, AUGUST 18, 2016

Context
X Follow-up

on the presentations made at June FAD workshop on the international
experience with:
X Analyzing

and managing fiscal risks

X Implementing
X Design

fiscal responsibility laws

and operation of fiscal councils

X Designing

second generation fiscal rules

X Address

the specific questions raised by the committee in the letter to the MD and
during the previous workshop

2
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Outline

1. Fiscal Rules in Emerging Markets: Overview

2. Key Messages from the Presentations
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1. Fiscal Rules in
Emerging Markets:
Overview

4
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Fiscal rules in EMs now outnumber those in
AEs...
Number of Countries with Fiscal Rules, 1990-2014
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Source: IMF Fiscal Rules database (2015).
Notes: Figure includes both national and supranational fiscal rules.

5

…due largely to a surge in national fiscal rules
adopted since the late 1990s…
Fiscal Rules by Income Group, 1990−2014
(Number of countries with at least one rule)
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2. Supranational Rules
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Low-income developing countries

1992

30

1994

1. National Rules

Source: IMF Fiscal Rules database (2015).
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… in order to signal commitment to fiscal
adjustment or to solidify fiscal discipline
National Fiscal Rules Initially Adopted by Emerging Markets
Country

Year

Rule

Year

Rule

Malta

2004

BBR+DR

BBR

Pakistan

2005

BBR+DR

DR

Mexico

2006

BBR

2002

BBR+DR

Romania

2007
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Russia

2007
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Botswana

2003

ER

Armenia

2008

DR

Bulgaria
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DR
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2008
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2009
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Sri Lanka
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Rule

Chile
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Costa Rica
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DR
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Eq. Guinea

St. Kitts & N.
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DR

Argentina

2000

Brazil

Country

Source: IMF Fiscal Rules database (2015).
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As in AEs, budget balance and debt ceilings, often
combined, are the most common fiscal rules in EMs
Emerging Markets: Number of Countries
with Multiple Fiscal Rules, 2014

Type of National Fiscal Rules by Country
Group, 2014 (Share of countries with rules)
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Source: IMF Fiscal Rules database (2015).
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Despite progress, rules-based fiscal frameworks in
EMs are still weaker than in AEs
Fiscal Rule Features by Type of Country, 2014
(Share of countries with rules that has:)
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Source: IMF Fiscal Rules database (2015).
Note: AEs = Advanced Economies; EMMIEs = Emerging Market Middle-Income Economies; and LIDCs = Low-Income Developing Countries
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2. Key Messages from the
Presentations
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24

Questions received from the Committee
X We

have organized the questions in 4 main categories:

X How

can fiscal rules support growth? (Tigran Poghosyan)

X Synergies
X How

between fiscal rules and inflation targeting regimes (Rene Tapsoba)

to calibrate fiscal rule thresholds? (Luc Eyraud and Andreas Bauer)

X How

to set fiscal targets with a medium-term perspective as part of an MTBF? (Sandeep
Saxena)

X Subnational

finances and informality covered by WB colleagues

11

Key messages (1)
X Fiscal

rules can support growth by fostering counter-cyclicality, improving expenditure
composition, and facilitating structural reforms. From a stabilization perspective, an
expenditure rule may be more appropriate than a cyclical/structural balance rule in
EMs, in particular because of measurement issues. A MTBF rather than a golden rule
can protect investment

X Adopting

fiscal rules and inflation targeting jointly has great benefits, but requires
coordination between monetary and fiscal policies, including at the operational level
(targets, time horizons)

12
25

Key messages (2)
X Fiscal

rule calibration is an art, not a science. Preliminary results suggest that a GG
debt threshold of 50-70 percent of GDP would be appropriate for India. Beyond this
range, the economy would become vulnerable. There are various ways to derive the
other fiscal targets from the debt ceiling depending on the policy objectives, including
coping with age-related pressures

X A medium-term

fiscal framework (MTFF) (of three years) starting with the central
government can improve compliance with fiscal rules. But is has to be fully integrated
into the annual budget process. Prudent macro-fiscal forecasts (including for revenues)
and a suitable margin to absorb unanticipated shocks will provide the flexibility to fiscal
policy and impart credibility to it. The 2012 amendment to FRBM requires presentation
of a medium-term framework which is yet to be fully institutionalized.
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Fiscal Rules and Fiscal Discipline
October 6, 2016
1

Outline


Key Messages



Institutional Framework: Comprehensiveness and Transparency







A Framework for Fiscal Responsibility






Navigating the rigidity vs. flexibility trade-offs in different types of fiscal rules
Setting the fiscal anchor
Expenditure plus debt rules and a framework for fiscal responsibility

Fiscal Rules in a Federal Structure






Fiscal rules: between policies and politics
The importance of comprehensiveness and transparency
Role of fiscal councils and similar institutional arrangements
Placing the FRL in a medium-term fiscal framework

Incentives and institutions to ensure sustainable debt levels for subnational governments
Managing off-balance sheet transactions (“non-debt liabilities”)
Balance of the burden of economic shock absorption between the center and the states

An assessment of India’s experience






FRBM contributed to fiscal sustainability and increased transparency in fiscal management
Contingent liabilities served as an escape valve and additional transparency is possible
A mixed record of enforcement and compliance, but this may reflect the center taking responsibility for counter-cyclical
policy
A role in developing bond markets, but greater differentiation desirable

2

73

Key messages
3

A fiscal rule or fiscal responsibility law needs to be part of
India’s overarching development strategy


The development strategy entails a medium-term vision of the size of
the Indian state, based on









what services it will need to deliver;
what priority infrastructure needs it has to meet;
what capacity the state has to spend effectively in these areas; and
how much the state can raise in revenues

A medium-term expenditure framework can be useful in
operationalizing the vision by helping prioritize expenditures and
ensure fiscal policy remains on a sustainable path given
Fast growth keeps debt levels in check and public spending (such as
infrastructure) can be growth-enhancing, but




implementation capacity needs to be boosted to justify higher debtfinanced expenditure
growth is driven primarily by policies and institutions that promote
private, rather than public, investment and consumption
4
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The main objective of a fiscal rule is to build the credibility for
the long-term sustainability of fiscal policy


The primary objective of a fiscal rule for India is not to achieve countercyclical policy…








India is a fast-growing, non-commodity emerging economy, for which business cycles
(or commodity cycles) are less economically important compared to advanced or
commodity-dependent economies
Due to the large size of India’s informal economy, macroeconomic data is also
‘noisier’, making counter-cyclical fiscal policy especially challenging
This lack of accurate and timely macroeconomic data is more acute in the states;
therefore, any counter-cyclical fiscal policy should be implemented by the center

…but rather to build and maintain credibility of macroeconomic policy,
thus providing a solid foundation for growth




India needs to build credibility of fiscal policy as a foundation of economic growth. As
the Economic Survey argues, “the loss of expenditure control and hence fiscal space
contributed to the near-crisis of 2013.”
Credibility will require managing moral hazard and time consistency challenges, and
avoiding the ‘tragedy of the commons’ bias towards overspending in states because
some of the burden can be shifted to the center
5

A comprehensive, transparent and simple rule builds credibility


Comprehensiveness of the target is more important than the specific
number






Fiscal transparency requires accurate and timely fiscal reporting







A commitment to target and monitor liabilities from the consolidated public sector ensures
that there are no ‘skeletons in the closet’; it builds credibility and strengthens institutions by
reducing scope of creative accounting
The consolidated public sector includes PPPs, PSUs, SPVs for urban development, and in the
case of states, DISCOMs
Timely reporting of fiscal data reduces scope for deviations from fiscal responsibility and
permit rapid course correction
Reducing gaps between revised and final estimates of spending at the state level
Enhancing disclosure of contingent liabilities, implicit and explicit, at all government levels

Simple numerical targets are still useful for accountability and
transparency




Targets will realistically be derived from considerations of what is politically feasible in
terms of debt reduction or stabilization in the medium-term
Targets can include the consolidated liabilities of the public sector, borrowing requirements
of the consolidated public sector, or the overall level of expenditures

6
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Credibility requires incentive-compatible enforcement




Fiscal rules are tools to help ‘depoliticize’ fiscal policy
An independent, technically capable and reputable institutional
structure (an ‘advisory board’) that scrutinizes fiscal projections and
reports on the targets may be similarly useful






A comprehensive, transparent and simple rule would support political
and market enforcement of fiscal responsibility, which are the only
incentive-compatible enforcement mechanisms at the union level
For the states, fiscal discipline can be enforced by strictly controlling
sources of funding (and indirectly the accumulation of consolidated
public sector liabilities)…




For example, RBI would be well-placed to report on the consolidated
public sector requirements in a given year by looking ‘below the line’

This would extend to state-owned enterprises such as DISCOMs, which
would have its borrowing scrutinized

…and, in the medium term, by introducing market differentiation
7

Institutional Framework: Comprehensiveness
and Transparency

8
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Fiscal rules operate between policy and politics


Fiscal rules are tools to help ‘depoliticize’ fiscal policy and solve time
consistency and moral hazard problems:








It is difficult for politicians to commit to fiscal restraint since the political costs of spending less
today are immediate, while the political costs of spending more today will only be borne out in
the future, and only if the politician is still in office when the adjustments are required
For states, the costs of spending more today is further dampened by the implicit guarantee
from the center
FRLs and MTEFs attempt to introduce an intertemporal dimension to fiscal policy by creating
an explicit commitment to a path for fiscal variables and actions to achieve this path and by
providing greater transparency on fiscal policy

If political incentives are misaligned, fiscal rules will be subject to ‘gaming’,
changes of goal posts and other budgetary implementation risks:








Governments may ignore the fiscal rules openly;
Non-transparent conduct: lack of budget credibility (e.g., over-optimistic growth and revenue
projections), and “creative” accounting;
Politicization of data-generating institutions (especially statistical institutes in charge of
nominal GDP compilation);
Recourse to arrears financing; and
Rearrangement of budgetary structure to the detriment of (growth-stimulating) public
investments
9

Fiscal rules are most effective when they help reinforce
political commitment to fiscal responsibility


Making public commitments to a fiscal path and increasing transparency
through more comprehensive coverage of fiscal targets can help make good
politics out of good policy by




creating an easily-observed benchmark that the Government can be held
(politically) accountable for, and
reducing the scope for creative accounting



…but building strong institutions that will not always serve the short-term
interests of the government of the day requires strong and visionary political
leadership



Well-designed FRLs and MTEFs need to be incentive compatible and
politically sustainable across the political cycle and across mandates of
governments led by different political parties or coalitions, taking into
account local political circumstances


Indonesia example: restrictions on borrowing to be repaid during the current term
of the local executive are more relaxed than those on borrowing where repayment
will take place in a future mandate

10
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Examples of commitment challenges posed by fiscal rules

11

Comprehensive coverage and transparency are key features
of effective fiscal rules


Effective implementation of fiscal rules requires a comprehensive, accurate
and timely picture of consolidated public finances






In India, there are challenges along the three dimensions






All levels of Government (center, states, local governments)
Public sector undertakings (PSUs)
Other entities with an implicit public guarantee (municipal development corporations, SPVs,
extra-budgetary funds)

No consolidated financial statements for the ‘whole of government’
Audited accounts at both the central and states take about 10-12 months to be produced
PSUs are not consolidated and, at the state level, audited accounts are often not available on a
timely basis

Consistency in applying acceptable accounting standards is required to
ensure accuracy and comparability of fiscal data across government entities
and over time


In India, accounting standards are still being developed and currently do not meet
internationally acceptable practice across all government levels

12
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Comprehensive coverage and transparency are key features
of effective fiscal rules (cont.)


Comprehensiveness means that fiscal targets should cover the consolidated
public sector, including state-owned enterprises, especially if they run
chronic deficits



Comprehensiveness also requires that all fiscal risks and contingent liabilities
need to be accounted and disclosed




Normally, only guarantees (explicit liabilities) systematically disclosed
But fiscal risks and contingent liabilities extend beyond explicit guarantees
The International Public Sector Accounting Standard (IPSAS) requires inclusion of
the expected fiscal cost of a CL in government’s financial statement, if it can be
measured and its probability of realization exceeds 50%; disclosure in notes to the
statement, if its probability is less than 50%, but “not remote”



Although work has been done at the union level to recognize contingent
liabilities, additional efforts are required at the state-level



A lesson from the Chinese experience is that a high-level coordinating agency
may be necessary to manage a target on the consolidated public sector


Alternatively, separate targets can be specified for the government (and states)
and the PSUs
13

In Brazil, comprehensiveness and transparency ensured
deviations were eventually spotted


Brazil example: off-budget spending and fiscal maneuvers to circumvent the FRL…



… but transparency of fiscal reporting and binding nature of FRL on all public sector entities ensured
that deviations were eventually spotted



Colombia and Peru are examples of developing countries that target balances of the non-financial
public sector



In Argentina, provinces were not covered by the fiscal responsibility law of 2000, despite being
responsible for a large share of the consolidated fiscal deficit, rendering the rule less effective at
preventing the subsequent debt crisis
14
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Role of fiscal councils (or similar bodies)


An independent body (Fiscal Council) can help increase credibility of Ministry
of Finance





Fiscal councils are widely used










By monitoring and verifying compliance with fiscal rule
By reviewing macroeconomic forecasts and assumptions for revenue projections

The EU now recommends member states have a fiscal council
In Colombia, an independent fiscal council provides advice to the Government, and based on
its recommendations (and the fiscal laws) the Government decides on the level of the target
Chile established an independent fiscal council to evaluate the fiscal rule methodology, provide
assumptions and projections for variables required to calculate the cyclical adjustment, assess
medium-term and long-term sustainability, evaluate cases when exit clauses are invoked, etc.
Hungary instituted a fiscal council to monitor compliance with a new fiscal rule, introduced as
part of the Fiscal Responsibility Law adopted in November 2008. The Council is mandated to
facilitate the law’s enforcement and to provide independent macroeconomic and budgetary
forecasts although these are not binding for budget preparation

Other institutions – such as Accountant Generals or Courts of Accounts – can
play an important role, provided they are independent and timely


In the case of Brazil, while reporting and transparency were improved by the FRL, the work of
the Courts of Accounts was relatively slow in identifying and punishing creative accounting and
the circumvent of the rules, and many of the state-level accounts tribunals were not effectively
independent
15

In the Indian context, a ‘fiscal advisory board’ may be useful


Original recommendation of fiscal council in India rejected…






…but a different, less formalized, but independent institutional structure that reports
on the achievement of fiscal targets may be helpful to build credibility





A Fiscal Management Review Committee was to be chaired by the Prime Minister and had the
Finance Minister, Speaker, Chairman of the Lok Sabha, the Leaders of the Opposition in both
houses of Parliament, the Comptroller and Auditor General (CAG) of India and the Governor of
the Reserve Bank of India as its members.
The CAG immediately disagreed with the creation of such a committee stating that “the
proposed committee will be an encroachment on the prerogative of the finance minister”

Role for RBI or similarly independent agency/body in tracking information on fiscal rules
In Brazil the Central Bank played a role in reporting on the outcomes of fiscal policy by looking
at movements in bank accounts of all public entities (‘below the line’)

Revenue projections have tended to be overly optimistic – a ‘fiscal advisory board’ may
endorse forecasts and enforce g
greater realism

16
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Fiscal rules can be strengthened when used in the context of
a medium-term expenditure framework


A medium-term expenditure framework (MTEF) is a tool to enforce fiscal discipline, ensure intertemporal consistency of fiscal policies, and prioritize spending across sectors



A MTEF typically includes:






Medium-term expenditure ceilings are a key disciplining mechanism in MTEFs








A medium-term fiscal framework (MTFF), which are macroeconomic and fiscal estimates, informed by debt
sustainability analysis for a (minimum) three year period (t+1, t+2, t+3)
Sectoral (agency-level) aggregate budget ceilings for years t+1, t+2, t+3, including allocations for recurrent and
capital spending, issued in a budget circular early in the fiscal year

The ceilings draw from macro-fiscal projections and fiscal policies, where year t+1 is a hard budget constraint
for agencies and years t+2 and t+3 (these are the outer-years) are indicative
The ceiling for year t+2 acts as the starting point for budget discussions that year. While adjustments are
expected to be made to reflect the actual out-turns of year t+1 and new economic and fiscal forecasts, the
earlier ceiling provides a benchmark
Ceilings can also be set conservatively and interpreted as a commitment (e.g. as in Australia) to spending
agencies, although in most jurisdictions it is not legally binding

MTEFs and fiscal rules are mutually-reinforcing tools of fiscal sustainability






Fiscal sustainability is ultimately about building the credibility of the Government’s fiscal policy, in the sense
that its trajectory is not expected (by market participants) to require disruptive adjustments; lack of credibility
tends to precipitate disruptive adjustments as financing costs spike
Credibility is driven by (i) a track record of prudent policies, (ii) fiscal plans consistent with macro stability …as
well as (iii) communicating these plans to the markets
Both MTEFs and fiscal rules are tools that can contribute to these drivers and they reinforce each other by
providing legal backing (via FRLs) to the expenditure ceilings (whether driven by a deficit or expenditure rule)

17

FRLs and MTEF: putting it together
Timing

Element

Permanent

Fiscal Rule /
FRL

FY - 6 mo

Medium-term Fiscal
Strategy

FY - 6 mo

Medium-term
Expenditure
Framework

FY - 5 mo

Budget
Orientation
Debate

FY - 3 mo

Annual Budget

Content
Principles of fiscal management
Fiscal rule (numerical / procedural)
Escape clause
3-5 Year macroeconomic forecast
3-5 Year fiscal forecast
Fiscal risk analysis
Medium-term fiscal target

3-Year expenditure ceiling
3-Year ministerial allocations
Contingency & planning margins
Performance indicators/targets

Scrutinize macro forecast
Vote MT fiscal target
Vote expenditure ceiling

Fiscal
Council

Updated 3-5 Year MTFS & MTEF
Explanation of changes from MTFS/MTEF
Detailed annual appropriations

Source: IMF
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A Framework for Fiscal Responsibility
19

Different flavors of fiscal targets


Primary or overall fiscal balance







Cyclical balance








Doesn’t cover revenues, or by extension, debt
Gives relatively less flexibility on how to meet target

Debt





Difficult to calculate (potential output, relation to expenditures and revenues, one-off factors to exclude)
Often ends up being cyclical as well (potential output estimation can itself be cyclical)
If calculation method is not tightly constrained by formula, this can be prone to manipulation (opinions on potential
output differ)
• EU uses full formulaic approach to define the minimum Medium Term Objectives (MTOs) for Member States, but the
equations are very cumbersome.

Expenditure




does not respond to high debt levels, which may require temporary fiscal surplus to bring down debt levels fast enough
may lead to pro-cyclical fiscal policy even when country has low debt and fiscal space to use fiscal policy to smooth out the
cycle
Can be manipulated by moving spending off-budget

If not comprehensive, can be manipulated by running up arrears or increasing guarantees
Banking sector bail-out could lead to debt jump, which would require drastic fiscal consolidation to meet debt target
• In practice, such shocks could lead the debt target to be ignored for a prolonged period of time, undermining its
credibility and relevance

Many combinations possible – and often desirable





Fiscal balance plus debt
Expenditure plus debt
Debt is used as the medium-term anchor, which is to be achieved through short-term targets on fiscal balances or
expenditures
20
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Which target and institutional framework to achieve the
proper balance of ‘flexible rigidity’?


Ideal rule: short-term fiscal flexibility and medium-term fiscal discipline

21

Navigating the Rigidity vs. Flexibility Trade-offs


Some level of rigidity is required to achieve medium-term fiscal discipline, which:






reduces uncertainties about the Government’s future borrowing and fiscal adjustment path,
thus reducing risk perceptions and financing costs throughout the economy
forces greater prioritization (and thus effectiveness) of expenditures

Excessive rigidity will have different negative implications according to country
characteristics:






In countries subject to regular business cycles, rigid rules prevent Governments from
engaging in counter-cyclical fiscal policies to stabilize aggregate demand and bring the
economy back to potential
In countries where a significant share of revenues (and overall economic activity) is linked to
the performance of certain commodities, rules that do not adapt to changes in commodity
prices will amplify the volatility of commodity prices in the economy, in detriment of
macroeconomic stability
In fast-growing emerging countries where demands on Government are also increasing, strict
targets may slow down growth and contribute negatively to inter-temporal solvency



Excessive rigidity also increases the temptation to circumvent rules, thus
undermining the medium-term fiscal discipline objective



In India’s case, avoiding the negative implications of excessive rigidity would
include (i) ensuring that the state can grow to deliver the services necessary for
growth, and (ii) avoiding the temptation to circumvent rules
22
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Cyclically-adjusted balances: flexibly rigid?


Many countries, especially those with high dependence on natural resource revenues,
have experimented with fiscal rules around a cyclically-adjusted (or structural)
balance, which would be counter-cyclical by nature





Economic and fiscal cycles revolve around commodity prices
Purpose of rules and institutions tends to be two-fold: avoiding excessive appreciation of the real effective
exchange rate due to high inflows from commodities in boom years, and fiscal stabilization

In Chile the target is the cyclically adjusted fiscal balance








Once the target is set, expenditures are a fraction alpha of the cyclically adjusted revenues (where alpha has
changed from 0.99 in 2001-07 to around 1.01 in recent years).
The actual implementation of the rule over the past 15 years in Chile has witnessed a deterioration of the
structural balance from 1.0% positive on average during 2001-07, to minus 2% on average during 2008-10,
and to minus 0.8% on average during 2011-15.
The initial +1% was justified because of the need to repay debt, recapitalize the CB and other contingent
liabilities (ex.: future pension obligations). The 2008-10 change was because of the global financial crisis.
Currently, at the beginning of their terms in office governments set a target (path) for the structural or
cyclically adjusted fiscal balance. The past two administrations started with a structural deficit which they
have been trying to close. The low initial debt has allowed Chile to maintain low/decreasing structural deficits.



In Norway the target is set for the cyclically adjusted non-oil central government
deficit, equal to the return on the oil fund (currently at 4% of the Fund)



In Colombia, a 2012 revision to the fiscal rule called for a structural deficit target of 1%
of GDP from 2022. The structural deficit target, which is monitored by a fiscal council,
allows for fiscal response to cyclical fluctuations in output and oil revenue. Savings
generated with the operation of the fiscal rule are saved in a sovereign wealth fund.
23

The Russian experience with cyclically-adjusted balances


In 2004, the Government converted Russia’s financial reserves into a formal Stabilization Fund.




In 2008, the Stabilization Fund was split into a Reserve Fund and a National Welfare Fund, and
the fiscal rule was adjusted.








The Fund was designed to accumulate resources during years of high world oil prices and to support spending during years
of low oil prices. Oil customs duties received by the budget in excess of a cut-off price were channeled to the Stabilization
Fund. The cut-off price was originally set at US$20 a barrel and in 2006 increased to US$27 a barrel. In 2005–2007, the
government tapped into the fund to repay a portion of the country’s external debt and cover the deficit of the Pension
Fund. Nevertheless, the balance of the Stabilization Fund grew from the US$18.7 billion at the end of 2004 to US$156.7
billion at the end of 2007.

The Reserve Fund was set up to protect the budget from fluctuations in energy prices, with an upper limit established at 10
percent of GDP and additional surplus revenues accruing to the National Welfare Fund
The new fiscal rule, the so-called permanent income fiscal rule, was designed to sustain Russia’s non-oil and gas deficit at a
level not exceeding 4.7 percent of GDP starting in 2011 (with 3.7 percent of GDP coming from transfers from the Reserve
Fund and 1 percent of GDP from debt issuance).

During the global financial crisis the fiscal rule was suspended. Savings accumulated in the
Reserve Fund allowed the government to finance a deficit of 6.3 percent of GDP in 2009
without significant deterioration in the debt-to-GDP ratio.
In 2013, a new fiscal rule was introduced. It set a ceiling on federal expenditures equal to the
sum of (1) oil revenues at the base oil price, (2) non-oil and gas revenues, and (3) net
borrowing of 1 percent of GDP.




Any excess oil revenues would be used to replenish the Reserve Fund up to a ceiling of 7 percent of GDP, beyond which
proceeds would be split between the National Welfare Fund and priority development projects.
Any shortfall caused by the oil price dropping below the base price would be covered by the Reserve Fund. While the base
oil price was initially set as the average price over the previous five years, the reference period was to be extended
progressively by one year and was supposed to reach 10 years in 2018.
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Challenges with cyclically-adjusted balances


The Russian case illustrates the difficulty of setting up cut-off prices for
commodities



Structural/cyclically-adjusted balance rules are dependent on the reliable
estimation of economic cycles, a very challenging task even in the absence
of discretionary manipulation and in countries with adequate capacity



Onder and Ley (2013) show that there are substantial measurement errors
in GDP estimations in real time






Using within year (real-time) GDP estimates of 175 countries between 1990 and 2011, we see
that in more than one-third of the observations even the sign of the output gap estimate is
wrong, e.g. the government estimated that the economy was in a downturn whereas in
reality it was overheating and vice versa. As expected, Low Income Countries are more prone
to incur such errors
Thus, caution is recommending before implementing structural balance rules in countries
with weak administrative capacity and a high degree of informality, both of which could
aggravate the measurement error problems

India is relatively not dependent on commodity prices for revenues or
economic activity, and managing business cycles is arguably secondary to
ensuring the country stays in a long-term fast-growth trajectory
25

Other paths to flexibility: Exclusions from Coverage


Capital expenditures: this is the most common exclusion from fiscal rules; for example,
India has an effective revenue balance rule that excludes capital grants from its revenue
balance rule. Croatia, Ecuador, Peru and Japan are other examples of countries that exclude
capital expenditures from their fiscal rules.




The concern with this type of exclusion is the disconnect between the capital expenditure and the
associated recurrent expenditures: it can be as costly to run a hospital for a year than to build it
In addition, marginal capital expenditures will only be growth-enhancing if there is matching
capacity for implementation of infrastructure investments



Interest payments: Finland, France, Japan and Brazil exclude interest payments by focusing
on the primary balance. The focus on primary balance is less about providing flexibility
(since if anything it declines during recessions when monetary policy is relaxed) but more
about having a target that links more directly with debt sustainability



Cyclically-sensitive expenditures: Finland, Poland and the US exclude ‘automatic stabilizers’
such as unemployment insurance from the fiscal targets. The rationale is sensible since
these are by design expenditures that increase during economic downturns. However, the
risks are that many types of expenditures get reclassified as ‘cyclically-sensitive.’



Security-related expenditures: Peru and Israel are examples of countries that exclude
security expenditures



While exclusions from coverage can serve legitimate objectives, they carry a substantial risk
of reducing transparency and create incentives for ‘creative accounting’
26

85

Other paths to flexibility: Escape Clauses


Economic downturns: relaxing the fiscal rule is allowed in the case of recessions


Example from Peru: The law allowed for a temporary (up to three years) relaxation of the target in
case of national emergency or international crisis. It had to be approved by Congress at the
request of the Executive. Moreover, when there was sufficient evidence (with a report from the
Minister of Economy and Finance) that the GDP was declining or could decline in the following
fiscal year, the deficit target could be missed (never exceeding 2.5 per cent of GDP).



Other common escape clauses include natural disasters and ‘events outside the
government’s control’



Escape clauses need to be well-specified in order to avoid undermining commitment to
medium-term fiscal sustainability

Brazil
Colombia
Jamaica
Mauritius
Mexico
Panama
Peru
Romania
Slovakia

Natural
disaster
x
x
x
x
x
x

Recession
x
x
x
x
x
x
x
x
x

»

Banking
system
bailout,
guarantee

Change
in
budget
Change in
Government coverage

Other
events
outside
control
x
x
x

x

x

x

x
x
x
x

Source: Schaechter et al., 2012Source
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For emerging economies, fiscal rules should be embedded
in an overarching development strategy


Fiscal targets need to be forward-looking and consistent with India’s growth
trajectory as well as a broader development vision that allocates proper roles to
the government and the private sector, and provides for a proper institutional
framework to implement it






Intertemporal aspects of “fiscal solvency”: restricting investments in productive
public assets (to limit deficits) can entail significant costs in terms of a country’s
permanently foregone growth potential…
…however the quality and capacity for implementation of public investment
program become key to the credibility of a more relaxed fiscal stance




What is the vision of the size of government needed to provide services in the next 10 or 20
years? What are the large-scale expenditure programs? For example, will India introduce
large-scale health insurance or pensions? What are priority infrastructure needs? What is the
scope for enhancing expenditure efficiencies and boosting revenues?

The World Bank’s own experience of the challenges in the implementation of infrastructure
investments in India suggests caution in justifying a relaxation of fiscal targets for investment
before bottlenecks to infrastructure implementation were addressed; otherwise, there would
be a loss of credibility on the fiscal side, without much impact on the ground

‘Ex-ante’ flexibility in the sense that fiscal targets should take into account the
needs and circumstances of a growing economy
28
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Embedding fiscal policy in an overarching development
strategy: a vision of the medium-term size of the state

As India grows, so will its government
Expenditure of the General Government as % of GDP (2005-2014
average)
60
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50
40
30
20

32.0

37.7 37.8
35.0 37.3

40.5 41.3 42.1 42.3

45.0 45.8

49.2 49.8

26.7
22.1
19.0 21.3

10

0
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Significant room to increase revenues, especially from
income taxes
Revenues from taxes on income and profits, percent of GDP
China
Indonesia
India
Turkey
Mexico
Philippines
Poland
Korea
Chile
Brazil
Japan
France
Russia
OECD - Average
Germany
United Kingdom
United States
Canada
Sweden
Australia

China, 5.3
Indonesia, 5.6
India, 5.7

Brazil, 7.4

Russia, 11.2
OECD - Average,
11.4

0.0

5.0

10.0

15.0

20.0

Source: OECD, Ministry of Finance (India), National Bureau of Statistics of China
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Fiscal policy anchors


Solvency – or the stabilization of debt at ‘safe’ levels – is the main driver of
fiscal anchors



The Euro Area illustrates the intrinsic difficulties of fiscal rules providing the
long-term policy anchor of debt sustainability
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What is a ‘safe’ level of debt?


Kraay-Nehru (WB-IMF debt sustainability framework): safe level of debt
dependent on policies and institutions, liquidity and solvency risks




Thresholds correspond to probability of debt distress greater than 15 percent
But this applies only to external debt – excessive domestic debt carries other risks



Analyses of public debt thresholds confounded by market microstructure
(nature of debt holders), inflation levels, among others



In most countries, debt target conforms to political-economy considerations
of what may be feasible to achieve within a 5-10 year period
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What is a ‘safe’ level of debt? (cont.)


Do countries grow more when they avoid excessive debt levels – or are debt
levels kept manageable by fast growth?



Gil Sander (2009) finds that countries experiencing fast growth were less
likely to enter an episode of debt distress;



No evidence that high debt levels affect future economic growth
Rather, high debt levels were more likely the result of growth slowdowns



Better policies and institutions reduce the probability of debt distress for a
given debt level in two ways: directly, through enhanced commitment to
fiscally sustainable policies; and indirectly, through the effect on growth



Some ways in which these findings can be relevant for India’s fiscal rules:






While the lack of a causal relationship between high debt levels and future economic growth
would argue against aggressive short-term debt reduction, it has been nonetheless the case
that fast-growing countries reduced their debt levels as growth accelerated, suggesting that a
degree of debt reduction should be built into a medium-term debt target
The reduction of debt levels induced by fast growth takes place over time; therefore, an
adjustment period for reaching a given debt target may be warranted
Reforms critical to sustain fast growth and create fiscal space
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What is a ‘safe’ level of debt? (cont.)


Although some countries (including India) experienced a growth episode starting with debt levels
over 60% of GDP, in most cases growth episodes started with debt levels below 50 percent of GDP



In the four cases of growth episodes starting at levels over 60 percent of GDP, debt ratios declined



Excluding three cases of starting debt ratios of less than 10 percent of GDP, in 10 out of 15 cases
debt ratios declined for most of the growth episode period
Debt ratios during fast growth episodes
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(growth in GDP per capita in USD greater than 6% per year for at least 5 consecutive years)
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Expenditure (and debt) rules


Expenditure rules target the growth rate of expenditures and have the
advantage of being less pro-cyclical compared to deficit rules since they
allow for large deficits in years when economic shocks reduce revenues



Easily monitored, though less intuitive than deficit rules since it will be
consistent with varying levels of deficits



Usually combined with a medium-term debt target, with the growth rate of
expenditures periodically re-calibrated based on revenue growth to achieve
the medium-term debt target



Consistent with a long-term growth strategy that targets a certain ‘steadystate’ size of Government expenditures



Effectively implemented in the context of a medium-term expenditure
framework



If the definition of expenditures is comprehensive, an expenditure rule
reduces incentives for under-estimation of revenues and creative
accounting
35

Example: Brazil’s proposed new expenditure plus debt rule


Aggregate expenditure ceiling, set at last year’s expenditures plus CPI
inflation, to be in place for 20 years





Target: debt/GDP ratio between 50-55%




However, because the rule is linked to a time-frame of 10 or 20 years rather than debt
levels, this may lead to unnecessarily high levels of the primary surplus

Seven automatic measures to block new expenditures in case the ceiling
is violated, including







After 10 years it can be modified by parliament only (changes by decree prohibited)
Context: fiscal crisis, with debt levels increasing sharply

Salary freeze for civil servants
Civil service hiring and post-creation freeze
Expenses with subsidies cannot exceed last year’s expenditures, and
Tax incentives are prohibited

Rule does not address Brazil’s context of high expenditure rigidity
(revenue earmarking, indexed mandatory spending, growth in pensions)


A key lesson is that before enacting rules on spending it is necessary to tackle spending
rigidities
36
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A fiscal responsibility framework with endogenous targets


Numeric targets are helpful for transparency and accountability.



However, they can be incorporated in fiscal responsibility laws in at least two
different ways:





Brazil did not have any numerical targets for the primary deficit written in the
2000 fiscal responsibility law; rather the Government had to propose a threeyear path of primary surpluses consistent with debt sustainability





In a fiscal responsibility law itself (e.g. Maastricht criteria, India’s FRBM)
On a rolling basis, as part of a medium-term fiscal framework (e.g. Brazil 2000 FRL, Colombia)

The Government would then be held accountable to the path it proposed
Separate targets for states and the union, similarly-derived

Since 2003, Colombia’s central government prepares an annual Medium
Term Fiscal Framework that sets a numerical target for the primary balance
of the Non-Financial Public Sector for the following year as well as some
indicative targets for the subsequent ten years, so that public indebtedness
remains in line with a sustainable path
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Fiscal Rules in a Federal Structure
38
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Application of fiscal rules to states


In a federal country, fiscal rules are required to address the ‘common pool’
or ‘soft budget constraint’ problem whereby states expect the center will
prevent them from becoming insolvent



Many subnational fiscal rules include numerical ceilings on a variety of fiscal
indicators of the subnational entity








Peru restricts the debt stock at 100 percent and debt service at 25 percent of current
revenues for each subnational government
In Brazil, there are 7 fiscal targets rolling over for 3 years, including: primary surplus, debt,
personnel expenditures and own revenue collection
In Colombia and India, current expenditures cannot exceed current revenues (zero revenue
balance)

Numerical rules are primarily enforceable through restrictions on the state’s
ability to acquire liabilities (borrowing regimes)

39

A range of borrowing regimes
Borrowing regime
Prohibited
Administrative
Centrally imposed
rules
Cooperative
Selfimposed rules
Market Discipline

Definition
No subnational borrowing is allowed.
Central government direct control over sub-national borrowing decisions.

Use indicators and rules as constraints on choices by sub-national
governments in order to guarantee desirable fiscal outcomes.

Borrowing controls are designed through negotiation/consensus
between central and lower levels of government.
Rules and constraints based on local jurisdictional laws and regulations.

Financial markets regulate the behavior of borrowers and lenders
through interest rates.
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Borrowing regimes - prevalence
(relative frequency in the sample)

1990
35%

2000

2008

Most of the countries that introduced borrowing
at the sub-national level after 1990, preferred
centrally-imposed rules or direct control by the
central government as the dominant type of
regulation.

23%23%

22%

28%

There has been a relative decrease in sole
reliance on financial markets in regulating subnational borrowing, which may be explained by
experience gained from recent crises in which
sub-national borrowing played a major role.

28%
20%

17%

15%

17%

18%

12%12%
5% 5% 5%

PROHIBITED

ADMINISTRATIVE

CENTRALLY-IMPOSED
RULES

SELF-IMPOSED RULES

12%

3%
COOPERATIVE

MARKET DISCIPLINE

Source: Martinez-Vazquez & Vulovic ; 1 Sample consist of 60 industrialized, developed and countries in transition
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Key tradeoffs of different borrowing regimes


More restrictive borrowing regimes place the burden of raising
financing on the central government, curtail local government fiscal
autonomy, and may also lead to the higher incentives for the
proliferation of non-debt liabilities



More liberal borrowing regimes require a credible commitment by
the center to avoiding bailouts, which is usually not politically
sustainable



A second pre-requisite for a borrowing regime that relies on market
enforcement is the presence of a well-established insolvency regime
for subnationals


Best known example is Chapter 9 in the US, which deals with the bankruptcy of
local governments; few other well-functioning examples globally
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A balanced approach to fiscal discipline


The ‘ideal’ rule provides a degree of fiscal autonomy (thus allowing
subnationals to borrow) and strikes a balance between market and
central controls on the amount or conditions for borrowing



Central controls are prevalent, especially in developing countries








Indonesia, where local governments were essentially prevented from borrowing,
is developing a subnational borrowing regime to allow provinces to borrow
Brazil implemented tighter restrictions on borrowing by states, which previously
were able to borrow from the center and from banks they controlled
In India, states must obtain central permission for market borrowings

But mechanisms for credit differentiation of subnational entities can
provide an important supplement to administrative controls






Colombia and Mexico are moving to systems with a creditworthiness rating
system that influences the costs of subnational borrowing directly, as well as the
price of sovereign guarantees, thus creating a role for market enforcement
Credit differentiation in the markets requires a move towards developing an
insolvency framework for subnationals
Fiscal transparency and independent (private) credit ratings are also critical
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Nigeria: enforcement through loan-by-loan restrictions


The federal government controls both external and domestic borrowing of state
and local governments.



Every State must execute a Subsidiary Loan Agreement with the Federal
Government which may include an Irrevocable Standing Payment Order (ISPO)
that allows the Office of the Accountant General of the Federation (OAGF) to
deduct amounts on a monthly basis from the State’s gross allocation.



Domestic borrowing of sub-nationals is in general guaranteed by the federal
government.



The total amount of loans outstanding at any particular time including the
proposed loan shall not exceed 50% of the actual revenue of the body concerned
for the preceding 12 months
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Brazil: Legal and administrative restrictions on the supply of
credit to the public sector


From soft budget constraints to hard and (more) credible
rules: Credit supply restrictions (1999-2003)



National Council Monetary restrictions






Banks should have less than 45% of their net equity allocated to public sector
financial entities (this affected in particular public financial institutions)
Temporary credit rationing measures (US$ 1 billion for the entire subnational
level between 2002-2004)

External credit restrictions:


Borrowing operations with International Financial Institutions needed to be
approved by the Ministry of Finance National Treasury (PAFs and any other
request to obtain the guarantee from the Union) and the Federal Senate
involved
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Mexico: the Fiscal Discipline Law for SNGs (2016)

Debt service/Non
earmarked
revenues<7.5%
Short term debt/Total
Revenue<5%

50<Debt/Non
earmarked revenues
<100%
7.5<Debt service/Non
earmarked
revenues<10
5<Short term
debt/Total
Revenue<10

Red

Debt/Non earmarked
revenues < 50%

Yellow

Main Fiscal Rule: Net Financing Ceiling associated to a traffic light system

Green



Debt/Non earmarked
revenues > 100
Debt service/Non
earmarked
revenues>15
Short term debt/Total
Revenue>10



States in red – Net Financing Ceiling 0 (balanced budget)



States in yellow – Net Financing Ceiling 5% of non earmarked revenues



States in green – Net Financing Balance of 15% of non earmarked revenues
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The challenge of central-government discretionary transfers
in Mexico and Brazil


Central government discretionary transfer generates soft
budget constraints which undermines FRLs



This is perhaps the main challenge for the recently
approved FRL in Mexico



The solutions that are being implemented in Brazil in the
face of the current fiscal crisis, which also affects states,
harms the credibility of the fiscal rules going forward






transfer to state of Rio under a state of (fiscal) emergency
renegotiation of the 1997 debt agreement terms,
debt service interruption until 2018,
authorization of credit operations to Northeast states, etc
47

Additional sanctions for non-compliance


Canadian provinces








In British Columbia, members of the executive council face a 20 percent pay cut when
fiscal targets are not met; the cut can be partially or fully reversed when fiscal targets
are met.
In Manitoba, ministerial salaries are cut by 20 percent in the first year of a deficit and
by 40 percent in the second year if the deficit continues.
Ontario has similar sanctions of cutting the salary of Executive Council members when
deficit target is missed.

Brazilian states





If the debt of a state is over the legal limit the state would no longer receive “voluntary”
transfers from the federal government (transfers not from tax-sharing participations).
Debt and labor contracts in violation of the FRL are not legally valid.
The Fiscal Crimes Law (LCF), a companion law to the Fiscal Responsibility Law specifies
criminal penalties—fines and even jail—for officials who violate the rules. The LCF
applies to public officials of all branches of government at all levels. The LCF provides
for detention of up to four years for a public official who engages in credit operations
without prior legislative authorization, incurs unauthorized expenditure commitments
(including any in the last two quarters in office that cannot be repaid during the present
term of office), extends loan guarantees without collateral of equal or higher value,
increases personnel expenditures during the final 180 days of the term of office, or
issues unregistered public debt.
48

96

Avoiding excessive micro-management of fiscal rules


Another balancing act is to ensure compliance by the
states without excessive micro-management



If a large number of regulations (some of them
unimportant) are not observed, the credibility of FRLs is
undermined



The Brazil and Mexico subnational legislations arguably
have too many regulations, which complicate fiscal
management and make it difficult for the central
government to monitor and enforce the rules
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Non-debt liabilities
Fiscal discipline, including at the sub-national level, requires monitoring
the creation of non-debt liabilities, often described as contingent
liabilities or off-balance sheet transactions
I. Explicit contingent liabilities: guarantees
II. Infrastructure financing mechanisms


Loss-making public enterprises



Land and other asset sales



SPVs/PPPs

III. Other liabilities


Pension liabilities



Litigation



Deficit financing through arrears
50
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Land transactions for infrastructure financing


Land transactions in the past few years in cities such as Cairo, Cape Town,
Istanbul, and Mumbai have generated revenues much greater than the prior
annual capital spending of the city.




In Malaysia, states generate most revenues through land transactions

However, land transactions also pose significant fiscal risks










Unlike the regulations on direct borrowing, there is a general lack of regulatory frameworks
for managing fiscal risks from land financing in many developing countries.
Revenues from the sale of land assets exert a much more volatile trend and could create an
incentive to appropriate auction proceeds for financing operating budgets, particularly at a
time of budget shortfalls during economic downturns.
Land sales often involve less transparency than borrowing. When sales are conducted offbudget, it is easier to divert proceeds into operating (noncapital) budgets.
Transactions by different development agencies and public entities may be ad hoc without a
coherent city- and region-wide medium-term capital investment framework.
Bank loans for financing infrastructure are often backed by land collateral and expected
future land-value appreciation. This can lead to excessive borrowing, and the volatility of land
and real estate markets can create risk of nonperforming loans, which, in turn, can create
contingent liabilities and macroeconomic risks for national governments.
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Land transactions for infrastructure financing (cont.)


It is critical to develop ex ante prudential rules, comparable to those
governing borrowing, to reduce fiscal risks and contingent liabilities
associated with land financing of infrastructure.



Key guiding principles would include






asset sale proceeds must be used to finance investment, with exceptions given only for key,
one-time institutional reforms;
collateral-to-loan ratios linked to prudential banking regulations;
linking of land financing with medium-term fiscal framework and capital budgeting;
All information on public land inventories, public land valuations, land sales, and land
contributions to public-private joint ventures or subsidiaries to be conducted through
standardized instruments, be reflected in the budget or its annexes and financial statements
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China’s Subnational Fiscal Framework: Before the Budget
Reform




China’s subnational governments
could generally not borrow on
budget

Growth of total UDIC liabilities (%)
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Local Governments set up offbudget
Urban
Development
Investment Corporations (UDICs)
to secure debt-financing for largescale public investment

10.0
5.0
0.0
2010

2011

2012

2013

2014

Source: Wind Database & WB calculations
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China’s Subnational Fiscal Framework: The Budget Reform


Budget reform of 2014:









Given concerns that the budget reform forces too abrupt fiscal tightening,
clarifications were subsequently issued:





On-budget borrowing allocations for subnational governments (but with strict quotas)
UDIC financing for new public investment projects prohibited
Existing UDIC liabilities linked to public investment swapped for government bonds at
lower interest rates
National audit to stock-take contingent liabilities

UDICs can continue financing on-going public investment projects
Public-Private Partnerships (PPPs) with explicit limited government liability encouraged

Ongoing efforts to develop debt management framework in subnational
governments, including sustainable medium-term fiscal strategy
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In Brazil, states found ways around fiscal rules
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Balance of burden of economic shock absorption between
the center and the states


“countercyclical policy is the responsibility of the federal government and
not of subnational governments. If at all the fiscal deficit targets are to be
relaxed to overcome cyclical downturns, then that should be done by the
federal government, which can increase its borrowing and pass it on via
higher devolution and grants to the subnational governments. This means
that the sub-nationals‘ fiscal deficit targets are unchanged.”




Ragarajan and Prasad, 2012

Countercyclical policy at the state level requires an advanced degree of
market discipline that is not commonly observed




Moral hazard problems can be severe: is additional borrowing by a given
subnational due to specific macroeconomic challenges, or due to lack of
discipline?
Bond yields in Greece prior to the crisis were similar to other European countries
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An assessment of India’s experience
57

Objectives of the FRBM


to introduce transparent fiscal management systems in the
country



to introduce a more equitable and manageable distribution
of the country's debts over the years



to aim for fiscal stability for India in the long run
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FRBM contributed to enhancing fiscal stability


Revenue deficit declined



States: fiscal deficit declined and own revenues increased



Growth has been robust




At a minimum, FRBM did not deter the expansion of 2002-2008 and possibly helped
by strengthening macroeconomic stability

But “the loss of expenditure control and hence fiscal space
contributed to the near-crisis of 2013” (Economic Survey 2015)


Too much flexibility?
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Transparency in fiscal management improved, but more
possible


Having a simple rule helps auditors benchmark and increase
transparency






GSDP forecasting mechanical and rules-based, avoids gaming and
supports fiscal discipline




The 13th Finance Commission laid down clear rules to project GSDP

Additional documentation welcome, but not extensively used





Audit accountants are at a comparative advantage in explaining why target indicators went up or
down against a clearly defined benchmark for the target indicator
Further boost to transparency with the 2015 amendment to the FRBM Rules that mandate the
CAG to carry out an annual compliance review of the FRBM Act beginning from FY2014-15

FRBM statement, including MTFF
MTFF does not include ministry-level ceilings and not used as starting point of next year’s budget

Monitoring of headline figures helped by simple target, but hampered
by lack of timely and comprehensive data




States actual data comes with 2 year lag; often large differences between RE and actuals
comprehensiveness: data does not include PSUs
60

102

Contingent liabilities served as an escape valve


Meeting deficit targets implied a decline in capital expenditures and a
move towards a PPP model
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And most infrastructure PPPs now under stress


Public banks did not have adequate incentives or capacity for financing
large-scale infrastructure
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Similarly in the case of the power sector, the sector has now
been bailed out thrice


States: DISCOM
DISC
COM
O losses continued to mount and the sector has been bailed
bai
ailed out three times
time
ti
m s
since 2000
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Mixed record on enforcement and compliance


FRBM enforcement on states worked relatively well given control over
borrowing






but insufficient market differentiation of states




Limited market discipline

Center – no enforcement except market enforcement and lack of clearly
specified corrective measures when targets missed




No more borrowing from the center
Shift states to market borrowing
Requirement of authorization to borrow from the center

Rating agencies

Lack of a risk monitoring and compliance function that makes mid-year
adjustments
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The center has generally been unable to meet its targets

FRBM Fiscal Deficit Targets and Actuals
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Limited compliance or countercyclical policy as the
responsibility of the center?


Center has taken most of the brunt in absorbing shocks, helping the states maintain fiscal
discipline
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FRBM supported the development of the bond markets


RBI cannot subscribe in the primary market



States cannot borrow from the center and must go to the market



SDLs a new asset class



Deepening the bond markets is likely to enhance market discipline


Lack of independent DMO may be hampering the development of bond markets
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But limited market differentiation of SDLs suggest implicit
guarantee from the center
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SECTION 3:
FISCAL POLICY, GROWTH AND
EMPLOYMENT
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OECD ECONOMIC OUTLOOK
and INDIAN FISCAL CHALLENGES

www.oecd.org/economy/economicoutlook.htm
ECOSCOPE blog: oecdecoscope.wordpress.com
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Global GDP growth is low

3

Global trade growth is weak,
particularly in Asia

4
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Declining productivity growth is widespread
in advanced economies and some EMEs

5

Incomes are rising very slowly for
most workers, increasing inequality

6
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Risks: Some EMEs are vulnerable to exchange
rate shocks and high domestic debt

7

Increasing financial market volatility

8
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Getting out of the low growth trap, dealing with the risks:
Fiscal policy: use the opportunity to lock-in low
borrowing costs and boost growth

9

Relying on monetary policy alone risks
less effectiveness and harmful side effects

10
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Structural policies to increase productivity
can also boost demand and employment

11

India is doing better but with many
challenges (exports, investment, jobs)

12

144

Rule based monetary policy framework and
low commodity prices have helped reduce
inflation and macroeconomic stability

13

Fiscal policy has been prudent, but debt
remains high and state deficits persistent...
% of GDP
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14

…but spending is too low to meet social and
physical infrastructure needs, and poorly
targeted to reduce inequalities
% of GDP
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Access to public services is highly
unequal between regions
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Revenues rely too much on volatile
corporate and sales taxes

17

Fiscal challenges
•
•
•

•
Role of fiscal rules
18
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Monetary
and fiscal policy nexus
•
•
•
•
–
–
–
–
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OECD Economics Department
Work on India
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SECTION 4:
MANAGING FISCAL RISKS
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SECTION 5:
INTERACTION OF FISCAL AND
MONETARY POLICY
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SECTION 6:
SECOND-GENERATION FISCAL
FRAMEWORKS: KEY ISSUES
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FISCAL FRAMEWORKS: BEST
PRACTICES AND THE WAY
FORWARD

Christian Kastrop
Director of Policy Studies Branch
Economics Department

Outline

•

•
•
•
2
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India’s debt is high compared to other
EMEs

3

Level and composition of spending and
revenue
•
•
•

4
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Governments make different choices
about how to spend
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Different choices about how to tax:
levels, composition, tax structures
Personal Income
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Payroll

The quality of spending also matters
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Public sector salary negotiations and
determination of pay, 2010
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Fiscal choices for inclusive growth
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EXISTING FISCAL RULES
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The number of rules has markedly
increased in OECD countries

11

Deficit and debt rules are the most
prevalent

12
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Often more than one rule applies

13

Country experience: Germany

14
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Country experience: Austria

•

•
•

15

Country experience: Switzerland

16
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EU fiscal rules
Correction mechanism if rule not met

17

MAIN ELEMENTS OF NEW
FISCAL FRAMEWORK

200

Basic requirements for an effective fiscal
framework
•
–
–

•
–

•
–
–

19

Designing effective fiscal frameworks
•

•

•
–
–
–
20
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Designing debt targets

21

Limits to debt sustainability

22
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Sustainability limits may look high, but
countries should steer clear of them

23

Defining a debt threshold as the anchor
of prudent debt targets
•

•

24
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Designing prudent debt targets
•

•

•

25

Country by country prudent debt target
Per cent of GDP
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26

Benchmarking existing rules
Budget balance Structural balance Expenditure rule Revenue rule
Fiscal stabilisation
Fiscal discipline
Side-effects and risks
•

•
•

The pros and cons of adjusting deficits for
the cycle for emerging-market economies

28
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Escape clauses : basic principles
•

•

•

29

Escape clauses : some examples

30
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Fiscal councils
•

•

•
–
–
–

•

31

FISCAL FEDERALISM
ISSUES

207

Sub-national debt: an issue in a few countries
and jurisdictions

33

Fiscal rules for sub-national governments
(SNGs)
•

•

•

•

34

208

Measuring the quality of SNG fiscal rules:
the OECD indicator

35

Towards SNG fiscal rules for India
•

•

•

•

•
36

209

Overall, India’s fiscal federal constitution is
moderately decentralised and quite coherent

37

Further information

38

210

Disclaimers:
The statistical data for Israel are supplied by and under the responsibility of the relevant Israeli authorities. The use of
such data by the OECD is without prejudice to the status of the Golan Heights, East Jerusalem and Israeli settlements in
the West Bank under the terms of international law.
This document and any map included herein are without prejudice to the status of or sovereignty over any territory, to the
delimitation of international frontiers and boundaries and to the name of any territory, city or area.
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39

Strengthening fiscal governance:
International practices
FRBM Review Committee
Delhi, 26 July 2016

Luiz de Mello
Deputy Director
Public Governance and Territorial Development

Overview
•
– From policy principles to operational rules and supporting
institutions

•
•
– Fiscal rules and institutions in decentralised settings

•
– The cases of budgeting, IFIs, investment
2
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FROM HIGHER LEVEL PRINCIPLES
TO RULES AND INSTITUTIONS

3

From higher-level principles to rules and
institutions: the broad context
•

•

•

•

4
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DESIGNING AND
IMPLEMENTING FISCAL
RULES

5

The design of fiscal rules has
evolved over time…

6
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… with key lessons to be highlighted
•
–

–

–

7

•
–

–

–

–

8
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The bottom-line…
–
–

–
–

9

… it is also essential to embed fiscal
rules in the regular budget process
•
–

•
–
–
–
–

10
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Several countries are setting up
independent fiscal institutions
•
•
•

•

•

11

IFIs: Core Tasks

12
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IMPROVING MULTI LEVEL
GOVERNANCE

13

Fiscal governance is particularly
complex in decentralised settings
•

•

•

•
•

14

218

GOOD PRACTICES ARE
EMERGING IN SEVERAL
AREAS

15

OECD instruments cover areas, such
as IFIs, …
•

•
•
•
•
•
•
•
•

16

219

… budgetary governance, and …
•
•
•
•
•
•
•
•
•
•
17

… multi level governance of investment
Pillar 1
Co-ordinate across
governments and
policy areas

Pillar 2
Strengthen capacities
and promote policy
learning across levels
of government

Pillar 3
Ensure sound
framework conditions at
all levels of government

• Invest using an integrated strategy tailored to different places
• Adopt effective co-ordination instruments across levels of
government
• Co-ordinate across SNGs to invest at the relevant scale

•
•
•
•
•

Assess upfront long term impacts and risks
Encourage stakeholder involvement throughout investment cycle
Mobilise private actors and financing institutions
Reinforce the expertise of public officials & institutions
Focus on results and promote learning

•
•
•
•

Develop a fiscal framework adapted to the objectives pursued
Require sound, transparent financial management
Promote transparency and strategic use of procurement
Strive for quality and consistency in regulatory systems across
levels of government
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To sum up

•

•

•
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SECTION 7:
IMPLICATION FOR FISCAL
FRAMEWORKS FOR INDIA
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$QLQFUHDVLQJQXPEHURIFRXQWULHVKDYHEHHQXVLQJDGHEW
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:KDWLVGHEWLQWROHUDQFH"
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Opportunities and challenges with India’s fiscal framework:
some views from the OECD Economics Department
Despite consolidation efforts at the central government level, India’s deficit and debt
are high
1.

Fiscal consolidation has been pursued by central government since FY 2012/13 and its
deficit declined from 4.9% in FY 2012/13 to 3.9% in FY 2015/16. The government took
advantage of low oil prices to eliminate diesel subsidies, to better target other subsidies (in
particular for cooking gas) and to raise excise duties on petrol, diesel and coal. The service
tax rate was raised from 12 to 15%. Dividends paid by public enterprises were also up. At
the same time, the central government raised infrastructure spending. However, the deficit
at the state level has risen and resulted in an increase in the combined deficit and debt to
GDP ratio since FY 2012-13 (Figure 1.A).

2.

The central government Budget for FY 2016/17 targets a further reduction in the central
government deficit to 3.5% of GDP while supporting domestic demand and meeting the
needs for social and physical infrastructure. The 16% increase in public wages and 23%
in public employees’ pensions, following the 7th Pay Commission, from January 2016 will
increase central government spending for FY 2016/17 by an estimated 0.4% of GDP. Priority
on the spending side has also been given to the rural sector, recapitalising banks, and
raising infrastructure spending on nuclear and renewable energy, roads, railways and ports.
A large share of public investment is to be financed off-budget through public enterprises. At
the state level, wage adjustment will likely take place. Combined with the takeover of 75% of
the existing debt of states’ electricity companies (3½ % of GDP in total), spending pressures
may make it difficult to keep the deficit in check without cutting investment spending.

3.

India’s public deficit and debt remain high compared with other emerging economies. Risks
and costs, however, seem relatively low. Public debt is largely denominated in rupees,
reducing external vulnerabilities. The requirement for banks to hold the equivalent of 21.5%
of deposits in government securities (the so-called statutory liquidity ratio, SLR) reduces
debt servicing costs, although it has the downside of entangling the public finances with
the banking system which could amplify a financial crisis as happened in some European
countries. With interest costs on government debt significantly below GDP growth in nominal
terms, simulations suggest that the debt-to-GDP ratio will decline gradually. Bringing it to a
“prudent level” would, however, require some further fiscal consolidation, in line with plans
by the central government (Box 1).

4.

A number of risks surround this benign scenario. First, the government faces contingent
liabilities, reflecting large financial losses in public enterprises and non-performing loans in
public banks. Recapitalisation needs for public banks were estimated by the government at
close to 2% of GDP in 2015. Second, a reversal in commodity and food prices would raise the
cost of subsidies, undermining fiscal health. Third, financial repression – in particular through
the SLR – raises the cost of capital for other borrowers, crowds out private investment and
reduces medium-term income growth (Government of India, 2015a). On the other hand,
the government holds large shares in public enterprises. Potential privatisation receipts and
revenue from spectrum auctions are relatively large.
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Figure 1. Fiscal challenges
A. Recent developments in India
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Source: OECD Economic Outlook 99 database; Reserve Bank of India; and World Bank World
Development Indicators database.
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Box 1. India’s public debt: is it sustainable?
The concept of “debt threshold” and “prudent debt target”
When debt is used to finance either hard or soft (basic research and education) infrastructure
projects, it can support growth, at least up to a certain point. However, if government debt
is too high, it can undermine economic activity and the ability of the authorities to stabilise
the economy. If debt is used to finance unproductive current spending, it can also weigh on
intergenerational equity.
The empirical cross-country evidence suggests that debt thresholds exist, beyond which
negative effects of debt on the economy kick in (Fall et al., 2015). For emerging economies,
the threshold is lower than for higher income countries as they are more exposed to capital
flow reversals, and health and pension systems are maturing. The debt threshold ranges
between 30 and 50% of GDP.
For India, the debt threshold is set at 45% of GDP by the OECD Secretariat, i.e. relatively
close to the 50% upper limit of the debt threshold range, since India is less vulnerable
than many other emerging economies: it benefits from low foreign currency-denominated
debt, high currency reserves, long debt maturity (which reduces rollover risks), healthy
margins for raising additional tax revenue (see tax chapter) and high potential revenue
from asset sales as the government owns large shares in public enterprises and envisages
auctioning spectrum licenses. On the other hand, contingent liabilities associated with public
enterprises and banks exist and abrupt changes in commodity and food prices increase
risks to the public finances, though they do not seem particularly large.
To reduce the risk of going beyond the 45% of GDP debt threshold, a prudent debt target
needs to be set. A stochastic debt analysis was developed to quantify the uncertainties
surrounding key macroeconomic variables and the risk of overshooting the debt threshold,
and to calculate the cushion that is needed to stay below it in the case of adverse shocks
(Fall and Fournier, 2015). The prudent debt target embodies the assumption that the public
authorities wish to keep the probability of breaching the debt threshold below 25%.
An estimate of the “prudent debt target” for India
Uncertainties surrounding key macroeconomic variables, in particular GDP growth and
inflation, and/or their impact on debt are relatively limited in India. As a result, the “prudent”
debt target is estimated at around 40% of GDP, i.e. relatively close to the 45% of GDP debt
threshold. Were the Indian society had a higher risk aversion, the prudent debt target would
be lower (e.g. at 35% of GDP when the probability to breach the debt threshold is set at
below 10% instead of 25%).
Recent developments and four scenarios for future debt developments
General government debt declined from 86% of GDP in FY 2003-04 to 69% in FY 201516, despite relatively large primary deficits (Figure 1.A). The favourable debt dynamics is
due to the large gap between interest rates and GDP growth -- in other words, a robustly
growing economy reduces the debt/GDP ratio from below, e.g. from the denominator. The
effective interest rate on public debt is relatively low -- public bonds face a captive market
as the statutory liquidity ratio forces banks to hold the equivalent of 21.5% of their deposits
in government securities – and the average maturity is high.
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For the future, the sustainability of India’s general government debt can be assessed based
on stylised assumptions for growth, inflation, interest rates and fiscal policy up to 2040.
They reveal that:
•

Under a “no-policy change and high growth scenario”, the primary deficit to GDP ratio
is assumed to be 2.5% GDP, inflation at 4%, long-term interest rates in real terms at
2¾% (i.e. the average level over 2015 and the first half of 2016), and economic growth
is assumed to remain high at 7.5%. The debt to GDP ratio declines to 55% of GDP in
2040, which is still above the “prudent 45% target”.a Bringing the debt to GDP to 45%
in 2040 would require reducing the primary deficit by about 1 percentage point of GDP.

•

If instead financial repression were eliminated and consequently nominal interest rates
were to rise gradually to 12.5% (nominal growth plus 1%), the debt to GDP ratio would
rise to close to 90% of GDP in 2040 and be on a rising trajectory unless the government
achieves a moderate primary surplus.

•

With economic growth gradually declining towards 5%, and no policy changes, the
debt-to-GDP ratio would stand slightly above 70% of GDP 2040. The other scenario
assumptions are as in the first scenario.

____________________________
a. In recent years, inflation measured by the consumer price index has been consistently higher than measured by the
GDP deflator. In FY 2015/16, CPI inflation stood at 4.9% while the GDP deflator suggested inflation at 1%. The simulation
exercise uses CPI inflation and may thus overestimate nominal GDP growth if the gap between CPI and GDP inflation
were to persist. Overall, the debt dynamic may be less favourable than shown.

The fiscal framework should aim at bringing debt to a prudent level and raising core
spending
5.

Ensuring macroeconomic stability and providing fiscal space to finance key social and
physical infrastructure requires a strengthening of the fiscal framework. Debt targets can
serve as a fiscal policy anchor to ensure the sustainability of fiscal policy and that there is
sufficient policy room to cope with adverse shocks (Fall et al., 2015). Prudent debt targets
provide the commitment tool that reassures markets and thereby diminishes government
risk premia. The decline in debt to the prudent level will also allow the SLR imposed on
banks to be phased out, thus reducing the cost of capital for private investors.

6.

Public spending is low. Interest payments account for a relatively large share of overall
spending (Figure 1.D, Table 1), while many Indians lack access to quality public services and
social insurance. Public spending on infrastructure, health, education and other programmes
which support inclusive growth should be given priority over less productive current spending
and be allowed to increase over the medium term. Multi-year spending targets should guide
fiscal planning. The planning horizon could match the parliamentary cycle so as to enhance
government accountability, as is done in Finland and the Netherlands which are also often
ruled by coalition governments. To finance the additional spending while bringing debt to a
prudent level and reducing financial repression, India will have to raise more tax revenue
(chapter 2) and step up privatisation.
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Table 1. Key public finance data for combined central
government and states % of GDP
2005-06

2010-11

2014-15

2015-16

Total spending

26.8

28.4

25.1

28.2

Current spending

22.2

23.9

21.1

22.9

Interest payments

5.7

4.6

4.6

4.7

Capital spending

3.7

3.6

3.3

4.0

Total receipts¹

20.1

21.3

18.7

20.9

Tax revenue

16.1

16.6

15.7

16.9

Privatisation receipts

0.0

0.3

0.3

0.2

Fiscal deficit

6.7

7.1

6.5

7.2

Central government

4.1

4.9

4.1

3.9

States²

2.6

2.1

2.4

3.3

Note: Data for 2015-16 are revised estimates.
1. Total receipts are calculated as the difference between total spending and fiscal deficit.
2. The fiscal deficit of the states is calculated as the difference between the consolidated fiscal deficit and the deficit of the
central government.
Source: Reserve Bank of India.

Committing to multi-year fiscal targets while allowing for a stabilisation role
7.

The 2003 Fiscal Responsibility and Budget Management Act (FRBMA) required the central
government to commit to multi-year fiscal targets. The FRBMA targets were, however,
suspended to allow fiscal policy to react to the global financial crisis. Although India’s public
sector is relatively small, the heavy reliance on the corporate income tax makes revenues
sensitive to the business cycle. Fluctuations in commodity and food prices affect India’s
public spending through the large subsidy programmes for food, energy and fertilisers (over
4.2% of GDP).

8.

Recognising a stabilisation role for fiscal policy requires taking into account temporary
economic and commodity price shocks, as well as the impact of weather conditions on
activity and poverty, in a transparent and credible manner. One option that would permit
fiscal rules to respond to temporary shocks is to set a range around the medium-term deficit
reduction target, allowing for short-term deviations similar to the monetary policy target (4%
+/- 2 percentage points for CPI inflation). International experience, however, suggests that
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the upper end limits for debt and deficit targets often become the effective ceiling, leaving
no fiscal space to deal with cyclical shocks (Fall et al., 2015). An alternative is to implement
cyclically-adjusted fiscal targets which allow the automatic stabilisers to work in full and in
a symmetric manner. However, using cyclically-adjusted budget balance targets is difficult,
because output gap estimates are often revised sharply, which raises implementation and
communication challenges.
9.

The best option would be to rely on a spending rule, with a prudent debt objective to anchor
the medium-term deficit path to reach the debt objective. A spending rule would allow the
automatic stabilisers to work fully on the revenue side where in most countries they are the
most powerful. But a structural increase in future spending would have to be accompanied
by a structural increase in revenues. If the spending increase is planned, the revenue to
pay for it should be pre-programmed. Clear escape clauses should be set, conditional on
exceptional events such as natural catastrophes or a sharp output contraction. To cope with
“tail” events, a “rainy day” fund can underpin the respect of the rule over the medium term
and would allow greater room for fiscal stabilisation. Unexpected surpluses would be saved
and used later to finance unexpected deficits and/or short-term stabilisation policies. As it
is virtually impossible to enumerate all the exceptional events that might justify a departure
from the rule, political backing for the fiscal framework is key.

10. Most states have their own fiscal rules (Buiter and Patel, 2010) which, in many cases,
require the deficit to remain below 3% of the state’s GDP (Kerala has a 2% limit). In addition,
states cannot borrow on the market without central government approval. In FY 2015/16,
the gross fiscal deficit for the states stood at 3.3% of GDP, indicating some slippage at
least in some states. In 2016, states have been given more flexibility in complying with
the 3% deficit to GDP ratio rule, if they have a relatively low debt and debt service ratio
in the preceding year. The change in financing pattern for the states from FY 2015/16 – a
larger share in the general government “divisible tax pool” and less reliance on earmarked
grants – should give states more autonomy to prioritise growth-enhancing spending items,
such as hard and soft infrastructure. In recent years, states accounted for over 60% of total
government investment spending. In the coming years, however, spending on these items
may be squeezed by likely wage hikes and the partial takeover of the debt of electricity
companies. Given the states’ wide-ranging spending responsibilities and the large share of
tax revenue apportioned to the states, medium-term fiscal targets should cover the states,
or at least should be made consistent with states’ fiscal rules.
Improving fiscal policy credibility
11. Enhanced fiscal data help to contain fiscal risks and improve government accountability
(Rastogi, 2015). In some areas, progress has been made and India fares relatively well.
As an example, a Statement of revenue foregone with estimates on tax expenditure by key
categories has been presented annually to parliament since the mid-2000s in the context of
budget discussions. And in 2016, the government published information on the number of
taxpayers per tax brackets. More needs to be done, however. First, fiscal accounts for local
governments are lacking. Second, spending and receipts are recorded on a cash basis,
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rather than on an accrual basis as prescribed by the national accounts. Postponing payments
(e.g. for subsidies) and anticipating receipts (e.g. dividends from public enterprises) have
been used in the past, undermining the credibility of the public finances (Buiter and Patel,
2010). Third, autonomous bodies, extra-budgetary funds and contingent liabilities should
also be estimated and reported systematically. Fourth, India counts privatisation receipts
and other asset sales as revenue, while most other countries follow the system of national
accounts (SNA 93) and record them below the line. And privatisation receipts have been
overestimated (Figure 2), often requiring across-the-board spending cuts by the end of
the fiscal year to hit fiscal targets. In FY 2016/17, the government plans to launch a large
auction of telecom spectrum, with estimated revenue amounting to 4% of GDP. To shelter
public net wealth, these sale receipts should be used to pay down public debt or to finance
infrastructure investment.

Figure 2. Privatisation receipts have often fallen
below projections
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12. To improve the government’s credibility and accountability, and watch over the implementation
of the fiscal rules, India should establish a non-partisan, independent fiscal council. This
institution could carry out fiscal sustainability analysis and produce independent growth,
inflation and public finance projections. It would also monitor the implementation of the fiscal
strategy, and in particular the consistency of the annual budgets with the medium-term path,
and assess when a correction is required and at what pace. Most fiscal rules include escape
clauses and the fiscal council should verify whether they are exercised in an appropriate
way. It should also advise the government on how to improve the fiscal data, accounting and
fiscal risk assessment. Many other countries have created such an institution, with a positive
impact on fiscal outcomes (Beetsma and Debrun, 2016; Debrun and Kinda, 2014; Debrun
et al., 2013; Hagemann, 2011). International experience suggests that independence of the
fiscal council and a presence in the public debate are important for their effectiveness.
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Executive Summary
1.

This paper provides an assessment of the fiscal consolidation experience in India based on the
framework and operations of the Fiscal Responsibility and Budget Management (FRBM) Act and
reviews the international best practices in achieving fiscal stability and optimal debt management. The
paper is structured as follows:

2.

The introduction is followed by Section 2 that assesses India’s experience and performance with FRBM
legislation at the central level and in the states. The review indicates that the introduction of FRBM
rules helped a great deal in consolidating the finances of both Government of India (GOI) and the
states, however, the key challenges under the FRBM Act remain such as (i) a weak linkage between
policy setting and operational framework in the budget processes and the budget implementation,
(ii) insufficient coverage or assessment of fiscal risks; and (iii) inadequate course correction under the
transparency and accountability framework when fiscal objectives went “off-track”.

3.

Section 3 reviews international experience and global best practices on fiscal rules, types of rules, the
introduction of fiscal councils with a special focus on countries in the Asia Pacific region. Section
4 assesses the Indian experience of fiscal rules against the background of international experience
and global best practices. It includes how India’s FRMB framework compares against properties of
fiscal frameworks in other countries including fiscal balance, capital spending, optimal debt levels,
cyclical considerations, and underlying budget processing and implementation. India’s fiscal rules
are found to be mainly in the realm of traditional balanced budget rule with no debt ceiling law while
emerging best practices have moved towards a structural budget deficit rule or an expenditure rule.
As a consequence, the fiscal framework in India has been less flexible to manage the dual goals of
stabilization and debt sustainability. Limited coverage, vague escape clauses and lack of independent
fiscal institutions to monitor compliance with fiscal rules also led to inefficiencies in implementation.

4.

Section 5 analyzes various reform options based on quantitative fiscal rule simulations. These include
fiscal rules that combine fiscal prudence with counter-cyclical stabilization, anchoring fiscal rules in a
debt target vs. a fiscal deficit target, implications of different aggregate debt targets and harmonizing
fiscal rules with adequate public investment to stimulate private investment. An interesting result
from the simulations is that fiscal deficit, primary deficit and public debt ratio all gradually decline
as a result of higher capital expenditure through the interactions of the model, indicating the scope
for India to reorient public expenditures towards growth-enhancing investment while maintaining
overall fiscal discipline.

5.

Section 6 presents recommendations on (i) strengthening the enforcement of fiscal rules, including
the establishment of independent fiscal councils and possible role of fiscal performance ratings, (ii)
improving linkages between fiscal policy and budget processes, (iii) reviewing the escape clauses, (iv)
addressing contingent liabilities, and (v) fiscal and debt rules for states. Section 7 concludes.
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I. Introduction
1.

Fiscal rules are widespread across economies. They respond to a large extent for ensuring sustainability
of public finances. Two important factors underpin the advent of fiscal rules, namely the recognition
of the role of sound fiscal policy to overall macroeconomic stability, and the rules vs. discretion debate.
The Washington Consensus together with the time inconsistency literature spurred greater interest in
the importance of hard rules to ensure greater predictability of macroeconomic outcomes and as a
means to strengthen economic fundamentals.

2.

A fiscal rule in its very essence is a legislated numerical limit on a budgetary aggregate. By enshrining
the rule under legislation, it serves to anchor fiscal policy and holds back governments from changing
the rules at their discretion. With the adoption and adherence to fiscal rules, governments commit
to maintaining aggregate spending in line with aggregate revenue mobilization capacity including
through taxation, other non-tax revenue measures, and borrowing. More generally, fiscal rules seek to
keep the public debt at sustainable levels.

3.

Over time, adhering to the targets under fiscal rules is believed to confer greater government
credibility in maintaining sound economic management vis-a-vis market participants. This credibility
is supported by a wider framework that supports fiscal rules and that includes strengthening
transparency and accountability by the fiscal authorities. The stronger the government’s ability to
convincingly communicate and explain any temporary deviations from the subscribed targets, the
lower will be the level of uncertainty on the part of economic agents and the greater is the level of
government credibility. For example, greater predictability on future tax liabilities allows households
to better account for their disposable income and plan their consumption behavior. Similarly, greater
predictability of future interest rates facilitates their investment decisions.

4.

This paper responds to an invitation by the Fiscal Responsibility and Budget Management (FRBM)
Act Review Committee appointed by the Government of India to the Asian Development Bank (ADB)
to review the framework and operations of the FRBM Act in line with best practices and in particular
Asian experience. A presentation was delivered to the Committee chaired by Mr. N.K. Singh on 20
September 2016. The present paper has been prepared to supplement the presentation.

5.

This paper is structured as follows. This introduction is followed by Section 2 that reviews India’s
experience and performance with FRBM legislation and its implementation at the central level and
in the states in the context of India’s federal structure. It also highlights briefly some of the more
recent challenges. Section 3 reviews international experience and global best practices on fiscal rules,
types of rules, the introduction of fiscal councils with a special focus on countries in the Asia Pacific
region. Section 4 assesses the Indian experience of fiscal rules against the background of international
experience and emerging global best practices. It includes how India’s FRMB framework compares
against properties of fiscal frameworks in other countries including fiscal balance, capital spending,
optimal debt levels, cyclical considerations, and underlying budget processing and implementation.
Section 5 analyzes various reform options based on some quantitative fiscal rule simulations. These
include fiscal rules that combine fiscal prudence with counter-cyclical stabilization, anchoring fiscal
rules in a debt target vs. a fiscal deficit target, implications of different aggregate debt targets and
harmonizing fiscal rules with adequate public investment to stimulate private investment. Section
6 presents recommendations on strengthening the budget process, addressing contingent liabilities,
review of escape clauses, fiscal rules for states, including the possible role of fiscal performance ratings,
and the establishment of an independent fiscal council. Section 7 concludes.
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II. India’s FRBM Experience
6. India is a federal country, with a clearly defined constitutional assignment of taxation and expenditure
responsibilities for the union (or central) government and the state governments. India’s fiscal framework
and its experience with fiscal rules therefore need to be reviewed separately for these two tiers of government.
A.
7.

Central Government Experience
At the central level, a medium term fiscal policy, with specific three year targets for the fiscal and current
deficit, was introduced as early as the mid-1980s. However, these were discretionary targets adopted
by the Finance Ministry and not a mandate legislated by Parliament. Fiscal rules for Government of
India (GOI) were first legislated by Parliament in the Fiscal Responsibility and Budget Management
Act (henceforth FRBM Act) in August 2003, and became effective from July 2004. Following on the
FRBM Act, many states enacted their own FRBM Acts (see Section B)

8.

The FRBM Act did not itself lay down any fiscal targets, but required GOI to set these targets every
financial year in a 3-year rolling plan called the Medium-Term Fiscal Policy (MTFP) Statement. These
targets include revenue receipts, revenue expenditure, the current deficit and borrowing for capital
expenditure, hence the total fiscal deficit. The Act also required the central government to produce
annually a Fiscal Policy Strategy (FPS) Statement which would, among other things, specify the annual
policy and underlying rationale relating to tax and non-tax revenue e.g., administered prices, market
borrowing and other direct liabilities, contingent liabilities such as guarantees, investment, lending,
expenditure (including subsidies), and the strategic priorities of the government and their consistency
with the MTFP. The Act further required GOI to annually provide a Macro-economic Framework
(MEF) Statement incorporating its assessment and assumptions relating to gross domestic product
(GDP), revenue balance, gross fiscal balance, and the current account in the balance of payments.

9.

Emphasizing the need for fiscal prudence and transparency, the FRBM Act also required that the
MTFP, FPS and MEF statements be presented in a specified format. The three documents have since
been included in the official set of budget documents presented along with the annual budget. Further,
though the Act did not specify annual targets, it specified that GOI should specify, through fiscal rules
presented to Parliament, annual targets for elimination of revenue deficit and reduction of the fiscal
deficit during the 3-year period ending on 31 March 2008. It also required GOI to specify annual
targets for assuming contingent liabilities in the form of guarantees and total liabilities as a percentage
of GDP. In case the MTFP targets are exceeded due to exceptional conditions of national security or
natural calamity specified by the government, the Act required these exceptions to be approved by
Parliament. Finally, the FRBM Act disallowed the central government to borrow from the Reserve
Bank of India except for temporary cash management purposes under specified limits and conditions.

10. Introduction of the FRBM regime initially led to significant improvement in GOI finances. Thus,
compared to 6.2% of GDP in 2001–2002, GOI fiscal deficit declined to 4.0% in 2004–2005 and further
to 2.5% in 2007–2008. Though GOI current deficit could not be eliminated, it declined from 4.4%
in 2001–2002 to 2.5% in 2004–2005 and further to 1.1% by 2007–2008. Thereafter, the program of
fiscal consolidation was disrupted following the global financial crisis of 2008 and subsequent growth
slowdown. The GOI fiscal deficit shot up to 6% of GDP, with the current deficit rising to 4.5% in 20082009. GOI capital expenditure, which was low even earlier at around 2% to 3% of GDP, shrank further
to only 1.5% in 2008-2009. Interestingly, there was a slight decline in GOI public debt from 40.2% of
GDP in 2005-2006 to 38.1 % in 2008-2009. Internal public debt amounted to 35.9% of GDP in 20082009. Total liabilities, which include liabilities on public account such as deposits under provident
fund and National Small Savings scheme in addition to public debt also continued to decline from
61.2% in 2005-2006 to 56.1% in 2008–2009 and further below 50% by 2013–2014.
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11. Three FRBM objectives are explicitly stated in the Act, namely (i) ensure inter-generational equity
in fiscal management, (ii) achieve fiscal sustainability necessary for long-term macro-economic
stability, and (iii) improve transparency of central government fiscal operations. Comparing the actual
performance against each of these objectives individually, we observe that under (i) gross debt (center
and states combined) declined from 83.3% of GDP in 2004 to 66.5% in 2016; under (ii) fiscal deficit
declined from 8.3% of GDP in 2004 to 7% in 2016 and GDP growth rates remained robust at 7%–8%
per annum and under (iii) there has been improved transparency of fiscal operations at the central
level although there remains room for improvement. Indeed original targets were postponed twice,
the framework does not envisage a definitive timeframe for addressing deviations from target and offbudget items such as reporting on contingent liabilities could be stronger. To sum up, the view is that
measured against these objectives the FRBM framework has been broadly positive.
Figure 1: Fiscal Performance and Key Milestones in India 1991–2016

Source: Reserve Bank of India; IMF World Economic Outlook; Authors’ Calculations. 2015 and 2016 figures are estimates.

12. Figure 1 traces the major fiscal aggregates from 1991–2016 as measured against important milestones.
Since the introduction of FRBM, public debt has declined as stated earlier and despite the deterioration
in the primary balance in 2008, the overall trend on primary balance and overall fiscal balance has
been positive. Going back in time, the largest “shocks” have reflected internal Pay Commission salary
increase awards both in 1997 and 2008,lathough in the latter instance it also coincided with the
advent of the global financial crisis and the general call by the G20 for fiscal stimulus. An important
feature is that government capital spending has been rather moderate and generally stable although
accommodative to fiscal consolidation needs.

1
2
3

In the context of India, current deficit refers to revenue deficit.
Source: Indian Pubic Financial Statistics, various years.
Source: Government Debt- Status Paper, Ministry of Finance, Government of India, various years
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13. Against this background, there were modifications in the MTFP targets for 2008–2009 and 2009–
2010 to accommodate the fiscal stimulus introduced to cope with the financial crisis. The changed
circumstances were also taken into account by the 13th Finance Commission in its award for the
period 2010–2011 to 2014–2015. Finally, the FRBM Act itself was amended through the Finance Act
of 2012. Among the significant amendments, the amended FRBM Act incorporated the revised fiscal
consolidation path recommended by the 13th Finance Commission, in effect shifting the targets of
the original FRBM Act from 31 March 2009 to 31 March 2015. In addition to the three then existing
FRBM documents, the amended Act also asked for a Medium Term Expenditure Framework (MTEF)
to be presented to Parliament in the session following the Budget session. The MTEF introduced a
new concept of the effective revenue deficit, which is defined as current (revenue) deficit reduced
by grants given to states for the creation of capital assets. The new MTFP targets required only the
effective revenue deficit to be eliminated by 31 March 2015, with a corresponding current deficit
target of 2% of GDP. The amended FRBM Act also mandated the Comptroller and Auditor General to
periodically review compliance with FRBM and present the review to Parliament.
14. The award of the 14th Finance Commission covering the period 2015–2016 to 2019–2020 is currently
under implementation. This award has incorporated the fiscal targets in the 2014–2015 MTFP,
setting the Central Government Fiscal Deficit target at 3% of GDP from 2016–2017 onwards. It
has recommended that the concept of effective revenue deficit, which is not recognized in standard
accounting practices, be given up. However, it has adopted a relatively liberal target for the current
deficit, allowing for a gradual decline to 0.93% by 2019–2020. The MTFP 2016–2017 has set the fiscal
deficit target at 3.5% for the current year and 3% from 2017–2018 onwards. The current deficit target
has been set at 2.3%, 1.8% and 1.3% for 2016–2017, 2017–2018 and 2018–2019, respectively.
B. State Government Experience
15. Prior to the introduction of state level FRBMs, the picture across states was quite mixed. Several states
had already started setting medium-term fiscal consolidation targets, and introduced measures to
enhance revenues or contain expenditure, cap contingent liabilities, set up sinking funds to finance
debt repayment, and guarantee redemption funds. Some states had even introduced their own fiscal
consolidation laws. At the other extreme, some states were continuing to borrow imprudently instead
of strengthening their tax effort. A concerted effort towards introducing FRBMs for all states followed
from the recommendations of the 12th Finance Commission in FY 2004–2005.
16. The 12th Finance Commission recommended that states should discontinue borrowing from the
central government, and instead directly borrow from the market. In the case of states with weak
finances, which find it difficult to borrow from the market, the Centre could borrow on their behalf
and pass on the proceeds to the concerned states at interest rates aligned to the marginal cost of loans
for the central government. External loans were also passed on to the states, along with the interest
cost, with GOI acting as intermediary. Most importantly, the Commission recommended the creation
of a Debt Consolidation and Relief Facility (DCRF) which would consolidate the outstanding Central
loans to a state as on 31 March 2004 and reschedule them for a fresh 20 year term at 7.5% interest,
along with a significant debt write off. However, access to the DCRF was made conditional on a state
enacting its own FRBM law, and setting a target to eliminate its current deficit by 2008–2009 and
reduce its fiscal deficit to 3% of state gross domestic product (GSDP) by this date.
17. Access to the DCRF gave considerable relief to the states, with the debt write off and rescheduling
substantially reducing their interest burden. There was also increased devolution from the GOI due
to buoyant revenues in a period of high growth. States also undertook significant fiscal consolidation
measures as required by their FRBMs. By 2010–2011 all states had introduced their state specific
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FRBMs. States also introduced value added tax (VAT), retired high cost debt under a GOI debt swap
scheme, and undertook expenditure rationalization. This process of fiscal consolidation was reinforced
by recommendations of the 13th Finance Commission. It recommended a revised road map taking
into account the impact of the 2008 financial crisis shock, such as reduction of excise duties and
slower revenue growth, as well as the impact of the Sixth Pay Commission recommendations, which
were introduced in most states in 2009–2010 or 2010–2011.
18. As a consequence, in its review of states finances in 2013–2014, the 14th Finance Commission noted
a sustained and significant improvement in states’ finances. Thus, their combined gross fiscal deficit
has been well below the target of 3% of GSDP since 2006–2007. Their combined current deficit had
also been eliminated by the same year, though a small current deficit has re-appeared in some years
(Figure 2). Of course, there are large variations across states. A number of states still have fiscal deficits
in excess of 3% of GSDP and Punjab, Kerala, and Bengal have had current deficits in some years.
To help the lagging states, GOI has facilitated ADB support for fiscal consolidation in states such as
Assam and West Bengal. Similar support has also been considered for Punjab.
Figure 2: Gross Fiscal Deficit/GSDP

Source: Reserve Bank of India, State Finance, A Study of Budgets. Various Years.
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Figure 3: State-Wise Debt/GSDP

Source: Reserve Bank of India, State Finance, A Study of Budgets. Various years.

Figure 4: Capital Outlay/GSDP

Source: Reserve Bank of India, State Finance, A Study of Budgets. Various years.
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19. Under the Indian federal structure, states have a preponderance of expenditure assignment relative to
own revenues thereby resulting in a vertical imbalance in the fiscal federal framework. Indian states
have introduced state level fiscal rules in different time periods. For example, Karnataka introduced
it preceding India’s FRBM Act of 2004, while in other states such as West Bengal, it followed over
10 years later. However, the general trend across all states has been one of fiscal consolidation and
reduction in state level debt-to GSDP ratios. From Figure 2, we observe that the largest improvement
in gross fiscal deficit as a share of GSDP across selected states has been in Odisha since early 2000s.
More importantly, from Figure 3, debt-to-GSDP has declined across all states in the sample during
this period with the exception of Karnataka and Tamil Nadu which remained stable. Finally, from
Figure 4, there has even been recent evidence of fiscal consolidation that has not been driven by
cutbacks in growth of capital spending from the budget including in Odisha and West Bengal.
C. Consolidated Overview of FRBM Experience
20. A consolidated overview of the combined finances of the central and state governments indicates that
the introduction of FRBM rules helped a great deal in consolidating the finances of both GOI and the
states. However, the impact of the 2008 financial crisis disrupted the fiscal consolidation process in
the case of GOI, leading to a progressive loosening of fiscal targets and eventually an amendment of
the FRBM Act itself in 2012. As a consequence, GOI has fallen well short of the original FRBM target
of eliminating the current deficit by 2007–2008. It still has a substantial current deficit that is likely
to continue till 2019–2020. And its fiscal deficit target of 3% of GDP has not yet been achieved even
in 2016–2017. The performance of the states is quite different. Taken together, they have achieved a
revenue surplus in most years since 2006–2007 and also maintained a gross fiscal deficit well below
the target level of 3% of GSDP since then.
21. Sovereign debt has remained at prudent levels for both GOI and the states, and gradually declined in
both cases, which is in line with prevailing views about optimal debt policy (Escolano and Gaspar,
IMF, 2016). In the case of the latter, outstanding liabilities have come down from a peak of over 31%
of GDP in 2005–2006 to less than 22% at present (Table 2). In the case of GOI, total outstanding
liabilities have come down from 61.2% in 2005–2006 to 48.9% in 2015-2016 (BE). Public debt as
percentage of GDP amounts to 40.1% and external sovereign debt is 2.7% in 2015-2016 (BE). Total
liability of all governments, adjusted for states’ liabilities to GOI, is close to around 67% in 2015-2016
(BE) [See Figure 1].
22. However, the FRBM Act has proven deficient across three areas namely: (i) a weak link between
policy setting and operational framework where the budget processes and procedures and the budget
implementation has not been able to adapt changes to fiscal policy in a more timely and clean manner;
(ii) the transparency and accountability framework has not been able to provide sufficient coverage
or assessment of fiscal risks; and (iii) the same transparency and accountability framework has not
identified or pointed to a path for effectively meeting the targets when the fiscal objectives went “offtrack”. On (i) above, it has reflected the fact that the medium-term fiscal framework and especially
the medium-term expenditure framework was initially not tied closely to the fiscal strategy and the
fiscal stance. On (ii), there was no attempt to include an analysis of the potential fiscal risks either
domestically—such as the impact of the announcement of the Pay Commission, or externally such as
the increase in commodity prices and the implications on fiscal policy. Similarly, there was little sense
of the off budget items such as contingent liabilities. Finally on (iii), the ambiguity reflected some

4

Source: Government Debt- Status Paper, Ministry of Finance, Government of India, various years
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uncertainty in terms of the real time magnitude of the shock and hence avoiding a commitment to
make time dependent ex-ante fiscal corrections.
III. Fiscal Rules: International Experience with Special Attention to the Asia Pacific Region
A. Background
23. A fiscal rule imposes a long-lasting constraint on fiscal policy through numerical limits on budgetary
aggregates. Fiscal rules aim at correcting distorted incentives and containing pressures to overspend,
particularly in good times, so as to ensure fiscal responsibility and debt sustainability. Although all
fiscal rules attempt to promote consistency with the intertemporal budget constraint, they take varied
forms depending on the emphasis on long term sustainability or on reducing procyclicality of fiscal
policy.
24. The first kind of rules aim to signal a commitment to fiscal sustainability, and such rules are based on
numerical targets, which are imposed on (i) the public debt defined in terms of revenues, debt service
costs of GDP, and/or, (ii) flow indicators of fiscal performance like fiscal deficits, primary deficits, total
revenue, total expenditure or specific spending categories. In some cases, countries opt for a “golden
rule” in which investment spending is excluded to prevent any crowding out of much-needed public
investment.
25. The second set of fiscal rules allow fiscal policy to respond countercyclically to changing macroeconomic
circumstances and are based on (i) a balanced budget requirement specified in a multiyear context of
public deficit over the cycle, and (ii) numerical targets for the structural or cyclically-adjusted balance
for each year taking into account cyclical variables critical to the public deficit. However, the definition
of a medium-term objective leads to the temptation to take some leeway in the short term and count
on correction at the end of the cycle.
26. Consequently, there are trade-offs between the above two main types of fiscal rules. Firstly, the objective
of transparency and simplicity, argues for the choice of first set of fiscal rules that are simple and
easily monitored. Nonetheless, such rules do not provide adequate flexibility to accommodate large
unexpected shocks nor may they help avoid procyclicality of budgetary policies. Moreover, at times
they even encourage practices to circumvent numerical rules like reclassification of expenditures
from current to capital items, using off-budget public entities to perform government operations,
deferring expenditure, and creative accounting.
27. On the other hand, cyclically adjusted fiscal balances are constrained by the fact that budgetary targets
are seldom framed in cyclically adjusted terms. This is driven by the relative complexity of estimating
such rules given that a number of analytical issues emerge as it requires having a reliable indicator of
the cyclical position of the economy (output gap), the equilibrium price of some commodities and the
extent to which individual budgetary items react to fluctuations in output (budgetary elasticities) and
commodity prices. Moreover, with time, subsequent computation of structural measures for a given
period can give different results as revisions are made to past data, which can be large in the case of
emerging markets. Such rules are also difficult to communicate to the public and market.
28. Consensus and political commitment to the rules are vital for their success. Rules with no broad social
and political agreement are unlikely to be effectively implemented and in cases of major political
volatility can easily end up being ignored. Moreover, the political and social acceptability of a fiscal
rule is also likely to be enhanced if they are included in fiscal responsibility laws. These laws extend the
concept to rules of procedure that govern the fiscal policy-making process and transparency rules that
determine what fiscal information has to be made public and provide accountability mechanisms. The
political costs of breaching the rule will also increase if an impartial body is charged with overseeing
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its implementation as it significantly reduces the risks of politically motivated manipulations of the
rule. This is especially the case with rules like structural balance based ones, which involve complex
and technically demanding calculations.
Figure 5: Prevalence of Fiscal Rules

Source: Bova et. al (2015)

29. As per Figure 5, over the last 3 decades, there has been a steady increase in the number of countries
adopting some form of a fiscal rule. At the global level, these have increased from less than 10 in mid1980s to 89 in 2014. Over the same time, number of countries in Asia Pacific having some form of
fiscal rules more than doubled from 5 to 11.
30. Fiscal rules can be classified into four main categories depending on the type of budgetary aggregate
that they attempt to constrain.
31. Budget Balance Rules (BBR). These rules constrain those variables that primarily influence the debt
ratio and that are largely under the control of policymakers. Such variables provide clear operational
guidance and help ensure debt sustainability. BBR can be specified as overall balance, structural or
cyclically adjusted balance and balance “over the cycle.” While the first type of rule does not have
economic stabilization features, the others explicitly account for economic shocks. However, estimating
the adjustment, typically through the output gap, makes these rules more difficult to communicate
and monitor. A balance “over the cycle rule” has the added disadvantage that remedial measures could
be put off to the end of the cycle.
32. Debt Rules (DR). These rules set an explicit target for public debt in percent of GDP, and are most
effective in terms of ensuring convergence to a debt target. They are easy to communicate but do not
provide clear short-term guidance as debt levels take time to be impacted by budgetary measures.
Factors outside the control of the government like interest and exchange rate also impact debt levels
and result in large fiscal adjustments. Moreover, fiscal policy may become procyclical when the
economy is hit by shocks and the debt target, defined as a ratio to GDP, is binding.
33. Expenditure Rules (ER). These rules set limits on various types of spending and are not linked directly
to the debt sustainability objective since they do not constrain the revenue side. They are relatively
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easy to communicate and monitor. However, when accompanied by DR or BBR, they provide an
operational tool to trigger the required fiscal consolidation consistent with sustainability. Moreover,
expenditure rules do not restrict the economic stabilization function of fiscal policy in times of adverse
shocks as they do not require adjustments to cyclical or discretionary reductions in tax revenues.
Also, expenditure rules are not consistent with discretionary fiscal stimulus.
34. Revenue Rules (RR). These rules boost revenue collection or prevent excessive tax burden by imposing
a ceiling or floor on government revenues. Since they do not constrain the expenditure side, they are
unable to directly impact debt levels. Revenue rules alone could result in procyclical fiscal policy,
as floors do not generally account for the operation of automatic stabilizers on the revenue side in
a downturn, or ceilings in an upturn. However, like expenditure rules, they can directly target the
government size.
B. Fiscal Rules in Asia Pacific
35. Within the Asia Pacific, there are 11 major economies that have adopted some form of a fiscal rule.
While some countries such as Australia, Indonesia, Japan, Malaysia, New Zealand, and Singapore have
several decades of experience with fiscal rules, South Asian economies like India and Sri Lanka have
had these rules only since the 2000s. All the countries in Asia Pacific, which have adopted a fiscal rule,
implemented some form of a Budget Balance Rule (BBR). In several countries, including Australia,
New Zealand, Indonesia, Malaysia, and Sri Lanka, the Budget Balance Rule was accompanied by a
Debt Rule, which imposes a ceiling on the ratio of debt-to-GDP. While Australia, Singapore, and
Japan had an Expenditure Rule accompanying the Budget Balance Rule for a part of the period, in
Australia, these rules were additionally supplemented with a Revenue Rule (see Figure 6).
Figure 6: Countries Adopting Fiscal Rules in Asia Pacific

Source: Bova et. al (2015).

36. Over the last decade and a half, a rapidly growing number of countries have established independent
fiscal councils that aimed at promoting sound fiscal policies (Figure 7). While all of them share the
ultimate objective of promoting sound fiscal policies through independent oversight, the councils
vary greatly in terms of their remit, tasks, and institutional forms, which are driven by country-specific
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characteristics, such as available human and financial capacities, political traditions, and the causes for
excessive deficits and debts. Traditionally, the majority of the fiscal councils have been established in
Europe although, there has been growing interest in emerging markets and developing economies.
Figure 7: International Experience with Fiscal Councils
Trend

Coverage

Source: Debrun et. al (2013); Debrun and Kinda (2014).

Figure 8: Remit of Fiscal Councils

Source: Debrun et. al (2013); Debrun and Kinda (2014).
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37. From Figure 8, most fiscal councils analyze and evaluate long-term sustainability issues, and prepare
or assess macroeconomic forecasts with the third party credibility that is often needed to better
understand and give greater objectivity to what can be very complex issues.
38. We describe the experience of fiscal rules in three major Asia Pacific economies viz. Indonesia, Japan,
and Australia below. While Japan had a fiscal rule since 1947, Indonesia introduced a budget balance
rule in 1967 and Australia initiated a rule since 1985. However, the extent of compliance under these
rules varies a lot across the three countries and even over different time periods.
1. Japan
39. Japan enacted the “Public Finance Law” in 1947 which stipulated that the government could issue bonds
only for financing public works, investments, and loan repayments (Golden Rule). The government
adhered to this rule until 1964, and kept a balanced budget without issuing any bonds. However,
after 1965, the government started to issue “construction bonds”. In 1975, to deal with the worldwide
recession after the first oil crisis, the government requested a waiver of this rule by enacting a special
law, which enabled the government to issue special “deficit-financing bonds” during the specific single
fiscal year in order. Subsequently, the government enacted this law every year, along with target year
of achieving issuance of no such bonds. The government also introduced yearly “ceilings” to contain
expenditures and sold the equities of public corporations to obtain revenues. It was only between
1990 and 1993, due to growth of tax revenue and rise in asset prices, the government stopped issuing
“deficit-financing bonds”.
40. However, fiscal management became unstable in the middle of 1990s with the collapse of the “bubble
economy” and the aging population. Under such a situation it was recognized that a legislative
framework for fiscal consolidation was crucial to keep multi-year commitments. The “Fiscal Structure
Reform Act” was enacted in 1997, and it specified fiscal consolidation targets including (i) reduction of
fiscal deficit to less than 3% of GDP by 2003, (ii) steady reduction in the issuance of “deficit-financing
bonds” every year and termination by 2003, and (iii) the ratio of bond issuance to the total budget
in 2003 to be less than that in 1997. However, after the enforcement of the act, Japan faced severe
economic downturn due to bankruptcies of large financial institutions and the Asian Financial Crisis,
and the government had to change its fiscal stance toward an expansionary one. The government had
to finally suspend the Act in 1998.
41. Thereafter between 2001 and 2006, the government introduced “Basic Policies for Economic and
Fiscal Management and Structural Reform” to attain proper balance between economic growth and
fiscal consolidation. In 2006, the “Basic Policy 2006” stipulated a fiscal consolidation target of primary
surplus in 2011 and numerical multi-year expenditure framework. The framework also included
restraining social security expenditures along with reforms of the systems, nominal reduction rate in
public investments, and other expenditure ceilings. While the framework and ceilings were applied till
2008, the global financial crisis forced the government to formulate an expansionary budget in 2009.
42. A change in government led to adoption of the “Fiscal Management Strategy” in June 2010. This
strategy stipulated fiscal consolidation targets for primary balance of government and for outstanding
public debt. It was stipulated that the government should halve the primary deficit ratio relative to
GDP from 6.4% in 2010 to 3.2% by 2015, and achieve primary surplus by 2020. At the same time, it
was stipulated to achieve steady reduction of public debt ratio to GDP after 2021. In order to achieve

5
A pay-as-you go rule implies that any measure that involves increases in expenditure or decreases in revenue need to be compensated by
permanent reductions in expenditures or permanent revenue-raising measures.
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these fiscal targets, the strategy contained the “Medium-Term Fiscal Framework” (MTFF) for 3 years
and the “Basic Rules on Fiscal Management” as cabinet decisions. The framework was planned to be
rolled over year by year, and yearly budget was formulated along with it in 2011 and 2012. The revised
version of MTFF in 2012 set the primary expenditure targets of 71 trillion yen for three consecutive
years. As for the basic rules, the strategy included “Pay-As-You-Go Rule,” “Fiscal Deficit Reduction
Rule” and the statement of “Securing Revenue Sources for Structural Expenditures.”
2. Indonesia
43. Indonesia originally adopted a balanced budget rule in 1967. The difficult economic situation inherited
from the previous regime prompted the new government to adopt a conservative fiscal policy to reduce
government debt and inflation. This led to Indonesia having a conservative fiscal policy prior to the
1997 Asian financial crisis. Post Asian financial crisis, the rising deficit reflected the cost of shoring
up the banking sector and the government’s limited access to domestic and international credit, due
to political instability. Consequently, Indonesia established a fiscal rule, set out in the State Finance
Law and Government Regulation 23/2003. The two main features of the law were (i) limit the general
government deficit to a 3% of GDP, and (ii) constrain the cumulative government debt to a maximum
of 60% of GDP. Implicitly, the rule has been interpreted to cap central government fiscal deficits at
2.5% of GDP, and allow a buffer for regional government cash deficits of up to 0.5% of GDP.
44. These rules are simple and easy to understand and have become closely associated with a track record
of fiscal prudence and rapid debt burden reduction over the 2000s. The government debt burden fell
significantly from 87% of GDP in 2000 to a low of 23% in 2012. The rapid reduction was driven by
consistent surpluses of revenue, notably natural resource related revenue over non-interest spending,
coupled with rapid nominal GDP growth.
45. The macroeconomic conditions since 2012 became more challenging, with a slump in global commodity
prices and sluggish external demand. This led to weakening of external balances, and slowing down
of the economy. In the post-2012 period, Indonesia’s fiscal stance became more expansionary with
the primary balance swinging into modest but sustained deficits, and the government debt burden
inching up by 2% in 2014 to 25% of GDP. Overall, Indonesia’s fiscal management has remained prudent
as fiscal deficits and debt levels have been capped at low levels, compared to its peer economies.
46. However, these rules have also had some adverse consequences. The first is significant under spending
in infrastructure. Aggregate investment in infrastructure in Indonesia by central government, subnational governments, state-owned enterprises, and the private sector has remained at only 3% to 4%
percent of GDP over the past decade. This is far below the rates of above 7% of GDP before the 1997
Asian financial crisis and the 10% and 7.5% spent by PRC and India, respectively. For much of the
period 2005–2014, the central government’s spending on infrastructure was significantly crowded out
by large energy subsidies. In 2014, spending on energy subsidies accounted for more than one-fifth
of the central government’s budget. This was more than three times the allocation for infrastructure
such as roads, water, electricity and irrigation networks, and three times government-wide spending
on health.
47. The second consequence has been significant in-year and year-to-year volatility in major budget
components, especially energy subsidy and capital expenditures, and natural resource-related
revenues. For many of the expenditure items, the final outturn typically deviated significantly from
initially budgeted amounts for the year, as evidenced by considering the changes adopted as part of
annual revised budgets (APBNP), promulgated around the middle of each year. The pattern has been
for capital expenditures to be revised up in revised budgets, only for the final outturn to be below the
original budget allocation.
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48. This volatility can be explained by the fact that that ministries purposely underspent their capital
budgets to meet the fiscal rule or that ministries have been allocated additional money too late in the
year for them to execute investment spending. Thus the need to cap fiscal deficit at 3% of GDP has
led to volatility of capital expenditures and especially reduced capital spending at times of higher than
expected energy subsidy spending or lower than expected revenues.
3. Australia
49. Australia adopted a “trilogy” of fiscal rules in its 1985–1986 budget, which were applicable to the 1985–
1986 financial years and over the 3-year term of the then Parliament. These commitments included
(i) not to raise tax revenue as a share of GDP (ii) not to raise government expenditure as a share of
GDP, and (iii) reduce the budget deficit in absolute terms and relative to GDP. The government had
substantial success with the second and third commitment as expenditure share declined from 27.4%
of GDP in 1985–1986 to 23% in 1989–1990, and underlying cash balance improved from a deficit of
around 2.6% of GDP in 1984–1985 to a surplus of 1.5% of GDP in 1989–1990. The government was
unable to meet the first commitment as tax share of GDP rose from 22.6% in 1985–1986 to 23.3% in
1986–1987 as stronger economic conditions added to growth in revenue. Although not part of the
formal trilogy of fiscal policy commitments, net debt fell from a peak of 10.3% of GDP in 1985–1986,
close to the same ratio as in 2012–2013, to 4% by 1989–1990.
50. The improvement in the fiscal health achieved during the second half of 1980s witnessed a quick
turnaround during the recession that followed in 1991. Apart from the recession, the discretionary
fiscal stimulus introduced in the February 1992 led to considerable deterioration in the fiscal outcomes.
51. In its 1993–1994 Budget, the government adopted a target of reducing the budget deficit from 3.9% of
GDP to a deficit of 1% of GDP by 1996–1997. This target was achieved, albeit with a reliance on tax
increases that contributed to raising the tax share of GDP by over two percentage points and with a
change of government in 1996, when the newly elected government implemented a substantial fiscal
consolidation in its first budget.
52. Subsequently, in 1996, the government adopted the federal fiscal responsibility legislation which set
the stage for a substantial fiscal consolidation. The Charter of Budget Honesty Act 1998 was passed by
the federal Parliament in 1998, although the government had been adhering to its principles from the
time it assumed office in 1996. The Act includes general principles of sound fiscal management but is
non-prescriptive as to fiscal targets or outcomes. The Act mandates regular fiscal strategy statements
that include fiscal objectives and targets for the next three years as well as a longer-term fiscal strategy.
53. In line with the Charter of Budget Honesty Act, the government committed to achieving and
maintaining a balanced budget over the course of the economic cycle (usually interpreted as an
underlying cash surplus of around 1% of GDP). However, the Act allowed for temporary fiscal stimulus
measures to address cyclical conditions. The Act also mandated several regular fiscal and economic
updates. The aim of the regular updates was to increase fiscal transparency and accountability and to
ensure better informed public debate on fiscal issues. A major innovation contained in the Charter
was a requirement for the government to prepare Intergenerational Reports (IGRs) at least every 5
years to assess the sustainability of federal fiscal policy over a 40-year horizon. Successive IGRs have
highlighted a large prospective fiscal gap at a 40-year horizon based on the technical assumption that
the tax share of GDP remains constant while expenditures continue to grow under current policy
settings.
6

Even during the Global Financial Crisis, Indonesia maintained its non-cyclically adjusted budget deficit at only 1.5% of GDP, despite slower
growth.
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54. When a new government assumed office in November 2007, it came out with a public commitment
to increasing budget surpluses to 1.5% of GDP and paying surpluses above that figure into the future
fund. However, this did not happen, partly due to the economic downturn during the global financial
crisis and the associated discretionary fiscal stimulus introduced in 2008 and 2009, but also the
cumulative effect of structural spending commitments.
55. In its fiscal strategy statements, the government committed to holding the tax share of GDP below
the 2007–2008 level on average. This target has been met, although largely for cyclical rather than
structural reasons. The 2010–2011 budget set out a “deficit exit strategy” that included ‘holding real
growth in spending to 2% a year until the budget returns to surplus. This was later modified to 2% “on
average”. Based on actual fiscal outcomes to the end of 2012–2013, this commitment was met, although
it largely reflected the rolling-off of temporary fiscal stimulus measures and window-dressing of the
underlying cash balance. Federal spending rose 0.4% per annum on average between 2010–2011 and
2012–2013, coming off very large increases in spending in the immediately preceding years.
56. Since 2014, the government’s medium-term fiscal strategy has been to achieve budget surpluses, on
average, over the course of the economic cycle with a surplus of at least 1% of GDP by 2023–2024. The
strategy is underpinned by certain policy elements including (i) redirecting public spending to quality
investment to boost productivity and workforce participation; (ii) controlling expenditure to reduce
the government’s share of the economy in order to free up resources for private investment to drive
jobs and economic growth; and (iii) strengthening the government’s balance sheet by improving net
financial worth over time.
IV. An Assessment of India’s FRBM Framework and Fiscal Rules
57. Best practices emerging from several decades of international experience in implementing fiscal rules
provide a useful benchmark against which to assess the Indian experience (Kopits and Symansky, IMF,
1998, Schaechter et.al, IMF, 2012, Bova et.al, IMF, 2015). A set of ten criteria is identifiable: types of
rules are they well defined, simple, flexible, adequate, consistent, transparent, enforceable, efficient,
and independently monitored? The assessment based on these criteria should serve as a guide to
future directions of reform starting from conditions as they exist in India at present. The following is
an assessment from this perspective.
A. Fiscal Rules in India
58. As presented in paras. 31-34 there are different types of fiscal rules. Increasingly, countries combine
more than one type of rule. Typically a DR is combined with either a BBR or, increasingly, a SBBR
or ER. The Indian FRBM act only applies one rule, a BBR. The original act adopted the “golden rule”,
i.e., to achieve zero current deficit by a target date and a corresponding limit on the fiscal deficit, i.e.,
borrowing only for capital expenditure. This was set at 3% of GDP for GOI and at 2.8% of GDP (3%
of GSDP) for all states combined, totaling 5.8% for all government.
59. However, the original target date has been repeatedly shifted forward and the zero current deficit
target has been abandoned in the case of GOI, undermining the credibility of this fiscal rule. In the
case of the states the story is different. Their combined fiscal deficit has remained well below the 3%
of GSDP target since 2005–2006. They had also collectively eliminated the revenue current deficit
by 2006–2007, though a small current deficit has reappeared in the last couple of years. Thus, the
states’ commitment to enforcing fiscal rules seems much more credible at present, though this is partly
because they face a hard budget constraint unlike GOI. This is discussed further below.
60. As noted above, total public liabilities have remained at prudent levels and are gradually coming down.
This is in line with prevailing views on the optimal inter-temporal debt path (Escolano and Gaspar,
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IMF, 2016). However, the FRBM laws themselves do not provide any debt ceiling either for GOI or the
states, though such a ceiling is required under the Indian constitution.
61. The FRBM laws also do not provide any SBBR targets, though the 13th Finance Commission report
recognized the need for countercyclical fiscal policies and this has also been recognized in some
official documents like the recent Economic Survey. One of the reasons cited for countries not moving
on from BBRs to SBBRs is the complexity of estimating output gaps for setting the SBBR targets.
However, in India’s case technical exercises have been undertaken in the Reserve Bank of India (RBI)
and elsewhere on estimating trend growth paths, fiscal response elasticities and the structural deficit
(Pattnaik et.al. 2006; Ghosh and Misra, 2016).
62. Expenditure targets (ER) and revenue targets (RR) are also not included in India’s existing FRBM
laws.
B. Are the Laws Well Defined?
63. The Indian FRBM laws are well defined to the extent that they set specific BBR targets and every state
is covered by its own FRBM law, which is also consistent with the national FRBM law. However,
coverage is still limited because it does not extend to public enterprises and contingent liabilities
in the form of guarantees. Finally, the escape clause from the FRBM, clause 7(3) (b) is quite vague,
referring to “unforeseen circumstances”. It is left to the discretion of the government to determine
what qualifies as “unforeseen circumstances”.
C. How does FRBM Compare with Standard Properties?
64. Simplicity. FRBM laws of the central government and the states specify a ceiling for the fiscal deficit
and require the current deficit to be eliminated or reduced by a target date. This is quite simple and
straight forward compared to, say, a cyclically adjusted fiscal deficit.
65. Flexibility. Lack of flexibility is a major limitation of traditional budget balance rules, e.g., setting a fiscal
deficit target as a fixed proportion of GDP. It makes the fiscal policy stance automatically procyclical,
when in fact it should be countercyclical. GOI, which is primarily responsible for macroeconomic
management, along with the RBI, has accordingly found it difficult to pursue countercyclical fiscal
policy within the constraints of the FRBM target. This has led the Ministry of Finance to try to
manoeuver in various ways to get out of the FRBM straight jacket since the 2008 crisis. It postponed
the target dates in the MTFP, introduced a concept of effective revenue deficit, which is not recognized
in standard budgeting practices, and eventually amended the FRBM Act, abandoning the zero current
deficit goal and further postponing the date for achieving the fiscal deficit of 3% of GDP.
66. Other creative ways to artificially reduce the deficit have also been reported. Expenditures are
sometimes shifted past the end of the financial year to stay within the deficit limit. On the revenue
side, the use of one off measures, such as sale of public sector assets, to shore up receipts has been a
standard strategy. Off budget transactions through public sector enterprises, e.g., on oil subsidies, has
also been a popular technique. Refund of excess tax collections have often been delayed till after the
end of an accounting year. According to reports, a major public sector bank was recently asked to pay
excess advance tax before the end of the financial year and refunded the excess demand after the close
of the financial year. When bank staffs were penalized, there were protests that this was well established
practice! These manoeuvers have weakened the robustness of the budget process and undermined the

7

However, it has been pointed out that the 3 percent fiscal deficit target is derived from the debt target. See the 13th Finance Commission for
a detailed discussion.
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credibility of the FRBM law. However, it has to be recognized that the problem originates with an
inflexible fiscal rule that forces fiscal policy into a procyclical stance.
67. Adequacy. Are India’s FRBM rules commensurate with the goals? The primary goal of fiscal rules
is debt sustainability, with a supplementary goal of macroeconomic stabilization. So India could
adopt direct rules on debt ceiling, which would also fulfill a constitutional mandate. Certainly, debt
sustainability can also be approached indirectly through fiscal deficit targets, but that can lead to other
adverse consequences for macroeconomic stabilization policies as explained above. The challenge is to
identify fiscal rules that can address both goals at the same time.
68. Consistency. Fiscal rules need to be consistent internally, as well as with other macroeconomic policies.
Particularly important in this context is consistency between fiscal and monetary policies. If there is
more than one fiscal rule, then the two have to be consistent, e.g. a fiscal deficit target with the debt
target if there is one, time consistency. This does not apply in India’s case since it so far does not have a
debt target rule. Consistency across fiscal and monetary policies would require coordination between
the two. For example, a fixed 5.8% of GDP fiscal deficit target (center plus states) can lead to a sharp
increase in the absolute volume of borrowing during a period of rising growth, and this could crowd
out private investment unless it is matched by an accommodating monetary policy stance. On the
other hand, an accommodating monetary policy combined with a sharp rise in the volume of deficit
could build up inflationary pressures. Therefore, fiscal rules and monetary policy need to be closely
coordinated. The RBI and the Finance Ministry do meet regularly to coordinate fiscal with monetary
policy, and this has now been formalized through the monetary policy framework.
69. Transparency. Reference was made above to the various manoeuvers the central government has
tried to somehow square the circle, i.e., meet the requirements of countercyclical fiscal policy within
the straitjacket of procyclical FRBM rules, the fixed fiscal deficit and current deficit targets. These
manoeuvers were intended to show that fiscal rule targets were being met when in fact they were
being breached. Eventually, the FRBM law itself was amended in 2013 to bring in the concept of
the “effective revenue deficit”, a concept not recognized in conventional budgeting practices. Revised
FRBM targets are being set in terms of this concept. It excludes grants to states for capital expenditure
from the computation of the central government revenue expenditure, though these appear in state
budgets as receipts on the revenue account. Though the compulsions underlying such manoeuvers are
understandable, the erosion of transparency arising from such moves has, as noted above, weakened
the robustness of the budgeting exercise and eroded the credibility of fiscal rules in India.
70. Enforcement. The FRBM laws in India are not backed by any legal sanctions or penalties for breach of
targets.
71. In the case of states, enforcement of targets is nevertheless effectively accomplished through central
government control of states borrowing program under article 293 clause (3) of the Constitution,
which requires the states to seek consent of the central government for any borrowing if the state has
any outstanding loan from the center.
72. With the 12th Finance Commission having barred the states from borrowing from the central
government, the stock of outstanding central loans for the states is rapidly declining. Two states will
cease to have any outstanding central government loans by 2025, and several others by 2030. The
central government will cease to have effective control of states’ borrowing at that point of time.
The states will then no longer face a hard budget constraint unless there is fresh state legislation to
introduce a debt ceiling under article 293 (1) of the Constitution. With states having to increasingly
rely on market borrowing to finance their deficit, market discipline will become the main driver of
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states’ fiscal prudence in the future. An important issue that arises in this context is the need to have a
transparent system of fiscal performance and debt rating for the states.
73. In the case of GOI there are no real levers to ensure enforcement. There is no debt ceiling legislated
to date, although this is mandated under article 292 of the Constitution, there are no sanctions or
penalties for breaching targets except reputational risk. The rolling deficit targets under the MTFP
can be and are revised from time to time. And there is no independent Fiscal Council to monitor GOI
compliance with FRBM. The fact that GOI seeks to meet its FRBM targets and that debt levels are
declining is therefore attributable to fiscal prudence of the government and improving GDP growth
and interest rate differentials rather than enforcement provisions under the FRBM Act. Two important
reform issues that arise here are (i) the introduction of a debt ceiling rule as mandated under article
292, and (ii) the importance of an independent fiscal council to assess compliance with fiscal rules,
fiscal marksmanship and the costing of expenditures.
74. Efficiency. This issue relates to whether or not the tax provisions and expenditure programs are such
that they enable the fiscal targets to be met in a sustainable manner, without special one-off measures
in annual budgets to meet the gap. A key requirement for this is a rolling medium-term expenditure
framework (MTEF), which is produced annually since the 2012 amendment of the central FRBM
law. Nevertheless, one-off measures are routinely introduced to meet the FRBM targets, such as sale
of public enterprise equity, imposition of dividend demands on them, and especially large dividend
demands from the RBI. Several amendments are also introduced every year in tax laws through the
annual Finance Acts.
75. A related issue is the soundness of the MTEF and how well it is integrated with the bottom up costing
of programs and projects prepared by the line departments, in other words the need for a tightly
integrated and robust budgeting process thorough different tiers of government.
D. Independent Fiscal Council
76. The review of international experience presented above indicates that independent fiscal institutions,
often called Fiscal Councils, now exist in many countries in Europe, the United States, and several
emerging market economies. There has been no move in this direction so far in India. The 13th Finance
Commission had recommended that GOI should institutionalize independent review and monitoring
of its own FRBM process. The 2012 amendment to the FRBM Act incorporated a section requiring
the Comptroller and Auditor General to periodically review the implementation of the FRBM Act.
However, this is more in the nature of a periodic post facto review. What is required is a continuing ex
ante monitoring and assessment of the internal consistency of FRBM revenue, expenditure and deficit
targets, their realism and effective implementation. Hence, the 14th Finance Commission made out a
strong case for legally institutionalizing an independent fiscal institution for this purpose.
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E.

Cyclicality Considerations
Figure 9: Deviation from Trend GDP and Overall Fiscal Deficit/GDP

Source: IMF World Economic Outlook, Authors’ Calculations. 2015 and 2016 are estimates

77. Fiscal indicators are highly correlated with the state of the business cycle in the economy. As such
procyclical fiscal stance by the government is characterized by increase in public spending and
reduction in taxes during an economic boom, but reduced spending and increase in taxes during a
recession. A countercyclical fiscal stance on the other hand refers to the opposite approach whereby
spending is reduced and taxes are raised during a boom period, and spending is increased and taxes
are cut during a recession.
78. Figure 9 illustrates characteristics of the overall fiscal deficit (total government revenue minus
expenditure, indicating net lending/borrowing of the government) as a share of GDP in India in
comparison to the cyclical GDP fluctuations, which are measured by deviation from trend GDP using
Hodrick-Prescott filtering method. The fiscal deficits before the introduction of FRBM Act (2004)
display countercyclicality during 1992–1997 period and mixed characteristics during 1998–2003
with procyclicality observed in 1998, 2002, 2003 and countercyclicity in 1999 and 2001. With the
introduction of FRBM Act in 2004, fiscal deficits became primarily countercyclical during 2004–2010.
Fiscal deficit is procyclical during the period 2011–2016, except for 2013.
Fiscal Reaction Function
ΔlogGt = α + β ΔlogYt + Y D2008+ ξ D1997+ εt

*, **, *** indicate significance of coefficients at 1%, 5% and 10% level using OLS estimation
Source: Reserve Bank of India; World Bank World Development Indicators; Authors’ Calculations
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79. In order to understand the relationship between GDP growth and GOI’s expenditures as a fiscal
policy instrument, a regression analysis is conducted to estimate the fiscal reaction function using
OLS method. To improve the robustness of the analysis, alternative definitions of combined central
and state government expenditures i.e. aggregate expenditure, revenue expenditure and capital
expenditure, were used as a dependent variable.
80. In addition, control variables are introduced for the year 1997 corresponding to the effectiveness of 5th
Pay Commission recommendations and the Asian Financial crisis, and the year 2008, corresponding
to the effectiveness of 6th Pay Commission recommendations and the global financial crisis. The
regression estimate is conducted for the entire sample period of 1991–2014 and the sub-samples of
pre-FRBM period of 1991–2003 and post-FRBM period of 2004–2014 to test the structural breaks in
the fiscal reaction function.
81. The results show that there is some evidence of procyclicality (β>0), whereby GDP growth increases
the growth of aggregate expenditures during the entire sample period of 1991–2014 and the growth
of revenue expenditures during pre-FRBM period. There is no structural break in the fiscal reaction
function post-FRBM. Capital expenditures do not show any reaction to the GDP fluctuations and
acyclical across all sample periods.
F.

Fiscal Balance and Capital Spending
Figure 10: Government Capital Expenditures and Fiscal Balance As a share of
GDP (Average of 2010–2014)

Source: ADB Statistical Database System; OECD National Accounts; IMF World Economic Outlook; Reserve Bank of India; and Philippines
Statistics Authority
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82. Figure 10 illustrates the government capital expenditures to GDP and fiscal balance (government net
lending/borrowing) to GDP ratios of various Asian economies. During 2010–2014, India’s public
capital expenditure (central and states combined) is slightly lower than the Asian average, despite
higher fiscal deficit.
83. Simulation results under Section V show that there is a possible scope for reorienting the government
expenditures from current spending and subsidies, to capital expenditures while improving the fiscal
discipline by stimulating the GDP growth and enhancing the revenues of the government due to the
growing economy under a debt ceiling rule.
G. Optimal Debt
84. A question often raised when analyzing public policy is “what is the optimal level of public debt for
a country?” There is no standard rule in this regard. The European Union has adopted the Stability
and Growth Pact which sets a desirable maximum of 60% of GDP for EU countries. On the other
side of the spectrum, 90% is considered the outer limit where likelihood of macro-instability sets in
[Reinhart and Rogoff (2010)]. Comparing advanced economies with emerging ones, conventional
wisdom points to lower debt tolerance levels in emerging economies given that they are likely to have
more volatile GDP and a more limited revenue base (Simone and Topalova, 2009). In addition, when
factoring in the net position on the capital accounts, advanced economies tend to have stronger crossborder investments often resulting in net debt levels significantly below gross levels (see Japan for
example).
85. However, it often makes more sense to review countries individually based on key determinants
that can influence and hence are critical in identifying a prudent level of debt tolerance and overall
sustainability. Figure 11 presents such an analysis for India. Improvements in key determinants (i.e.,
more green colored factors) would allow higher levels of debt tolerance and lower adjustment costs to
achieve sustainability.
Figure 11: Determinants of Debt Tolerance and Debt Sustainability Assessment for India

DETERMINANTS
FISCAL
PERFORMANCE

DEBT STRUCTURE

8

KEY FACTORS

EFFECT

INDIA

Size and Stability of Government Revenue Base

+

WEAK

Efficiency of Tax System

+

WEAK

Fiscal Discipline

+

MODERATE

Large Size of Informal Sector

-

WEAK

Low Level of Existing Debt Stock

+

MODERATE

Low Share of Foreign Currency Denominated
Debt Relative to Reserves

+

STRONG

Low Share of Short-Term Debt

+

STRONG

Risks Related to Contingent Liabilities

-

MODERATE

India’s average government capital expenditure to GDP ratio during 2007–2014 is slightly higher at 3.6%.
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DETERMINANTS
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INDIA

High GDP Growth

+
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Low Inflation

+

MODERATE

Stable Exchange Rates

+
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Low Interest Rates

+
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+
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Development of Domestic Financial Markets

+
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Favorable Terms of Trade Shocks

+
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+
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+
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-
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+
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+
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GLOBAL ECONOMY

RISK PREMIUMS

KEY FACTORS

Source: IMF World Economic Outlook. 2003; Authors’ Assessment for India.

86. Other important considerations on optimal debt size would need to factor in interest, price and income
elasticities in the economy. For example, the wage and salaries bill is more sensitive to inflation and
this result in a need to accommodate these increases during a pay commission year. If we consider
how the subsidies bill in India varies, it is largely driven by changes in inflation and income that
defines the segment of the population that is below the poverty line. If increases in inflation lead to a
reduction in the purchasing power of those near the poverty line this could lead to an increase in those
falling below the poverty line and with it an increase in the overall subsidy bill. When analyzing debt
repayments, the debt bill is most sensitive to changes in interest rates and to the extent that it may be
denominated in different currencies it is also sensitive to exchange rate fluctuations. Similarly, given
the large infrastructure and housing deficits in India, public investment tends to be more sensitive to
interest and commodity price increases.
87. Finally, accounting for debt on a net vs gross basis may also highlight some important findings.
Accordingly, a thorough fiscal analysis would be able to determine what proportion of public debt is
held by quasi fiscal institutions as well as what the level of actual government liability vs. contingent
liabilities is.
88. It is important to compare how countries within the same sovereign rating group compare with one
another. India is classified by Standard and Poor’s at BBB-, which is the lowest category of investment
grade. Figure 12 plots a scatter diagram of countries classified as BBB- across fiscal deficits and public
debt. It is interesting to note that among the BBB- rated countries, India stands out as having the
largest fiscal deficit while having a debt level slightly above the average.
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Figure 12: Scatter Diagram of Fiscal Deficit and Gross Debt and Sovereign Ratings

Source: IMF World Economic Outlook; Standard and Poor’s.

H. Underlying Budget Process and Implementation
89. One of the weakest links in fiscal management is linking the fiscal strategy and overall fiscal policy
to budget process and implementation. Throughout the first 8 to 9 years since FRBM was enacted,
the link at the national level was missing. However in 2012–2013 with amendment to the FRBM
Act, the MTEF statement was made mandatory and that provided a bridge between firmed up
intentions on the strategy side with a commitment on the operations side. If all components of the
fiscal framework are operating effectively and are well synchronized, a fiscal policy strategy statement
should be consistent with the overall path to fiscal consolidation and achieving the stated fiscal target
in the legislation consistent with the budget (Appropriation Act) but all allowing for fiscal breaks to be
deployed intelligently on budget implementation (see Figure 13).
Figure 13: What’s Under the Hood?
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Figure 14: The Budget Process

90. More generally, for a proper articulation of fiscal goals and their overall results in terms of the outcome
of public spending, there has to be a check of what lies underneath the hood and what the state of
engine parts is. A typical budget process can be broken down along the lines of Figure 14. The idea
is to make sure that the budget process is fully aligned with the Planning and Budgeting stages of the
budget cycle. In this case, the 3-year rolling MTFF (top-down approach) and informed by the fiscal
policy strategy should be reconciled with the consolidation of the aggregate revenue and spending
estimates in order to arrive at a common medium-term budget or expenditure framework (bottom-up
approach). In the absence of a full reconciliation, what ultimately happens is that the MTFF is part of a
top-down approach and implementation becomes an ad-hoc, blunt and rudimentary exercise devoid
of consideration for results on the use of public resources.
91. Along these same lines of strengthening the inter-linkage between budgeting and implementation in
any fiscal federalism, there has to be a stronger realization of the interdependence between central and
state budgets. With the significant share of the spending at the state level and the large share of the
revenues mobilized at the national level, there is a natural tendency for vertical imbalances to arise.
As such, the transfer programs from the national to the state level play a very important role. A better
recognition of the division of labor between the state and the national level could lead to improved
outcomes particularly in distinguishing short-term stabilization roles—falling under the national
fiscal policy and longer-term debt sustainability considerations—falling under the responsibility of
state budgets.
9

Two important ADB programs that aim at strengthening such linkages in India are (i) ADB. 2012. Report and Recommendation to the
Board of Directors: Proposed Policy-Based Loan and Technical Assistance Grant for the West Bengal Development Finance Program in India.
Manila (Loan 2926 and TA 8203); and (ii) ADB. 2014. Report and Recommendation to the Board of Directors: Proposed Policy-Based Loan
and Technical Assistance Grant for the Punjab Development Finance Program in India. Manila (Loan 3187 and TA 8759).
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92. Existing ADB operational work on state level development finance programs has carried out
assessments in the context of Figure 14 and in particular the strength of the linkages between the
five components of the budget process. Based on this work, strengthening of these linkages remains a
work in progress in many states.
93. A quick check on how well the budget process is operating entails assessing budgeted (ex-ante) vs
actual (ex-post) performance. The larger are these differences outside of any unanticipated shock,
the more work required to clearly link strategy to budget outcomes. In the case of India, there are
deviations in the budget estimates and actual out-turns, indicating a clear scope for improving the
linkages. (Figure 15)
Out-turn vs. Budget
Figure 15: Central Government Budget Performance (FY2004–FY2014)

Source: IMF and Indian Public Finance Statistics, Authors’ Calculations.

I. Summary of Assessment
94. The introduction of an FRBM law in 2003 was a landmark event in the recent history of fiscal reforms
in India. However, the foregoing review of India’s experience with fiscal rules indicates that it has
stayed with what are described as first generation fiscal rules. It has no debt ceiling law and only
a traditional balanced budget rule. At one stage, this was supposed to be a “golden rule”, allowing
borrowing only for capital expenditure beyond a target date. But that has now been given up. To date
there has been no change in adopting the emerging best practices such as structural budget deficit rule
312

or expenditure rule though there is demonstrated technical capacity for introducing such rules. As a
consequence, the fiscal framework is quite inflexible and inadequate to handle the dual goals of debt
sustainability and stabilization.
95. Targets are well defined and simple both for GOI and the states. However, coverage is limited—it
does not include public enterprises and other public institutions and the escape clause is very vague.
The two together make the fiscal framework somewhat soft and malleable. It is also not efficient,
frequently requiring one-off measures to enable compliance. Further, while the fiscal rules can and are
enforced for states by the center under Article 293 of the constitution, no such restraints, sanctions
or penalties apply in case of the central government and there is no independent fiscal institution to
monitor compliance with fiscal rules on behalf of Parliament and the public as is the case in many
advanced and emerging market economies. Finally, with the states being required to borrow directly
from the market, following the recommendations of the 12th Finance Commission, there is a need for
independent and transparent credit rating of states, which is currently missing.
V. Reform Options for India Based on Simulations
96. The foregoing assessment of India’s experience with fiscal rules suggests a range of possible reforms
that could bring India abreast of emerging global best practices. These are briefly discussed below.
As a prelude to that discussion some quantitative fiscal rule simulations are presented to illustrate
the implications of different options. These simulations are run using a Klein-Goldberger type
macroeconomic simultaneous equations model that was used by the National Institute of Public
Finance and Policy, New Delhi, for its presentation to the 14th Finance Commission (Bhanumurthy,
Bose and Adhikari 2015). It is a medium-sized flexible model with four blocks (real sector, fiscal,
monetary, and external), which can be adapted to address different policy questions.
97. The model has been used for four types of simulations. The first simulation demonstrates
countercyclicality of structural deficit rule with growth shock. The second simulation demonstrates
countercyclicality of expenditure rule with growth shock. The third simulation shows the impact of
25% increase in public capital expenditure from 4% to 5% of GDP. The fourth set of simulations
demonstrates the impact of debt-GDP ratio gradually moving to 55%, 60% and 70%, respectively. The
third and fourth simulations incorporate the 7th Pay Commission Shock.
A. Fiscal Rule Simulations
98. The challenge here is to choose fiscal rules that simultaneously meet the dual policy goals of debt
sustainability and macroeconomic stabilization. The latter requires a countercyclical fiscal policy
stance, whereas traditional BBRs aimed at ensuring debt sustainability were procyclical. Many
countries have adopted structurally adjusted balanced budget rules, which set a primary deficit target,
net of interest liabilities, corresponding to trend growth that is compatible with a sustainable debt
stock.
99. The first simulation (Figure 16) demonstrates how a structural deficit target acts as a countercyclical automatic stabilizer along with a stationary debt-to-GDP ratio. Positive and negative shocks
have been applied to the base case by raising or lowering the assumed global growth rate, which is
exogenously given in the model. However, the time path of the fiscal deficit target (center + states)
has been maintained as in the base case, assumed to be the trend growth path. Countercyclicality is
demonstrated by a primary deficit rate that is 13 percentage points lower on average with a positive
growth shock and 15 percentage points higher in the case of a negative growth shock.
100. The second simulation (Figure 17) illustrates that a simple expenditure rule can also act as an automatic
stabilizer. In fact, countercyclicality is more pronounced in this case than with a structural deficit rule
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and with public debt stationary at about the same level as with the structural deficit rule. The same
positive and negative growth shocks are applied to the base case as before, but with the expenditure
level following exactly the same target path as in the base case. The primary deficit shrinks by 55 basis
points on average with a positive shock and it increases by 66 basis points when there is a negative
shock.
101. The third simulation (Figure 18) demonstrates the impact of a capital expenditure preserving
expenditure rule by gradually raising public capital expenditure from 4% of GDP in the initial year,
2016–2017, to 5% by 2019–2020, a 25% increase over the 4 years. The interesting result is that fiscal
deficit, primary deficit and public debt ratios gradually decline as the impact of the higher capital
expenditure works its way through the interactions of the model. The public debt ratio in this case
ends up at 57.1%.
102. The fourth simulation (Figure 19) compresses “transfers” (defined to include subsidies), a component
of revenue expenditure, thereby gradually reducing the fiscal and primary deficit ratios. The debt-toGDP ratio accordingly declines to 55% or 55.3% to be precise, by 2019–2020. Capital expenditure rises
to 5% of GDP by 2019–2020 in this scenario, while growth and inflation are also significantly higher
compared to the base case. It is the higher level of nominal growth, hence the denominator of the
debt-to-GDP ratio that drives down this ratio.
103. The fifth simulation (Figure 20) also illustrates a debt ceiling rule, a ceiling of 60% of GDP in this case.
The compression of expenditure on “transfers” under revenue expenditure is now re-calibrated to
decline from 5.6% of GDP in 2015–2016 to 4.4% in 2019–2020. The fiscal and primary deficit levels,
GDP growth and inflation all adjust accordingly to generate a debt-to-GDP ratio of 60%, 60.18 to
be precise, by 2019–2020. The compression of revenue expenditure is partly offset by an increase in
capital expenditure.
104. The sixth simulation (Figure 21) demonstrates the impact of a more liberal debt ceiling rule that
allows the debt-to-GDP ratio to rise to 70%. In this case, “other revenue expenditure”, which was
already bumped up to capture the Pay Commission shock in the new base scenario, is pushed up
by another 17% in 2015–2016. The fiscal and primary deficits increase accordingly, along with some
increase in the average growth rate and inflation rate over the reference period, with a net effect of
raising the debt-to-GDP ratio to 70%, more precisely 69.52%, by 2019–2020. Capital expenditure,
however, is maintained at just over 4% of GDP.
Figure 16: Countercyclicality with Structural Deficit Rule
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Figure 17: Countercyclicality with Expenditure Rule
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Figure 18: Impact of 25% Increase in Public Capital Expenditure to GDP
(Incorporating 7th Pay Commission Shock)
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Figure 19: Impact of Debt/GDP Gradually Moving to 55%
(Incorporating 7th Pay Commission Shock)
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Figure 20: Impact of Debt/GDP Gradually Moving to 60%
(Incorporating 7th Pay Commission Shock)
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Figure 21: Impact of Debt/GDP Gradually Moving to 70%
(Incorporating 7th Pay Commission Shock)
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VI. Recommendations
Recommendation 1: Target Multiple Fiscal Rules or a Numerical Range and Recommendation 2: Adopt a
Golden Rule
A. Fiscal Rule Options
105. Based on the simulation results presented above, two alternative combinations of fiscal rules can be
considered for the next generation of fiscal reforms in India.
1. Option A
106. The first option is to adopt:
(i) an expenditure rule which sets MTFP and MTEF expenditure targets that are consistent with a
desirable, stationary or declining public debt ratio, and
(ii) a supplementary capital expenditure preserving rule that can be achieved by setting a minimum
threshold for the share of capital expenditure, e.g., 5% of GDP. Alternatively, capital expenditure
can also be preserved by a rule that specifies that public borrowing will only be allowed for capital
expenditure, which is equivalent to the traditional “golden rule” where current deficit is zero.
(iii) The model simulations show that raising the share of capital expenditure reduces the fiscal deficit
and primary deficit as well as public debt ratios if it is financed by compressing other components
of revenue expenditure. However, capital expenditure may also be financed through loans. If there is
a concern that this could lead to a rising debt ratio despite rule (i), as a matter of abundant caution,
it would be desirable to add a rule that explicitly sets a ceiling on the permissible level of debt. This
would also fulfil a constitutional mandate.
1

There are measurement problems in calculating structural balance such as estimation of the potential output and output gaps, adjustment
of fiscal revenues for the effect of business cycle using estimated revenue elasticities and adjustment for national income reflecting asset price
cycles. (IMF, 2011).
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107. The present FRBM law can be replaced by a new Debt Ceiling and Fiscal Responsibility Act under
Article 292 of the Constitution, along the lines suggested by the 14th Finance Commission. The states
can be encouraged to bring in similar legislation under Article 293(1).
2. Option B
108. If legislation to explicitly set a ceiling on debt is not considered suitable, the objective of combining
debt sustainability with countercyclicality can also be achieved through a second option, i.e.,
(i) a fiscal rule that sets a target for the level of structural deficit consistent with a desired, stationary
level of public debt, plus
(ii) either of the capital preserving fiscal rules discussed under Option A.
109. This can be accomplished by amending the existing FRBM Act, at the same time, dropping the concept
of an effective revenue deficit that is not in line with standard budgeting practices.
110. The issue of setting targets in the form of bands, whether for expenditure level or fiscal deficit, to
accommodate shocks has sometimes been raised. The difficulty with this approach is to determine the
width of the band without knowing the severity of shocks ex ante. If the shock is too severe relative to
the band, special interventions would be required, possibly disrupting the whole fiscal consolidation
effort, as happened in 2008. By contrast, under the two options suggested above, the rules come
into play as automatic countercyclical stabilizers calibrated to the severity of a negative or positive
shock. The safety net of a well-defined escape clause in case of exceptional circumstances needs to be
articulated.
111. A vague escape clause, referring to “unforeseen circumstances” was identified earlier as one of the
limitations of the existing FRBM law. A tightly defined escape clause, which specifies ex ante the
circumstances under which fiscal rule may be breached, is now a standard component of best practice
fiscal rules. Without such specification, breaching of fiscal targets can become an ad hoc affair, left
to the discretion and convenience of the incumbent government. The authority that permits such an
“escape” should also be specified. The suggested new Debt Ceiling and Fiscal Responsibility Act or,
alternatively, an amended FRBM should incorporate such a well-defined escape clause.
112. We suggest that the breach of fiscal rule may be allowed only for a very limited range of factors e.g.
a major natural disaster, significant growth slowdown or recession, out-of-ordinary events with
temporary but significant impact on deficit, and significant change in scope of the budget. Each of
these triggers should be clearly defined, preferably quantitatively, in terms of deviation from normal.
For example, growth slowdown can be defined as a fall in annual GDP growth rate by more than
three standard deviations from the trend growth rate. Similarly, out-of-ordinary events of financial
significance can be defined as those that ceteris paribus cause a deterioration of 0.5% or more in the
ratio of fiscal deficit to GDP.
113. The escape clause should also indicate the conditions under which fiscal rules should come back into
play along with the corresponding timelines. For events that cause a sustained impact on growth and
deficits, we can consider shifting the transition path by the number of years that the impact remains
“significant”, as per the standard definitions included in the Act. Further extension can be granted
based on clear justification of the circumstances warranting a relaxation.
114. With regard to fiscal rules for the states, macro-economic stabilization is not their responsibility
constitutionally. That is the responsibility of the central government. Considering the states’
2

These definitions are suggestive and would need further detailed empirical analysis for confirmation of quantitative trigger levels.
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responsibilities, all states are not in the same economic or fiscal situation, and their fiscal rules need to
take this into account.
115. One issue here is the constraints and needs of the poorer states. Instead of dealing with this in
an ad hoc manner for individual states, it is best to address this as a systemic issue, based on the
principal of equal fiscal treatment of all entities within the same national tax jurisdiction. The 14th
Finance Commission did this in its devolution formula and its post-devolution current deficit grant.
Normatively assessed needs and revenue capacity were factored into the devolution formula, taking
into account the disadvantages of the poorer states. States that were assessed to fall short of the
average per capita public expenditure post devolution by more than 80% in 2019–2020, the terminal
year of the award, were given a special current deficit grant to meet the gap. Should the government
wish to push the principal of equalization further, it can do so through centrally sponsored schemes
or even suggest it as a term of reference for the next Finance Commission.
116. The second issue is differentiation in the fiscal rules applicable to individual states to take into account
their different fiscal situations. States in a more comfortable fiscal situation should be enabled to raise
more loans, especially to finance capital expenditure. With the fiscal deficits of all states anchored at
3% of GSDP, the 14th Finance Commission has allowed an additional 0.25% fiscal deficit for states
which have a debt-to-GSDP ratio of less than or up to 25% in the reference year. It has also allowed
an additional 0.25% fiscal deficit for states with interest payments amounting to less than 10% of their
revenue receipts in the reference year. Thus, states in a comfortable fiscal situation may be allowed
fiscal deficits of up to 3.5% of their GSDP.
117. In this context, it is noted that following the award of the 12th Finance Commission, states are
now required to directly borrow from the market. That raises the need for a transparent system for
rating the fiscal performance of states. It is possible that rating institutions are already providing
such assessments privately to potential lenders. However, such rating systems need to be objective,
standardized and available in a transparent platform for public scrutiny.
B. Enforcement of Fiscal Rules
118. The Indian FRBM system does not at present have any specific instruments to enforce fiscal rules
such as sanctions and penalties for GOI other than the reputational risk of the government. In the
case of the states, Article 293 clause (3) of the constitution requires them to seek permission of GOI to
raise loans so long as they have outstanding liabilities to GOI. This effectively enforces a hard budget
constraint on them. However, with states’ liabilities to the central government progressively declining,
following the award of the 12th Finance Commission, this clause will gradually cease to apply. Thus,
both for the central government as well as the states, it is desirable that debt ceilings be legislated as
envisaged under articles 292 and 293. This would serve a powerful enforcement tool, since breaching
the debt ceiling would be tantamount to breaking a law.
119. A second effective enforcement instrument would be the establishment of an independent financial
institution to monitor fiscal rule compliance. This is discussed further below.
Recommendation 3: Establish an Independent Fiscal Institution
120. The establishment of an independent fiscal institution to monitor the government’s compliance with
fiscal rules, its fiscal marksmanship and its costing of public expenditure is an important feature of
second generation fiscal rules. Many OECD countries and emerging market economies have set up
such institutions with a variety of institutional features.
3

Excluding interest payments, pensions, and grants under centrally sponsored schemes.
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121. In the Indian context, several institutional models can be considered. The institution can be established
as a constitutional body but that will require a constitutional amendment. It can be established as an
institution reporting to Parliament, somewhat like the Congressional Budget Office in the United
States. It can also be established by the Ministry of Finance as an independent body. Whichever format
is adopted, the institution should be established by legislation, not just through executive order, and
it should be adequately funded through a charged item in the budget and not by annual budget
appropriations approved by Parliament. These safeguards are necessary to ensure the independence of
the institution.
122. It is suggested that such an institution be established as part of the next generation of fiscal reforms in
India, either under the suggested Debt Ceiling and Fiscal Responsibility Act or an amendment of the
existing FRBM Act.
Recommendation 4: Introduce a Fiscal Stability Report
123. Similar to advent of financial stability reports generated by central banks and particularly those that
have to explain risks to inflation targets, there is an increasing view of the importance of having fiscal
authorities improve their overall communication strategy by issuing an annual reporting on fiscal risks
and outlook to fiscal stability including better reporting on contingent liabilities. The Indian FRBM
does not spell out this requirement and this would be important as a means to explain the headwinds
or tailwinds facing the economy—perhaps building from the Economic Survey—and translating
these to assess the impact on the underlying fiscal path. The improved analysis could take off from
the Fiscal Challenges section of the Economic Survey to expand into a full-fledged report including
better coverage of the balance of risks, off-budget liabilities, and overall fiscal outlook. This would be
a valuable contribution in guiding expectations on the government’s fiscal position. As governments
have increasing access to off-budget financing through special purpose vehicles, borrowing through
state-owned enterprises, and quasi fiscal operations, and there may be increasing demands on
guarantees as the economy turns to greater involvement of PPPs, other risk sharing arrangements and
the possible support for bank recapitalization, there is an increasing importance for this type of fiscal
analysis under a dedicated Fiscal Stability Report. A similar consideration could apply to the states.
Recommendation 5: Improve the Linkage between Fiscal Policy and Strategy and Budget Operations
124. In order for the government to have a more effective framework to make changes to the fiscal stance
over the short term while allowing for a convergence to a sustainable fiscal target over the medium term,
a close and strong link between fiscal strategy and the budget process, in particular the expenditure
framework would be recommended. While fiscal breaks are a blunt tool and more conventional
measures of expenditure consolidation generally require long lead times, a better integration with
the budget process would allow for greater finessing of revisions to the fiscal stance with an improved
outcome in terms of budgeting results. Under the circumstances, the strategy and policy rules would
have to dovetail with the MTEF. In addition, efforts should focus on strengthening adherence to the
four principles of sound budgeting viz. transparency, predictability, credibility, and comprehensiveness.
There should be clear linkages between the MTEF as it is articulated with the budget and the links

4

It is recognized that both the central government and state governments acquire contingent liabilities, mostly in the form of sovereign
guarantees for public enterprises. The question is - how are these contingent liabilities to be valued? The 14th Finance Commission suggested
that the government should use the concept of extended debt, which includes some valuation for the guarantees given to public enterprises.
However, it did not propose any particular rule for valuing guarantees in the case of the central government. In the case of state governments,
the commission proposed a formula of counting 90% of power guarantees, which account for the bulk of guarantees, and 10% of the value of
guarantees given in other sectors. While efforts should clearly be made to resolve the valuation question, it may be premature at this stage to
factor contingent liabilities into fiscal rules.
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between budget planning, budgeting, implementation, monitoring and evaluation. This would once
again apply at both the central and state levels. To supplement this work, efforts should also focus on
continuing to improve fiscal accounting framework to commit to well defined targets and statistical
standards, reducing possible leakages in the accounting process, and ensuring timely and reliable
reporting of fiscal operations.
Recommendation 6: Better Sharing of Responsibilities for Stabilization and Sustainability
125. In a federal union, fiscal responsibility requires a balancing between the short-term economic
stabilization goals and medium-term goals of sustainable public finances. Considerations such as
the average size of the national vs. subnational budgets, the degree of vertical imbalance based on
expenditure and revenue assignments help shape the division of responsibilities. Ensuring that states
are able to contribute to national fiscal goals is critical to overall fiscal outcomes and this requires
clearly articulated rules that allow for incentives at the state level to keep to the agreed goals. While
there is no specific challenges to point to, promoting a better articulation of fiscal responsibilities in a
federal union between stabilization measures and fiscal sustainability at the federal level is an agenda
that can always be improved upon and similarly a division between the types of public spending as
well as the off-budget liabilities will help in terms of cross-government coordination.
Recommendation 7: Introduce State Credit Ratings
126. Over the longer term, if subnational entities evolve as we have seen across other federal jurisdictions
in advanced economies, i.e., Australia and Canada, we are likely to see a similar pattern in India
where states become less wholly reliant on central transfers to supplement own revenue assignments
and where sub-sovereign borrowing is one more funding source available to the state. This will be
important as part of efforts to ensure that states have built in incentives to keep to a desired level of
fiscal prudence but more generally give them greater decision making power in how they would like
to borrow and spend. While in India this may still be something to consider over the medium-term,
it would be important to begin promoting the idea of having states selectively build a credit rating
culture. This would help in establishing a discipline for good fiscal housekeeping and in-turn allow
the market through credit rating agencies to form an opinion on the creditworthiness of states. The
states, in turn, by having “skin in the game” would have their own incentives to improve their ratings
over time as that would reduce cost of borrowing and also foster greater prudence and encourage
accountability.
VII. Conclusion
127. This note has been prepared in response to a request from the Chairman of the FRBM Review
Committee for a submission from ADB on global best practices relating to the next generation fiscal
framework. Accordingly, this note has assessed India’s FRBM experience against the background of
emerging global best practices on fiscal rules and other allied issues. The note points out that the
introduction of an FRBM Act in 2003 was a landmark event in fiscal reforms in India, subsequently
followed by similar acts in all the states. However, the assessment also indicates that India has stayed
with what are called traditional first generation fiscal rules, with their associated challenges. Meanwhile
many advanced and emerging market economies have moved on to a second generation of fiscal
rules. The note has therefore presented a set of detailed options for consideration as a package of
second generation fiscal rules for India. It is hoped that the FRBM Review Committee will find these
proposals helpful.
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