Chapter 4

Macro perspective on fiscal consolidation

Chapte3 hasarguedthatin the‘baselinesce-
nario’, thereis a needof a sulstartial fis-

cal correctionin orderto achieve compliance
with the FRBM Act. This chapterbrings
macroeconomi@erspecties to bearon the

guestionsandmajor policy choicesconcern-
ing thetrajectoryto the FRBM tagets.

4.1 POLICY ALTERNATIVES

The broadgoal of macroeconomigolicy is
to find the mosteffective trajectorythrough
which the FRBM goals can be achieved.
There are two main questionsabout the
implementatiorof thefiscalcorrectionwhich
is requiredby the FRBM: (a) The question
of anearlyor a late adjustmentand(b) The
guestionof how adjustmenshouldbe shared
betweentaxation and expenditure. In this
chapteywe seekto bringeconomigrinciples
to bearon thesetwo key choices.

4.1.1 Early versusdelayed adjustment

Figure 4.1 shavs alternatve pathsfor the
revenuedeficit. Onethingis clear thatthe
revenuedeficit hasto goto zeroatthe endof
2008-09. Thereis room for flexibility when
it comesto theintermediateyears.

However, there are alternatve trajectories
which can achieve this. It is possible
to have a‘front-loaded adjustment’,which
emphasiseBnishingthebulk of therequired
fiscalcorrectionin theearlyoneor two years.
Alternatively, there can be a ‘back-loaded
adjustment’ which emphasiseachiezing the
bulk of the requiredfiscal correctionin the
lateyears.

In addition,thereis animportantdistinction
between front-loaded policy reforms and
front-loadedfiscal adjustment It is possible
to conceve of policy decisionstaken early
in the adjustmentperiod, which generatea
sustainedmpactover thefollowing years.

4.1.2 Cutting expenditure versusraising
tax revenues

The secondkey questionabout the fiscal
correction concerns the relatve role of
revenue expenditure and revenue receipts.
Going by the requirementof the FRBM,
by 2008-09, the revenue deficit has to be
eliminated.However, in termsof adjustment,
mary alternatve pathscanbe ewisaged.For
example:

1. The existing ratio of revenuereceiptsto GDP
could stay unchangedand expenditurecould
adjustdownwards,soasto be equal toevenue
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receiptsaspercent of GDP by 2008-09.

2. Alternatively, the adjustmenbf 3.6 percentage
pointscouldbe sharedn half betweerthetwo.

3. Alternatively, revenue expenditurecould stay
fixedaspercent of GDR andthe taxGDPratio
couldriseby 3.6 percentaggointsby 2008-09.

4. Alternatively, we could actually have arisein
revenueexpenditureas per cent of GDP. For
example, revenueexpenditurecould rise from
the presentevel of 13.17%of GDP to a level
of 14.17%of GDPR This would requirearise of
4.6%of GDP onthepartof revenuereceipts.

4.2 BUSINESS-CYCLE CONSIDERATIONS

Reducing expenditure or raising taxes, in
the quest for the FRBM tamgets, can be
contractionary At the sametime, oneof the
goalsof fiscalpolicy is to be countergclical.

There is a need to reconcile these two

objectves. This requiresa closerappraisal
of quegionsaboutthebusinessycle,andthe

impactof taxationor expenditureproposals
in termsof thebusinesgycle.

4.2.1 Closedeconomymultipliers

In the standardKeyenesianframeawvork of
a closed economy raising government
expenditure G or cutting tax revenuesT
have a‘multiplier effect’, with the following
multipliers:

AY 1
AG ~ 1-MPC
AY ~MPC

AT 1 —-MPC



Here, AY is the changein GDP as®ciated
with a changeof AG in governmentexpen-
ditureor AT in taxes. The sizeof both mul-
tipliers is relatedto the mamginal propensity
to consumgMPC). Thesémultiplier effects’
aremostusefulasa guidefor understanding
situationswherethereis excesscapacityin
the country andrecessionargonditionspre-
vail.

Sincethe savingsratein Indiais high, when
comparedwith most OECD countries, we
expectthatthe multipliersin India would be
correspondinghsmaller

We see that the expenditure multiplier
is larger; that the contractionary effect
of cutting expendture is larger than the
contractionaryeffect of raising taxes. This
is an argumentin favour of placinga larger
shareof the requiredfiscal adjustmentupon
the growth of revenuereceipts.

We may note that FRBM tagetscould also
bemetwhile increasingexpenditurewhereit
wouldberequiredthatthe Tax/GDPratiorise
by morethan3.6%. In this scenarioyaising
expenditure would have an expansionary
effect, which would partly counteractthe
contractionaneffectsof raisingthe Tax/GDP
ratio.

4.2.2 Attenuation of fiscal multipliers in
an openeconomy

It is importantto emphasisdhat the above
relationships are for a closed economy
In an open economy characterisedoy a
combinatiorof tradeflows, capitalflows,and
aflexible exchangerate thesemultipliersare
considerablywealened.

Whenthereis adomestidiscalcontractionn
anopeneconomythe weaknessn domestic

demandis counteractedby a depreciation
of the curreng, which improvesnet exports
andaggregatedemand.Giventheincreasing
opennes®f the Indian economy the fiscal

multipliers may be smaller and fiscal

consolidationmay have alesserimpact on

aggrgatedemand.

4.2.3 Wherearewein the businesscycle?

The timing of fiscal consolidationhas to
be closely interwoven with the domestic
and international busines cycle. For
example, if India had embard on a
strong fiscal corecion in 2001-02, the
welfare consequenceswvould have been
highly negative.

As of early2004-05we appeato bestanding
at a relatvely high point in the domestic
and internationalbusinesscycle. Business
confidences high. Investmentdemandhas
grovn well, with imports of capital goods
having growvn by 31% in the period from

April 2003 to February 2004, compared
with the previous year Thereis heightened
interestin India asa destinatiorfor FDI, and

in integrating India into global production
chainsfor manugcturingandservices.

In 2002 and early 2003, there were global
fearsof slow economiogrownth anddeflation.
However, the international businesscycle
hasturnedaround,with a distinct pickup in
growth in the US and Japan. Commaodity
pricesaresharplyon theupswingin 2004.

This ervironmentconstitutesan agumentin

favour of front-loading. As JohnF. Kennedy
argued, the time to fix the roof is whenthe
sunis shining At this moment,the welfare
costs of the fiscal adjustmentwill be the
most muted. Furthermore,if India is able



to obtain substantialprogressin the fiscal
adjustmentn 2004-05and2005-06 thenthis
will ‘rechage the guns’ of fiscal policy for
possibleusein countergclical fiscal policy,
which may be requiredif the domesticand
the world businesscycle turnsaroundin the
future.

The US is an important casestudy in this

regard (Figure 4.2). The US achieved a
dramatic fiscal consolidationin the years
after 1992, at a time whenthe US economy
wasgrowing strongly This createdhefiscal

spacefor countergclical fiscal policy, in

the form of the enormoustax cuts which

were implementedin recentyearsin order
to counteracthe downswingof the business
cycle. If the fiscal consolidationhad not

taken placein the US over 1992-2000then
it would not have beenpossibleto usefiscal

policy asatool for tackling the recessiorof

thefollowing years.

4.2.4 Investment-ledgrowth

In the mid 1990s, India experienced a
boomin investmentuntil 1995. After this,
investmentdemandhas beenweak, except
for the spurtin investmentwhich was also
obsenedin 1999-2000.

This has been a period of consolidation,
wherefirms were improving efficiengy, and
optimally utilising existing capacity Largely
speakingafter 1995,growth in consumption
played a prominentrole in obtaining GDP
growth.

This period of better utilising existing
capacitynow seemgo be behindus, andthe
next wave of GDPgrowth in Indiais likely to
bebasedninvestmentSomeevidenceof an
upsuge in investmentis visible in the early

monthsof 2004for which datais available.

From the vievpoint of macro policy, our

goal shouldbe to bestharnesghis cyclical

revival of investment,to prolongthe period
of positve expectationsandhigh investment
rates,andto maximisethe impact thatthese
investmenthave uponGDP growth.

The fiscal reforms processneedsto foster
this processof investment-ledgrowth, by
establishinga non-distortionaryandeffective
tax systento raiserevenuesandby pursuing
expenditurepolicieswhichyield anadequate
quantityandquality of public goods.

4.3 OTHER CONSIDERATIONS

4.3.1 Lagsin policy

Fiscal consolidation is about reforms in
revenuesandreformsin expenditure. There
is aninnatetime delaybetweerdecisionsand
their full impact upontherevenuedeficit.

We may outline the sequencef eventsthat
might unfold. First, a new policy would be
adopted After this, therewould be a time
delayrequiredfor implementationn termsof
processeandIT systems.Therewould then
beatime delayfor thesesystemso stabilise

Finally, there are time delays before the
full impact of new policiesis seenin terms
of behavioual impact A central plank
of tax reformsconsistsof finding stratgies
which give firms and householdsncentives
to behaein adifferentway, andin awaythat
Is compatiblewith areductionin therevenue
deficit. This would require sometime to
fall into place, as firms and households
graduallyshiftawayfrom traditionaldecision
processesyhich arerootedin adistortionary



Figure4.2

Thereare numerousnternationaprecedentsf comparabl@djustmentsakingplacein ashorttime. Oneprominent
exampleof a substantiafiscal adjustmentvasthatof the United Statesn the 199Gs, which is shavn in the chart.

A striking fact about this period was the acceleratiorof GDP growth that took place along with this fiscal
consolidation. This phenomenorf ‘expansionanyfiscal conlidation’ hasalsobeenexperiencedy mary other

countrieswhich have embarled onfiscalconsolidation.
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fiscal system, and shift into nev ways of
thinking.

Throughthesechannels therewill innately
be somelag betweenpolicy decisionsand
their full impact on the revenuedeficit. This
constitutesan argumentin favour of front-
loading of decisions At the sametime,
this suggestghat while decisionsshouldbe
front-loadedtheir full impact shouldonly be
expectedwith a lag. The full impact of a
decisionon reformsin 2004-05will only be
seenin 2005-06,2006-07andbeyond.

4.3.2 Flexibility on capital expenditure

It is importantto emphasisehat the focus
of the FRBM is on ensuringthat revenue
receiptsexceedrevenueexpenditure.FRBM
does leave governmentwith flexibility in
engagingin capitalexpendituret

lIncreasedcapital expendituresdo impinge upon
the calculations required by the FRBM, if they
are financed by bond issuance. For example, if
capitalexpendituretakesplacein 2004-05usingbond
issuancethen the interestpaymentson thesebonds
would sene to increaserevenue expendtures from
2004-050nwards,andwould requirea consequential
increasan revenuereceiptsin orderto ensurethatthe
revenuedeficitis eliminatedby 2008-09.



Hence,if thereare strongfearsof the con-

tractionaryeffectsof increasingax revenues,
or cuttingexpendituresthenincreasingcapi-

tal expendituresemainsavailableasapolicy

tool.

From a debt dynamicsperspectie, capital
expenditurescanbe safelyundertalen when
future userchagesand the incrementaltax
revenues from the increasedfuture GDP
(causedby the new capital goods)are large
enough. In technical terms, government
can confidentlybuild a railway line costing
Rs.1000crore, financedby issuing a bond
worth Rs.1000crore, whenthe NPV of the
increasedax revenuesontheincreasedsDP
in thefuture, coupledwith the NPV of future
userchages,exceedsRs.100Ccrore.

If this condition is not met, then capital
expenditureswhich are financedby issuing
bonds sene to raise the Debt/GDP ratio
and are not fiscally sustainable. This
difficulty posessignificantconstraintsupon
the ability of governmentto easily ramp up
countergclical capitalexpensesn away that
doesnot adwerselyaffect debtdynamics.

This approach emphasisesthe need to

acute care in the institutional design of

the processeghrough which debt-financed
capital expendituresare undertalen. This

aspectalso links up to the issue of lags
in policy discussedn Section4.3.1, since
creating new institutional mechanismsto

achieve high quality capital expenditure(in

the sensesketchedabove) is difficult and
time-consuming.

Table 4.1 summariseshe experiencewith
onesuccessfuéxperienceof capitalexpendi-
ture by the Centre:thatof NHAI. The Union
Budgetfor 1998-9%adprovidedfor thefuel
cess,and1998-99canbe viewed asthe first
year of the highway-huilding effort. As the

Table 4.1

Capitalexpenditure
Year (Rs.crore) (Percento GDP)

2 1999-00 746 0.04
3 2000-01 1,261 0.06
4 2001-02 3,997 0.18
5 2002-03 6,584 0.21
6 2003-04 9,525 0.33

table shaws, it was only in year 4 that the
capitalexpenditurereachedhlevel of roughly
0.2% of GDR, andin year 6 thatit reached
0.33%o0f GDP.

This suggeststhat if there is an intent of
engagingin countergclical capitalexpendi-
turesin the period 2007-2009,institutional
mechanismghrough which thesewill take
placeneedto becreatedvell aheadf time.

4.3.3 Expansionary effectsof tax reforms

Theabove discussiorhasfocusedonthecon-
tractionaryeffectsof thefiscal consolidation,
andhow this canbedirectly counteracted.

At the sametime, thereare mary important
channelsthroughwhich fiscal consolidation
is expansionary In mary countries,there
have been experiences of ‘expansionary
fiscal consolidation’, which underline the
importanceof thesechannelf influence.

In India’s case,the mostimportantpositve
impact isrootedin tax reformsthemseles.
Tax rationalisation,removal of exemptions,
andmodernisatiorof tax administratiorwill

innately reduce deadweightcosts, reduce
the extent to which resourceallocation is
distortedin the questfor tax evasion, and
thusraiseproductvity. Theseimprovements
canbe viewed aspositive productvity gains
which will be causedby tax reforms. They



will fuel GDPgrowth in theyearsthatfollow
the taxreforms.

Thesecondhannelliesthroughinterestrates
and the bond market. To the extent that
the fiscal deficit goes down, Government
would make a smaller claim on resources
through bond issuance. This would reduce
the crowding out of the private sector make

greater resourcesavailable to the private

sector foster reducedinterest rates and a

lower costof capitalfor equityanddebt,and

fostereconomicgrowth.

Tax reforms would give greatersupportto
entrepreneurshipsupportrelatively labour
intensve smallandmediumenterprisesand
reducethe cost of capital for risk capital.
Throughthesechannelsresourceallocation
would beimproved.

Credit rating agencies have focused on
India’s fiscal problemsasthe definingissue
which hasled to nearjunk ratingsfor Indian
debt? WhenlIndia s visibly seenasmaking
progreson thefiscal question India’s credit
ratingwould improve. Thiswould reducethe
costof capitalfacedby firmswhenborroving
abroadandthusfurtherspurinvestment.

Domestic capital markets and business
confidence wuld improve, whenit is seen
thatGovernmentis seriousaboutestablishing
prudentgroundrules.

Thus, thereis a stronglink betweenfiscal
consolidatiorandanexpansiorof investment

2Using ratings by S&P, the median values for
the centralinterest/ revenuesratio for variousrating
catgories were as follows: BBB (8.68%), BB
(19.21%),B (16.68%). The medianvaluesfor the
centralgovernment Debt/GDPratio for variousrating
categyories were as follows: BBB (29.98%), BB
(55.95%), B (70.8%). By S&P scales, investment
graderunsfrom AAA till BBB-. Below that, starting
from BB+, is speculatie grade.

and thus employment in the economy
Corversely a failure to make progresson
fiscalconsolidatiorwouldleadto acontinued
preemptiorof investibleresourcesandlower
job creation.

4.3.4 Positiveimpact on statefinances

In the last decade, the financesof state
governmenthave beenfacingextremestress.
This hasmanifestedtself in poorproduction
of local public goods, most of which are
controlledat the statelevel. Weaknesses

health, education,water and sevage, local

roads,etc. areall importantproblemswhich

hold back GDP growth. Thereis an urgent
needto improve expenditureson healthand
education.

At present,mary state governmentshave
signedMemornda of Understandingwhich
requireelimination of the revenuedeficit by
2005-06. The accomplishmenof this target
isacentralissue that ishapingpoliciesatthe
statelevel.

This constitutesa strongargumentin favour
of front loading. If the centre is able
to improve the Tax/GDP ratio in 2004-05
and 2005-06, then roughly 30% of these
increased proceedswill go to the state
governments,where they will substantially
alleviate the statefiscal crisis, help achiee
the tamets agreedto under Memomanda of
Undeistanding leadto improved production
of local public goodsandthusstrengtherthe
developmentprocessatthegrass-rootevel.

This constitutesone of the mostimportant
channels through which expenditures on
health and education, which are state
subjectscanbesharplyincreasedn thenear
future.



4.3.5 Needfor pre-announcedrajectory

Governments presentlyencgagedin medium
term fiscal planning, leadingto a removal
of the revenue deficit by 2008-09. These
plans necessarilyinvolve mary actors, will

be phasedin over a period of years, and
will have a considerableimpact upon the
optimisingdecisionsf individualsandfirms.

Thesedecisionsof economicactorswill be
best undertalen under conditions of fuller

information, and sound expectationsabout
the future. The changesin policy will

undoubtedhaffecttheeconomybut they will

have the smallesteffect if economicagents
have soundexpectationsboutthefuture,and
areableto well anticipatehechangeshatare
undervay.

This suggestsa need for good quality
disclosure by gowernment about the path
to 2008-09, to ensure that there is full
transparengaboutthe path,andto minimise
the shocksto the economythat comeabout
from policy announcements.

4.4 PROPOSALS

To summarise, there are a number of
arguments favouring fiscal consolidation
through higher tax revenues rather than
reductionin expenditure:

e Raising tax revenues helps state finances
throughthe devolution of resourcesand thus
fuels GDP growth through better resource
flows into local public goods. In contrast,
cuttingcentralexpendituredoesnotaddresshe
problemof local public goods.

e The expenditure multiplier is larger than
the tax multiplier, hencethe businesscycle
implications of cutting expendituresare more

oneroughanthebusinessycle implicationsof
raisingtax revenues.

e Tax reforms, which move towards a simple
tax systen, yield positive productvity gains:
they eliminate deadweightcosts and reduce
distortions in resourceallocation. Through
this, they sene to boost GDP growth and
employmengrowth.

Thereareseveralreasonshatindicatethede-
sirability of front-loadedfiscal consolidation
comparedwvith back-loadediscal consolida-
tion:

e Swift and decisve actions would greatly
strengthenthe credibility of the countrys
economigpolicy making.

e Thedomesticeconomyandtheworld economy
are faring well in terms of businesscycle
issues. Fearsof deflation have receded,and
thereappeargo belittle slackcapacity Hence,
a front-loaded fiscal consolidationmay not
adwerselyaffectdemand.

e An early fiscal consolidationwill ‘reload the
guns’ for countergclical fiscal policy two
movesahead.

¢ An early fiscal consolidationwill quickly free
up resourcesfor investmentby the private
sector It will quickly improve India’s
credit rating, improve investmentflows, and
accelerat&sDP growth.

e An earlyimprovementin the central Tax/GDP
ratio will swiftly easethe difficulties of state
financesandthushave apositive impactonthe
developmentprocessat the statelevel.

e Owing tolagsin policy, decisiondaken in2005
will fully yield fruits in termsof higher GDP
growth andsoundfiscal outcomesyy 2006and
2007. It is henceimportantto take decisions
early about reforms in tax and expenditure
policies, so asto benefitfrom the full impact
of these decisionsby 2008-09. The ideal
sequencings thusonewherea comprehensie
exercisein reformingtax policy is putin force
early The full impact of this upon fiscal
outcomesvould comeover a two to threeyear
period, reflectirg the time taken tobuild sound



tax administration for behaioural changeso
take place amongfirms and householdsvho
would then shift out of their existing distorted
states, and for higher GDP growth ratesto
materialise.

FRBM also places obligations on the
Debt/GDPratio. A slow fiscal consolidation
will give agreateraccumulatiorof debt.

In the light of this analysis, the four
fundamentaprinciplesfor anindianstrategy
in achievzing fiscal consolidation may be
articulatedasfollows:

Fiscalconsolidatiorshouldberevenue-led.
Fiscalconsolidatiorshouldbe front-loaded.

Capitalexpenditue shouldbe enhancedyhile
simultaneouslgngagingin institutionalreform
to ensurean adequatetranslation of capital
expenditureinto anincreasedlow of GDP.

The reforms efforts on revenue expenditure
shouldbefurtherintensified.
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