Reconciling the
Irreconcilable

The finance ministry and Planning Commission going head to
head in a battle over the integrity of Fiscal Responsibility

Budget Management targets will inevitably result in a “ lose-lose”
outcome. Why do the finance minister and deputy chairman of
the Planning Commission not consider the possibility of another
“golden rule” for guaranteeing public fiscal rectitude that

would achieve both their aims?

Percy S MisTRY

ecent discord between the finance
Rminister (FM) and the deputy
chairman of the Planning Commis-
sion (DC) —on loosening by two yearsthe
rigour of deficit reduction targetsrequired
by FRBM — appears uncharacteristic and
perhaps unnecessary. In not agreeing to
DC's suggestion for relaxing Fiscal Re-
sponsibility Budget Management (FRBM)
mandated targets, the FM — supported by
RBI — is defending the hard-won patina
of fiscal credibility (after too long aperiod
of fisca profligacy) by making a modest
start toward achieving that goal. In trying
to meet the UPA’s commitments for pri-
ority social spending and perhaps to lock
in a growth rate of at least 8 per cent for
another year or two (although, asllaPatnaik
points out, without any accountability re-
quirements attached), the DC wants to
loosen FRBM targets. Thistendency seems
tobeinkeepingwiththeargument hemade
a year ago about sequestering approxi-
mately US$ 5 hillion of reserves for in-
frastructure spending—aproposal that met
equal resistance fromthe FM and RBI and
was eventually dropped.

The unfortunate reality is that the FM
and DC arebothtryingto achievelaudable
goals. But resolving the conflict between
them by one or the other “losing the ar-
gument” may create unacceptablerisksfor
India. And it would certainly send the
wrong signalsto the outside world whoever
won. It would be no bad thing for India
and Indiansto regard an 8 per cent growth
rate as “normal” and accept anything less
as equivaent to arecession. That is what
Singaporedid between 1970and 2000when
growth of lessthan 5 per cent was viewed
by its government and population as an
economiccrisis. Butitisequally important
for India to reduce its gross consolidated
fiscal deficit (including quasi-fiscal
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accounts) from the current level of 11 per
cent of GDP to achieve greater fiscal
disciplineand eventually createmorehead-
room for manoeuvre in enabling priority
publicspending. Bothobjectivesneedto be
achieved. Is the current conflict over re-
laxing FRBM targets obscuring other (and
better) alternativesto squaring that circle?

Going head-to-head in a battle over the
integrity of FRBM targets will inevitably
result in a “lose-lose” outcome for the
combatants, and for India, regardless of
whom*“wins’ theargumenttemporally. So,
why don’t the FM and DC consider the
possibility of another “golden rule” for
guaranteeing public fiscal rectitude that
would achieve both their aims through
moreimaginativeout-of-the-box thinking?
Simply put, why not stick to the FRBM
deficit reduction targets, but consider an
additional rulethat wouldrequirethecentra
governmenttosall publicassets(vizits share-
holdings in PSUs) automaticaly, without
further parliamentary argument or approval
after corelegidationispassed, whenever the
public debt-to-GDP ratio exceeded a pru-
dent level, of say 60 per cent (thisis an
arbitrary figure borrowed from EU rules).

I nstead of compromising ondeficit reduc-
tiontargetsinaway that threatenstheframe-
work of discipline that has been built up so
painstakingly in getting FRBM passed —
and, given the political dynamics of India,
who is to say that two years might not
become 20 years—such afiscal rule (which
isa“stock” rule that augments the “flow”
rule of mandated deficit reduction targets)
would require the government (mandato-
rily) to reduce its stock of public debt (and
thereforeannua debt serviceobligations)in
order to fund any new social or infrastruc-
ture spending. It could be congtitutionally
embedded through legidation similar to
FRBM. It isarule that would protect rec-
titude on the balance sheet side of thefiscal
equation in the same way that FRBM does

on the income statement side. Such arule
would command majority support in Par-
liament if the Congress Party and the BJP
put aside, just for once, their differencesand
cametogether opportunistically tolegitimise
something that would safeguard Indid's
economic future — a point we shall return
to contemplate in more depth later. That
ruleis in line with the stated policies of
both these parties that favour continued
economic reform.

Such adebt-GDP ceiling rule has many
other advantages that are too obvious to
require much elaboration. It would restore
the stalled momentum of divestment that
is now hurting the fisc and the Indian
capital market. It might get the Indian
public and polity to legitimise the notion
of privatisation on a scale that many
“reformer-stalwarts” in both the Congress
Party and BJP dream about but dare not
go public with. It would give a massive
boost to Indian capital markets and to the
badly needed process of financial system
reform for the next three to five years. It
would create more headroom for signifi-
cantly expanded socia and infrastructure
spending if the government went beyond
the mandated 60 per cent debt ceiling limit
and reduced debt even further. In these
contexts, the potential which such arule
would createfor accel eratedreform (and for
meeting the obj ectives of both the FM and
DC) asseen throughiillustrative figuresis
simply staggering.

With total consolidated debt now stand-
ing at about 83 per cent of GDP such a
rulewouldrequirethegovernmenttodivest
immediately about 23 per cent of GDPin
public assets and thereafter would require
the government to keep selling state assets
to fund new spending programmes. In a
US$700billionor INR33trillioneconomy
(nominal), the initial debt reduction man-
datewould trand ateinto salesof over US$
160 billion (i e, INR 7.6 trillion or Rs 76
lakhcroreinthevernacular) instate-owned
assets. Clearly this amount of divestment
could not be undertaken in ayear or two.
It would be beyond the digestive capacity
of the domestic capital market to absorb
incrementally much more than half that
amount even over a longer period. But
thereismorethanenoughdemandinglobal
capital markets — on the part of both
portfolio and direct investorsto absorb the
remai nder without hiccupsandwithout en-
dangering India ssovereignty in any way.

Such a quantum of divestiture might
easily be achieved in a four to five-year
time frame. That volume of public asset
saleswould probably attract an incremen-
tal $30-50bhillionof portfoliocapital flows
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into India(over and abovethosethat might
normally be expected to occur) over the
next four to five years, not to mention
another $ 20-40 hillion by way of asso-
ciated foreign direct investment that went
into both purchasing such assets as well
as expanding them. The simple process of
divestiture from the public to the private
sector (especialy if it resulted in the
government reducing its stake in PSU
banks, oil companies and heavy goods
industriessooner than presently envisaged)
would raise both the efficiency and pro-
ductivity of overal resource use (as has
been unarguably been witnessed with
divestitures since 1992) as well as the
efficiency and effectiveness of financial
resource alocation. That would probably
lock in a growth rate of 10-11 per cent
rather than the 8 per cent we have come
to know and love, over those four to five
years. It would probably result in increas-
ingIndia sreservestothe$250-300billion
level in a relatively short span of time;
creating amuch larger and more comfort-
able cushion for risking full capital ac-
count convertibility sooner rather thanlater
(certainly no later than 2010).

If such a large amount of unarguable
“public good” can be expected to emanate
fromtheapplicationof thisrelatively smple
new goldenfiscal rule, whatistheproblem
with going ahead and legislating for it?
Simply put, the problemispolitics; especi-
ally the palitics of an untenable lack of
cohesion and consistency of purpose and
view, within anunwieldy andincreasingly
fractious UPA coadlition. Its minority left
wing constituentsarebent onholding India
to ransom by blocking every essentia
reform measure and putting the prospect
of PSU divestiture and financial system
reform (through exit from state-owned
banks) in cold storage indefinitely.

In India s political climate bitter (often
infantile) opposition is practised smply
for the sake of opposition and no other
purpose. Thisisan unfortunately counter-
productive tendency — especialy in deve-
loping countriesthat need to deliver deve-
lopment rapidly — that Westminster-style
parliamentary democracy practised by
novices does little to discourage. In such
apolitical system, withthe UPA and NDA
opposing one another almost mindlessly
like automations rather than thinking
people, the passage of a “debt ceiling”
fiscal rule may seem an implausibly idea-
listic outcome to hopefor. It would not be
so implausible if the Congress Party and
BJPjointly voted it through. After al such
a rule accords with their views on the
urgency of continuing with reforms that

were started and continued by govern-
mentsledby both parties. But,inthepresent
scenario, the official opposition appearsto
have no credible agenda or Ieadership of
itsown—other than enteringinto sensel ess,
inane controversies with the UPA about
singing patriotic songs, and catching illu-
sory moles. With these diversions pre-
occupying them, why should the BJP join
hands with Congress in passing such a
fiscal rule when that might increase the
chances of the Congress or UPA winning
the next general election?

Thereisno easy answer to that question
except perhaps to suggest another utopian
ideal that, in the mind of most Indians,
seems beyond contemplation; i e, in the
next general el ectionthe Congressand BJP
might consider joining hands in a grand
codlition to ensure that India's progress
towards becoming a developed nation is
not sensel essly hindered by themoreabsurd
exigencies of coalition politics in both
coalitions. That would neatly sidestep the
CongressParty’ sperformanceand delivery
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beinghandicappedby itsdubious“alies’ in
thecriminal middle, andonthemorehonest,
idedlistic but totally impractical left.

By the same token it would extricate the
BJPfrom relying onitseven more dubious,
communal, criminal anddivisive“allies’ on
the extreme right. These alliances, on both
sidesof theaide, arediminishing thestature
and credibility of the core national parties
around which these alliances have been
formed. The expediency of codlitions is
resulting in lunatics on both the extreme
fringesof left and right being catapultedinto
positions of undeserved prominence and
leveragewherethey caninflict real damage
to the country. These misguided non-enti-
tieswould bemarginalised by agrand coali-
tion as would the possibility of any Third
Front emerging fromamiscellaneousragtag
of small insignificant fractional parties
driven by: incompetent individuals, the ex-
pediency of regional/loca politics, and no
sensible or credible common agenda. Gl
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