Fiscal Imbalance in India: Concept and Measurement

Abstract

Fiscal imbalance in India represents a critical challenge with profound implications for the
country's economic stability, growth, and social equity. This paper delves into the concept of
fiscal imbalance, tracing its historical evolution and identifving the key factors contributing
to persistent fiscal deficits and rising public debt. The analysis highlights the complex
interplay between revenue constraints, expenditure pressures, and structural economic issues
that exacerbate fiscal imbalance in India. Additionally, the paper examines the wide-ranging
implications of fiscal imbalance, including its impact on economic growth, inflation, debt
sustatnability, intergenerational equity, and political stability. Various policy responses, such
as the Fiscal Responsibility and Budget Management (FRBM) Act, the implementation of the
Goods and Services Tax (GST), and expenditure reforms, are discussed in detail, alongside
their successes and limitations. The paper concludes by emphasizing the need for sustained
fiscal discipline, efficient resource allocation, and continued reforms to address the
challenges posed by fiscal imbalance, ensuring long-term economic resilience and social

development in India.
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Introduction

Fiscal imbalance refers to a situation where a government's long-term spending commitments
exceed its long-term revenue streams. [n India, fiscal imbalance has been a significant policy
challenge, manifesting in persistent budget deficits at both the central and state levels. This
paper explores the concept of fiscal imbalance, its measurement, and its implications for

India's economy.

Fiscal imbalance refers to a situation where the government's long-term spending
commitments exceed its long-term revenue streams. This imbalance can occur at various
levels of government, including national, regional, or local. It typically arises due to factors

such as:




1.

2.

Increased Spending: When government spending on programs like healthcare, pensions, or
infrastructure outpaces revenue collection, leading to persistent budget deficits.

Inadequate Revenue: When the government fails to generate enough revenue through taxes
or other means to cover its expenditures.

Demographic Changes: An aging population can increase spending on social security and
healthcare, exacerbating fiscal imbalance.

Economic Factors: Economic downturns, slow growth, or shifts in the economic structure

can reduce tax revenues while demands for social spending rise.

A persistent fiscal imbalance can lead to growing public debt, potentially causing long-term
economic challenges. Governments typically address fiscal imbalances through policy
adjustments, such as increasing taxes, cutting spending, or implementing reforms to improve

economic growth.
Concept of Fiscal Imbalance

Fiscal imbalance arises when a government spends more than it earns over a sustained period,
leading to deficits that may be financed through borrowing. This imbalance can be

temporary, cyclical, or structural:

Temporary Imbalance: Occurs due to short-term factors, such as economic downturns or
extraordinary expenditures like disaster relief.

Cyclical Imbalance: Related to the economic cycle, where deficits increase during
recessions and decrease during periods of economic growth.

Structural Imbalance: Persistent and long-term, often resulting from systemic issues such as
demographic changes, unsustainable fiscal policies, or a mismatch between revenue

mechanisms and spending commitments.

In India, structural fiscal imbalance has been a primary concern, driven by factors such as
rising social welfare commitments, subsidies, and defence spending, alongside a relatively

narrow tax base.
Measurement of Fiscal Imbalance

Measuring fiscal imbalance involves analysing several key indicators:




1. Fiscal Deficit: The difference between the government's total expenditure and its total
revenue, excluding borrowing. It is the most direct measure of fiscal imbalance. In
India, the fiscal deficit is a critical indicator monitored by policymakers and
international agencies.
Primary Deficit: The fiscal deficit excluding interest payments on existing debt. This
measure focuses on the government's current fiscal stance without the burden of past
borrowing.
. Revenue Deficit: The difference between revenue expenditure and revenue receipts. A high
revenue deficit indicates that the government is borrowing not just for investment but also to
meet its current consumption needs.
. Debt-to-GDP Ratio: This ratio compares the total public debt to the country’s GDP,
providing insight into the sustainability of government debt. A rising debt-to-GDP ratio
suggests a growing fiscal imbalance.
Interest Payments as a Percentage of Revenue: High interest payments relative to revenue

indicate a heavy debt burden, limiting the government's ability to [inance new initiatives.
Historical Context of Fiscal Imbalance in India

The historical context of fiscal imbalance in India is deeply intertwined with the country’s
economic and political evolution. Since gaining independence in 1947, India has faced the
challenge of balancing economic development with fiscal prudence. The evolution of fiscal
policy in India reflects the changing priorities and economic philosophies of successive

governments, influenced by domestic and global economic conditions.
The Pre-Independence and Early Post-Independence Period (Before 1950s)

During the British colonial period, India's fiscal policy was largely geared towards serving
colonial interests. Public expenditure was focused on maintaining law and order, and revenue
was heavily reliant on land taxes. The fiscal structure was rudimentary, with little emphasis

on developmental expenditure.

After independence, India inherited a weak economy with low levels of industrialization,
high poverty rates, high illiteracy rates, and inadequate infrastructure to sustain the nation’s
developmental growth. The newly independent government, under the leadership of Prime

Minister Jawaharlal Nehru, adopted an idealist approach towards the foreign policy of India




with a mixed economy model, emphasizing state-led development to achieve rapid economic
growth and social equity. With the progressive Cold-war between two major powers (USA &
USSR), Indian leadership decided to not to join any one of the Bloc as it was not in the best
interest for its own growth and formed a new Non-aligned Movement as a third neutral Bloc
in world forum. The government took the lead in economic planning and investment,
particularly in heavy industries, infrastructure, and social welfare programs. And introduced
Five-Year Plans in 1951 marked a systematic approach to economic development, with
significant public investment in key sectors. The government's ambitious development
programs required substantial public spending, often outstripping revenue. This led to the

first signs of fiscal imbalance, as deficits began to appear.
The Era of Fiscal Expansion (1950s-1980s)

The period from the 1950s to the 1980s was marked by a steady expansion of government
spending. The state's role in the economy grew, with increasing emphasis on public sector
enterprises. social welfare, and poverty alleviation programs. With the success of the first
Five-Year Plan, India introduced Second and Third Five-Year Plans (1956-1966). These
plans focused on heavy industrialization and the development of basic infrastructure. The
plans were [inanced through both domestic and foreign borrowing, leading to an increase in
public debt and fiscal deficits. To address another challenge i.c. food security, the
government heavily invested in agricultural development, particularly in the Green
Revolution(1960s-1970s). While this improved agricultural productivity, it also added to the

fiscal burden through subsidies and price support mechanisms.

The first 0il embargo by OPEC (Qil & Petroleum Exporting Countries) countries in 1973 and
1979 had a profound impact on India's economy, leading to increased import costs and higher
inflation. The government responded with expanded subsidies and public spending, further
exacerbating fiscal imbalances. To counter this, the then Prime Minister Smt. Indira Gandhi
introduced various economic reforms during the 1970s-1980s. Her tenure saw a marked
increase in populist measures, including nationalization of banks and expansion of social
welfare programs. These policies, while politically popular, led to higher fiscal deficits and

an increasing public debt burden.

Consequences:




Rising Fiscal Deficits: By the 1980s, fiscal deficits had become entrenched, with the
government relying heavily on borrowing to finance its expenditures.
Public Debt: The accumulation of public debt became a significant concern, with interest

payments consuming a growing share of government revenue.
The Crisis and Reforms of 1991

The late 1980s and early 1990s marked a critical juncture in India’s fiscal history. By 1991,
India faced a severe balance of payments crisis, triggered by a combination of large fiscal
deficits, high public debt, and external shocks. In 1991, India’s foreign exchange reserves fell
to precarious levels, leading to a crisis of confidence in the economy. The country was on the
brink of defaulting on its external obligations. The crisis necessitated a fundamental shift in
economic policy. The government, under Prime Minister P.V. Narasimha Rao and Finance
Minister Manmohan Singh, initiated a series of economic reforms aimed at liberalizing the
economy and decided to enter into the era of globalisation. India went under a series of
cconomic and policies changes to liberalize its trade policies and decided to welcome others
for business and trade opportunities within India. India officially entered into the age of

globalisation in this period.

In view of this, it is evident that during this period, India has undergone some serious
unforeseen changes. A key element of these reforms was fiscal consolidation. The
government took steps to reduce the fiscal deficit through expenditure cuts, subsidy
reductions, and revenue-enhancing measures. The introduction of tax reforms, including the
rationalization of indirect taxes and broadening of the tax base, aimed to improve revenue
collection. The government began to rearient public expenditure towards more productive

investments, reducing the share of subsidies and non-productive spending.
The Post-Reform Period and the Challenges of Fiscal Discipline (1990s-2000s)

While the 1991 reforms were successful in stabilizing the economy, maintaining fiscal
discipline remained a challenge in the subsequent decades. The 1990s and 2000s saw the
expansion of social welfare programs, including food and fuel subsidies, rural employment
schemes (like MGNREGA). and the SarvaShikshaAbhiyan (Education for All). While these
programs were essential for social equity, they placed a significant burden on the fiscal

balance Fiscal Responsibility and Budget Management (FRBM) Act of 2003 by Government




of India is an attempt to institutionalize fiscal discipline. It set targets for reducing the fiscal
deficit and public debt. While initially successful, the implementation faced challenges,
particularly during economic slowdowns and external shocks. The global financial crisis of
2008 necessitated a fiscal stimulus to support the economy, leading to a temporary increase in

fiscal deficits and public debt.
Challenges during this period:

Balancing Growth with Fiscal Discipline: The government struggled to balance the need
for fiscal discipline with the demands for public investment and social welfare spending.

Subnational Fiscal Imbalance: The fiscal imbalance was not just a central government
issue; state governments also faced significant deficits, exacerbated by revenue-sharing

arrangements and spending commitments.
The Recent Decade and Ongoing Challenges (2010s-2020s)

In the last decade, India has continued to grapple with fiscal imbalance, influenced by both

domestic and global unforeseen factors.
Key Developments of the decade:

. Goods and Services Tax (GST) Implementation, 2017: The introduction of GST was a
landmark reform aimed at simplifying the tax system and broadening the tax base. However,
its implementation faced challenges, including revenue shortfalls for both central and state
governments.

. Pandemic Impact (COVID-19): The COVID-19 pandemic placed unprecedented strain on
public finances. The government’s response included significant fiscal stimulus measures,
leading to a sharp increase in fiscal deficits and public debt.

. Subsidy Rationalization: The government has continued efforts to rationalize subsidies,
particularly in areas like energy, to reduce the fiscal burden.

. Continued FRBM Adjustments: The fiscal responsibility and budget management targets
have been repeatedly adjusted in response to economic conditions, reflecting the ongoing

tension between fiscal discipline and economic realities.

Current Challenges before Indian economy:




Sustaining Economic Growth: Ensuring that fiscal policy supports long-term economic
growth while maintaining fiscal discipline is a delicate balancing act for Indian policymakers.
Debt Sustainability: The continuously rising public debt poses a significant challenge for the
nation, particularly in the context of slowing global growth and external vulnerabilities.

Subnational Fiscal Imbalances: States continue to face significant fiscal pressures
throughout the financial year, particularly in financing education, health, social welfare
programs and infrastructure development programmes due to secarcity of funds. Tension
between some of the State Governments and Central government over some political,
regional, authoritative and financial issues are just another attribution to these fiscal

imbalances which can be discussed separately in another paper.

The historical trajectory of fiscal imbalance in India reflects the complex interplay between
economic development, political priorities, and external economic conditions. While
significant progress has been made in addressing fiscal imbalances, ongoing challenges
remain. The future of India's fiscal policy will require careful balancing of growth
imperatives with the need for fiscal sustainability, ensuring that the country remains on a

stable and prosperous path.
Implications of Fiscal Imbalance in India

Fiscal imbalance in India has profound implications for the country’s economy, affecting
everything from economic growth and inflation to social equity and political stability. The
persistence of fiscal deficits and rising public debt can lead to a range of economic challenges
that have both short-term and long-term consequences. Some of the key implications of fiscal

imbalance in India are discussed in length as under:
1. Impact on Economic Growth of the Nation

One of the most significant implications of fiscal imbalance is its potential to hinder
cconomic growth of a nation. The connection between fiscal deficits and economic growth is

multifaceted such as:

Crowding Out of Private Investment: When the government runs large deficits, it often
finances these by borrowing from the domestic market. This can lead to higher interest rates,

as the demand for credit increases. Higher interest rates can crowd out private investment




because businesses and individuals face higher costs of borrowing, leading to reduced capital
formation and slower economic growth.

Inefficient Allocation of Resources: Persistent fiscal deficits often lead to a large proportion
of government resources being allocated to interest payments on public debt rather than
productive investments in infrastructure, education, or health. This inefficient allocation of
resources can dampen long-term economic growth.

Reduced Fiscal Space: A high fiscal deficit limits the government’s ability to undertake
counter-cyclical fiscal policies during economic downturns. With limited fiscal space, the
government has fewer options to stimulate the economy during periods of low growth,

making it more difficult to sustain long-term economic development.
2. Inflationary Pressures

Fiscal imbalances, particularly when financed through borrowing from the central bank
(monetization of the deficit), can lead to inflationary pressures. This occurs through several

channels:

Increased Money Supply: Borrowing from the central bank increases the money supply in
the economy. which, if not matched by an increase in goods and services, can lead to
inflation.

Demand-Pull Inflation: Government spending, especially if it is consumption-oriented, can
lead to increased demand for goods and services. If the supply does not keep pace, this can
result in demand-pull inflation, eroding the purchasing power of consumers.

Wage-Price Spiral: Persistent inflation can lead to a wage-price spiral, where rising prices
lead to demands for higher wages, which in turn further increases costs for businesses,

perpetuating the cycle of inflation.
3. Debt Sustainability and Sovereign Risk

A prolonged fiscal imbalance leads to the accumulation of public debt, which raises conecerns

about debt sustainability:

Rising Debt Levels: If fiscal deficits persist, public debt continues to grow. High levels of

debt require significant interest payments, which can consume a large portion of government




revenue. This limits the government’s ability to spend on development projects and essential
services.

Increased Sovereign Risk: As public debt grows, investors may perceive a higher risk of
default or debt restructuring. This can lead to higher borrowing costs for the government, as
investors demand a risk premium for holding government securities. In extreme cases, it
could lead to a loss of investor confidence and capital outflows, further destabilizing the
economy.

Vulnerability to External Shocks: High public debt makes the economy mare vulnerable to
external shocks, such as global financial crises or sudden changes in investor sentiment. If the
government is heavily indebted, it has less flexibility to respond to such shocks, potentially

leading to economic instability.
4. Intergenerational Equity
Fiscal imbalance has significant implications for intergenerational equity:

Burden on Future Generations: Persistent fiscal deficits and rising public debt imply that
future generations will bear the burden of repaying the debt. This could mean higher taxes,
reduced government spending on essential services, or both in the future.

Reduced Investment in Future Growth: When a large portion of government spending is
directed toward interest payments on debt, there is less available for investment in
infrastructure, education, and technology, which are crucial for future economic growth. This

can compromise the economic prospects of future generations.
5. Impact on Social Programs and Public Services

Fiscal imbalances can have a direct impact on the government’s ability to fund social

programs and public services which is an integral and important work of any government:

Austerity Measures: In response to high fiscal deficits, the government may be forced to
implement austerity measures, including cuts to social programs such as healthcare,
education, and welfare schemes. These cuts can have adverse effects on the most vulnerable
populations, increasing inequality and social unrest.

Inadequate Public Serviees: Persistent fiscal deficits may lead to underinvestment in public

infrastructure and services, affecting the quality and accessibility of services such as




transportation, sanitation, and public safety. This can have long-term negative effects on

human capital development and overall economie productivity.
6. Political and Social Stability
Fiscal imbalances can also have significant political and social implications:

Political Instability: Persistent fiscal deficits and economic instability can lead to political
challenges, including loss of public confidence in the government, protests, and changes in
political leadership. Political instability can, in turn, exacerbate economic challenges, creating
a vicious cycle.

Social Unrest: Austerity measures or cuts in public services due to fiscal constraints can lead
ta social unrest, particularly if they disproportionately affect lower-income groups. This can
manifest in protests, strikes, and other forms of civil disobedience, which further destabilize
the economy.

Policy Credibility: A government’s inability to manage fiscal imbalances effectively can
erode its credibility, both domestically and internationally. This can make it more difficult to

implement necessary reforms or to secure financing from international institutions.
7. Implications for State Finances

In a federal system like India’s, fiscal imbalance at the central level often has significant

implications for state finances:

Vertical Fiscal Imbalance: The central government’s fiscal policies directly affect state
governments, particularly through revenue-sharing arrangements and grants. A fiscal
imbalance at the centre can lead to reduced transfers to states, straining their finances.
Horizontal Fiscal Imbalance: States with weaker economies or higher social spending
commitments may experience greater fiscal stress, leading to disparities in public services
across regions. This can exacerbate regional inequalities and contribute to social and political
tensions.

Borrowing Constraints: States with high fiscal deficits may face borrowing constraints,
limiting their ability to invest in infrastructure and development projects. This can hamper

regional economic growth and development.




The implications of fiscal imbalance in India are wide-ranging and profound, affecting nearly
every aspect of the economy and society. While fiscal deficits are sometimes necessary for
economic stimulus or to address social needs, sustained imbalances pose significant risks to
economic stability, growth, and social equity. Addressing these challenges requires a careful
balancing act between fiscal discipline and the need for public investment, supported by

robust economic policies and effective governance.
Policy Responses to Fiscal Imbalance in India

India has faced significant challenges related to fiscal imbalance over the decades,
necessitating a variety of policy responses aimed at restoring fiscal discipline while
supporting economic growth. These policies have evolved over time, shaped by the country's
changing economic conditions, political priorities, and external influences. Below is an

analysis of the key policy responses to fiscal imbalance in India.
1. Fiscal Responsibility and Budget Management (FRBM) Act, 2003

The FRBM Act represents one of the most important policy responses to India’s fiscal
imbalance. It was enacted to institutionalize fiscal discipline, improve macroeconomic

management, and ensure long-term debt sustainability.

Key Provisions:

Fiscal Deficit Targets: The Act set targets to reduce the fiscal deficit to 3% of GDP by 2008-
09 and to eliminate the revenue deficit altogether.

Debt Reduction: The Act aimed to reduce the ceniral government’s debt as a proportion of
GDP.

Transparency and Accountability: It introduced greater transparency in fiscal operations,
requiring the government to present medium-term fiscal policy statements and other fiscal
indicators.

Outcomes:

Initial Success: The FRBM Act led to significant fiscal consolidation in the mid-2000s, with
deficits reducing and the debt-to-GDP ratio stabilizing.

Challenges: However, the global financial crisis of 2008 and subsequent economic

slowdowns led to deviations from the targets. The Act was amended several times to




accommodate these changes. indicating the challenges in maintaining fiscal discipline during

periods of economic stress.

2. Goods and Services Tax (GST) Implementation, 2017

The introduction of the Goods and Services Tax (GST) was a landmark reform aimed at
addressing fiscal imbalance by improving tax collection and reducing inefficiencies in the tax

system.

Objectives:

Tax Simplification: GST replaced a plethora of indirect taxes with a single, unified tax
system, simplifying compliance and reducing the cascading effect of taxes.

Broadening the Tax Base: By bringing more goods and services into the tax net, GST aimed
ta broaden the tax base and improve revenue collection.

Impact:

Initial Revenue Challenges: The implementation of GST faced teething problems, including
technical issues and revenue shortfalls, particularly for state governments.

Medium-Term Benefits: Over time, GST has led to improved tax compliance and higher

revenue collections, contributing to a more stable fiscal environment.
3. Expenditure Reforms

India has undertaken several expenditure reforms to manage fiscal imbalance, focusing on

improving the efficiency of public spending and reducing wasteful expenditures.

Subsidy Rationalization:

Targeted Subsidies: The government has shifted from universal subsidies to more targeted
approaches. such as the Direct Benefit Transfer (DBT) system, which aims to reduce
leakages and ensure subsidies reach the intended beneficiaries.

Energy Subsidies: Efforts have been made to rationalize energy subsidies, particularly in the
oil and gas sectors, by linking prices to market rates and providing direct cash transfers to
CONsumers.

Expenditure Management:

Zero-Based Budgeting: This approach has been used to review all government expenditures

from scratch, ensuring that spending is justified and aligned with current priorities.




Public Financial Management System (PFMS): PEMS has been implemented to track the

flow of funds and ensure that government spending is efficient and accountable.
4. Disinvestment and Privatization

Disinvestment and privatization of public sector enterprises have been key strategies to

reduce fiscal deficits and generate additional revenue for the government.

Disinvestment Policy:

Strategic Sale: The government has pursued strategic disinvestment, where significant stakes
in public sector enterprises are sold to private entities.

Minority Stake Sales: In cases where full privatization is not feasible, the government has
sold minority stakes in public enterprises to raise funds.

Challenges:

Political Opposition: Disinvestment has often faced political resistance, particularly from
labour unions and opposition parties, leading to delays and limited success in some cases.
Market Conditions: The success of disinvestment is also contingent on favourable market
conditions, which can be unpredictable.

Outcomes:

Revenue Generation: Disinvestment has contributed to fiscal consolidation by providing

non-tax revenue, although the overall impact on fiscal balance has been mixed.
5. Revenue Mobilization Reforms

In addition to GST, India has undertaken various revenue mobilization reforms to enhance

the government’s capacity to generate resources.

Direct Tax Reforms:

Broadening the Tax Base: Efforts have been made to widen the direct tax base, including
measures to bring more individuals and businesses into the tax net.

Simplification and Digitization: The introduction of online tax filing and assessment
systems has improved tax compliance and reduced tax evasion.

Tax Administration:




Income Disclosure Schemes: The government has introduced schemes to encourage
voluntary disclosure of undeclared income, with the aim of bringing it into the tax net.
Tax Litigation Management: Steps have been taken to reduce tax litigation and resolve

disputes more efficiently, ensuring quicker realization of tax revenues.

6. Pandemic Response and Fiscal Stimulus

The COVID-19 pandemic posed unprecedented challenges to fiscal management in India,
leading to a significant expansion of the fiscal deficit as the government implemented

stimulus measures to support the economy.

Fiscal Stimulus Packages:

Atmanirbhar Bharat Package: The government announced a series of economic relief
packages under the Atmanirbhar Bharat initiative, which included direct cash transfers, food
security measures, and credit support for businesses.

Increased Public Spending: The government increased spending on healtheare, social
welfare, and infrastrueture to mitigate the impact of the pandemic.

Monetary Policy Support:

The RBI complemented fiscal measures with monetary easing, including reducing interest
rates and providing liquidity support to the financial system.

Challenges:

Rising Debt: The pandemic response led to a sharp increase in public debt, raising concerns
about long-term fiseal sustainability.

Recovery and Consolidation: As the economy recovers, the challenge will be to consolidate

the fiscal position without stifling growth.

Conclusion

The concept of fiscal imbalance in India is complex and multifaceted. reflecting the
challenges of managing public finances in a diverse and rapidly developing economy. Fiscal
imbalances arise primarily from mismatches between revenue generation and expenditure
responsibilities across different levels of government, which are exacerbated by structural
inefficiencies. fluctuating economic conditions, and policy inconsistencies.This paper has
explored various dimensions of fiscal imbalance in India, including vertical and horizontal

imbalances, and assessed their impact on the country's overall economic stability and growth




prospects. Through a detailed analysis of key fiscal indicators and measurement techniques, it
is evident that while reforms over the past decades have aimed to address these imbalances,
significant challenges remain.To achieve sustainable fiscal health, India must continue to
pursue comprehensive reforms that enhance revenue mobilization, rationalize expenditure,
and promote fiscal discipline across all levels of government. Strengthening the institutional
framework for intergovernmental transfers and enhaneing transparency and accountability in

fiscal management are also crucial steps in mitigating fiscal imbalances.

In conclusion, addressing fiscal imbalance in India requires a balanced approach that
considers both short-term economic conditions and long-term structural reforms. As the
country moves forward, careful monitoring and adaptive policy measures will be essential to
ensure that fiscal policies contribute effectively to inclusive and sustainable economic

growth.
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