rowth forecasts are more impor-
{ant than is commonly under-
stood. Firms use them for plan-
ning sales. Financial institutions
use themin their investmentallo-

cation templates. Multilateral agencies use

them f *rlnlmln\lll(mlmw ssments and gov-

ernments use them for annual budgeti

advance estimate of national income for

2016-17, released by the Central Statistics Office
(€S0)on 6 January, provides the basis for com-

8
puting the revised estimate of the fiscal deficit
and other key fiscal ratios realized in 2016-17 in
the forthcoming budget. More importantly, the
advanced u~llm<\l so provides the lnm&lm

for 2017-18. Incor
casls can me: ~\\l]»l|\l'“0\4 rnment’s fiscal plan-
ning

Likeall foreca conomic growth forecasts
arealso by thei 'y nature probabilistic state-
ments. Actual outcomes often turn out tobe dif-
ferent from the fore he aim of the fore
caster is to minimize the probability of getting it
wrong. Inarecent exercise undertaken at the
National Institute of Public Finance and Policy,
my colleague Parma Devi Adhikari and I have
used an automatic leading indicator (ALl
model to forecast the growth rate of the Indian
cconomy for 2016-17. This approach has come
10 be recognized globally as being possibly the
most effective foraccurately forecasting gross
domestic product (GDP). Without getting into
technicalities, let mejust say that in this
approach the forecaster starts witha whole set
of collateral variables which she considers most
linked to growth and uses them in running the
ALImodel to derive agrowth forecast. The ski
of the forecaster liesin selecting the appropri-
ateset o initial collateral variables.

Inusing this model to forecast GDP, we faced
amajor hurdle, as would any macrocconomet-
ric research requiring time-series GDP data for
India. Thereisabreakin the GDP time series in
2011-12. In that year, the CSO launched anew
series of national accounts, which has gener-
ated agreat deal of controversy. New series
need to be issued from time to time to reflect
changes in the structure of the economy, new
sources of data, new concepts. Itis standard
practice that when anew series is issued
also extrapolated backwards for carlier years o
have acontinuous, comparable time series. The
CSOused todo thisin the past. However, till
date it has not produced the back numbers of
GDP for carlier years consistent with the new
2011-12 series. This has compromised any ccon-
omet ise that requires a reasonably long
GDP time serie:

\||<|]\~l\||d\vlm(| no optionbut to use a time
series with an abrupt non-comparability of data
before and after 2011-12. Fortunately, the CSO
Lh]nm ided GDP estimates based on both the
old seriesand the new series for three overlap-
ping years—2011-12 to 2013-14. The GDP
arowth rate for these overlapping years s sig-
nificantly higher with the new series compared

rowth def

Y

icitand

the fiscal deficit

The budget is likely to overestimate the expected revenue and the absolute level

to the old series. This shift requires a correction
factor to be applied to any forecast that is per-
force mostly based on the old GDP time series.
With this adjustment w ved ataprelimi-
nary forecast of 6.8% real GDP growth for
2016-17, which iwlwhm lower than the CSO's
advance estimate of 7.1%.
However, neitherour preliminary forecast
nor the CSO’sadvance estimate take into
account the impactof des momuuummnu

I

notall of it anecdotal, of a shar) p decline in eco-
nomic activity. The Society of Indian Automo-
bile Manufacturers, for instance, reported that
automobile sales in December declined the
mostin I6years. Housing sales in the October-
December quarter fell by a massive 44% in the
largest eight ci 'mdln(hvln\\ml inl6years.
The All India Manufactu tion,
which largely represents small and medium
enterprises, undertook asample survey 34 days
after demonetization. Itindicated that revenue
had dropped by 50% and jobs by 35% amongits
member enterprises.

Reflecting this decline in productive employ-
ment, the labour ministry has reported an
increase of around 20% in demand for relief
employment under the Mahatma Gandhi
National Rural Employment Guarantee Act
(MGNREGA).

Such dataare clearly indicative of a signil
decline in economicactivity post demonetiza
tion. However, they do not provide a basis for
estimating the impact of demonetizationon
aggregate GDP. One source of data usable for
this purpose is the Reserve Banl of India’s fort-
nightly data on the outstanding credit of sched-
uled commercial banks. There is astrong statisti-
cal relationship between outstanding non-food
credit, agood proxy for bank credit to the private

and GDP (technically, itis statistically sig-
nificant at the 1% level). There is no such statisti-
cally significant relationship between GDP and
food credit, which mainly goes to the public sec-
tor to maintain foodgrain stocks.

This relationship between non-food credit
and GDP can be exploited, without asserting
any direction of causality, to infer movements
inone from the other. Between 30 October and

December of 2015, outstanding non-food
creditinereased by RsL85 trillion. Incontrast,
hetween 28 October and 23 December of 2016,
outstanding non-food credit declined by
Rs39,200 crore, amassive negative change in
the last two months 0f 2016 compared to the
same period in 2015. This change is reflected in
adecline in the annual growth of outstanding
non-food credit in December from 10.7%in
2015 o only 5.4% in 2016. Factoring this into
owih forecast via the statistical relation-
ted earlier, our growth forecast would
have to be adjusted down to 6.5% (o take
account of demonetization up (o the end of
December.

However, the process of remoneti
notover. The squeeze on economic a

secty

ation is

of the permissible fiscal deficit
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driven by the rationing of cash withdrawalsis
expected to continue till end-February, if not
later, hence also the deceleration in credit
growth. This requires a further downward
adjustment ofour forecast. Our ALImodel-
based forecast, after taking into account the
adverse impact of demonetization. comes to
G.1%as compared to the official advance esti-
mate of 7.1%.

This growth deficit, if our forecast turns out
to be correct, can undermine ongoing fiscal cal-
culations. The budget for FY 2016-17 was pre-
pared based on a projected nominal GDP of
1ts150.76 trillion, which assumed an 11% nomi-
nal growth. However, adding the CSO's implicit
sDP deflator of 2.5% to our real GDP growth
forecast of 6.1% would imply a nominal GDP
‘mv\\thnl only 8.6%.

This 2.4 percentage point growth de
x\nuhln(mxluk oa Iu\\4rl\mnnml(vlll‘ll\
Ul 7, lu\\m revenue, I

cal deficit target under these conditions. How-
ever, thiswillnot be revealed in the 2016-17

revised estimate in the forthcoming budget.

Thatisbecause the budget will be pr
two months before the end of the financi
so therevised estimate will be based on
assumed GDP and revenue-growth rates. And
these will be made consistent with the 3.5% [

deficitwillbe known only two or three months
later.

There 1\.|1|nll|( rproblem with fiscal plan-
ning o 7-18. The ongoing budget calcula-
lmumuuh ing based on the official nominal
GDP bascline of Rs151.9 trillion. However, if the
actual nominal GDP baseline for 2017-18 is
lower at Rs147 4 trillion as per our forecast, this
would bias the fiscal projections for 2017-18 as
well. Specifically, the budget islikely o ove:
timate the expected revenue and the absolute
level of the permissible fiscal deficit within the
fiscalresponsibility and budget management
(FRBM) target of 3% of GDP for 2017-18.

To summarize, there islikely tobe adelicitin
actual growth compared to the official projec-
tion for 2016 sa consequence, the actual
fiscal deficitis likely to overshoot the target in
both 2016-17 and 2017-18. What i~Lll<'im|)lix"r
tionofbreaching these targets from a fiscal pol-
icy perspective?

Inanswering that question, it isimportant to
recognize that macroeconomic stability
requiresa counter-cyclical fiscal policy stance,
i.c., allow the deficit to go up when growth dips
below the desired norm and compress it when
arowth spikes above the norm.

Most advanced economies and several
emerging market economies now targeta
structu dl&kll(ll which serves asan automatic

ilizer. The structural defi-
citis the deficit consistent with sustainable
public debt under conditions of normal growth.
The actual deficitis allowed to exceed or fall
below this target when growth is too low or too
high.

The FRBM targets which have been set from
the outset as a fixed percentage of GDP do just
the opposite. The deficit shrinks when growth
dips andballoons when growth rises. This pro-
| target setting has forced successive

ance ministers o look for creative ways of
gettingaround a dysfunctional FRBM strait-

jacket. In extreme situations, it has even heen

abandoned, as during the [inancial crisis of
2008. The report of the FRBM committee wil
hopefully wll]\mwht Meanwhile, if the fisca
deficit target 7isbreached
and the 3% FRBM target or 2017-18 is eased in
the forthcoming budget, this would not e a
bad thing. Given the benign inflation outlook,
such pump priming would be a velcome cor-
ctive after the adverse growth shock of

demonetization.

Comments. arewe elcome at
views@




