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You may do this assignment in a group. Whatever you hand in should be the work of
your group and include the names of all of the contributors.

1. The Taylor rule in the Euro Area (50 points). You’re a trader on Deutsche Bank’s
fixed income desk and have just been transferred from New York to London. You
realize, among other things, that you must come to terms quickly with differences
between American and European monetary policy. You wonder, given the chaos
right now in the Euro Area, whether the Taylor rule is a reasonable guide. You
review your Global Economy class notes and do the following:

(a) Using data from FRED (see data guide below), you plot inflation and GDP
growth for the Euro Area. (10 points)

(b) You also plot the Euro Area interbank rate (a representative short-term
interest rate) and the Taylor rule for the same rate for the period 1999-
present. Since it’s not clear what “potential output” is right now, you use
the growth rate version of the rule:

it = r∗ + πt + 0.5(πt − π∗) + 0.5(gt − g∗),

where gt is the growth rate of real GDP. As usual, you use year-on-year
inflation and growth rates and set r∗ = π∗ = 2. You also set g∗ = 2, but
wonder whether another value would be appropriate. (10 points)

(c) How does the policy rate compare to the Taylor rule in 2009? Do you think
the ECB’s policy was appropriate? (10 points)

(d) How does the policy rate compare to the rule now? What justification does
President Mario Draghi give in his most recent press conference? Do you
think the policy is appropriate? (20 points)

Data guide. To implement the Taylor rule, you’ll need quarterly data for

• Real GDP (FRED code NAEXKP01EZQ661S): use year-on-year growth rate.

• Consumer prices (FRED code CP0000EZ17M086NEST): use year-on-year growth
rate.

• Euro area interbank rate (FRED code IR3TIB01EZQ156N): use as is.

You can download all of them from FRED. It’s not required, but you can also
generate the graph(s) directly in FRED.

http://www.ecb.europa.eu/press/pressconf/2013/html/index.en.html
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Solution:

(a) The graph is at

http://research.stlouisfed.org/fred2/graph/?g=pHg.

Right now, inflation (year-on-year) is about 0.8% and GDP growth is
about –0.2%. Relative to 2011 and 2012, inflation is significantly lower
and growth a bit higher.

(b) The interest rate and the Taylor rule are pictured together at

http://research.stlouisfed.org/fred2/graph/?g=pHh.

In the figure, the blue line is the interbank rate and the red line is the
Taylor rule. The link includes a description of how it was computed. Note
that the two lines are similar between 2000 and 2008; in this respect, the
Taylor rule has been a reasonable guide to ECB interest rate policy.

(c) In 2009, the Taylor rule points to a negative interest rate, which of course
isn’t feasible. The ECB reduced the interbank rate to 1.75%, which was
a less aggressive response than we saw from the Fed.

Would another value be appropriate? One possibility: You could suggest
they should have reduced the rate further, as the Fed did. Or you could
argue that the Taylor rule isn’t really appropriate for the ECB, with its
mandated emphasis on inflation. If you change the weights to 1.0 on
inflation and 0.0 on growth, the modified rule suggests they should have
raised the interest rate by late 2009.

(d) Right now, there’s not much difference between the Taylor rule and the
actual interest rate. The actual rate is 1%, while the Taylor rule suggests
a rate of about 1.4%. In this respect, the ECB is being more expansionary
than the rule suggests, but it’s a small difference.

Draghi said in his press conference:

Underlying price pressures in the euro area are expected to
remain subdued ... [and other factors suggest] we may expe-
rience a prolonged period of low inflation. ... Our monetary
policy stance will remain accommodative for as long as neces-
sary, and will thereby continue to assist the gradual economic
recovery.

In short: a low interest rate is justified by the inflation numbers and,
furthermore, this will contribute to growth. Unlike similar statements
from the Fed, the emphasis is clearly on inflation. See here.

http://research.stlouisfed.org/fred2/graph/?g=pHg
http://research.stlouisfed.org/fred2/graph/?g=pHh
http://www.ecb.europa.eu/press/pressconf/2013/html/is131205.en.html
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2. Fiscal policy in India (50 points). After a century or more of poor macroeconomic
performance, India began growing rapidly in the 1980s and briefly approached
Chinese rates of growth. It remains a poor country, but much less so than thirty
years ago. Last year, however, growth dropped dramatically, and analysts fear
there could be worse to come. Among their concerns:

• The ruling Congress party has done little to continue the liberalization that
led to high growth over the last thirty years.

• Some of the most restrictive labor market regulations anywhere in the world
have limited the participation of the large population of unskilled workers, as
firms invest in automation and hire skilled workers instead. Think: call centers
and software, not manufacturing.

• Infrastructure remains poor across the board.

• The rupee dropped 20% in August, as investors reacted to the prospect of
higher interest rates in the developed world and the government’s misguided
attempt to impose capital controls.

• Major redistribution programs, designed to help the poor and garner votes,
have exacerbated a continuing problem with government debt and deficits. The
Economist Intelligence Unit puts it this way in their Country Risk Service:
“India’s sovereign risk rating is constrained by poor fiscal management and
high levels of public debt.”

Your mission is to focus on the last item: to assess the fiscal policy risks to the
economy. Having some experience with such situations, you collect some data:

2011 2012 2013 2014

Real GDP growth (percent) 7.75 3.99 5.68 6.23
Inflation (percent) 9.30 8.10 7.85 7.35
Interest rate on debt (percent) 6.39 6.61 6.86 7.25
Govt expenditures (percent of GDP) 27.19 27.50 27.78 28.01
Government deficit (percent of GDP) 8.44 8.31 8.31 8.45
Government primary deficit (percent of GDP) 4.20 3.90 3.77 3.68
Government debt (percent of GDP) 66.36

Entries for 2013 and 2014 are forecasts.

With this information in hand, you start to sketch out your report:

(a) What is the difference between the government’s deficit and primary deficit?
Why is the latter smaller? (10 points)

(b) Compute India’s debt-to-GDP ratio for the period in the table. Over the pe-
riod 2011-2014, what factors account for the change in the ratio? (20 points)

(c) How would your estimate change of the debt-to-GDP ratio at year-end 2014
if (i) the interest rate paid on debt rose by 2% or (ii) the growth rate fell by
2%? (10 points)



Problem Set #4 4

(d) After skimming the EIU’s Country Risk Report — and using your own
good judgement — how would you rate the risk from government debt and
deficits to the Indian economy? What specific concerns would you point to?
(10 points)

Accessing the EIU’s Country Risk Reports. Go to NYU’s Virtual Business Li-
brary, then click on Country Information, EIU Country Risk Service (login as
requested if off-campus), Country Risk Service (again), and (in this case) India.
Choose the latest report and give it a quick read.

Solution:

(a) The difference between the primary and total budget balances reflects
interest payments on the debt. In 2012, the government deficit was 8.31
percent of GDP and the primary deficit was 3.90 percent. The difference
of 4.41 percent is interest payments on the debt.

(b) This is a call to apply our debt dynamics tool. The equation is

∆(Bt/Yt) = (it − πt)(Bt−1/Yt−1) − gt(Bt−1/Yt−1) + (Dt/Yt).

We’ll label these terms (A), (B), and (C), as we did in class.

The results of these calculations are listed below. See also the spreadsheet

(save this pdf file, open it, and click on the pushpin):

2011 2012 2013 2014 2012-14

Real GDP growth 7.75 3.99 5.68 6.23
Inflation 9.30 8.10 7.85 7.35
Interest rate on debt 6.39 6.61 6.86 7.25
Govt expenditures 27.19 27.50 27.78 28.01
Government deficit 8.44 8.31 8.31 8.45
Primary deficit 4.20 3.90 3.77 3.68
Ratio of debt to GDP 66.36

(A) real interest –0.98 –0.66 –0.07 –1.71
(B) growth –2.64 –3.78 –4.11 –10.54
(C) primary deficit 3.90 3.77 3.68 11.35

Total (A) + (B) + (C) 0.27 –0.67 –0.50 –0.90
Ratio of debt to GDP 66.63 65.96 65.46

Overall, we see that debt falls from 66.36 to 65.46, a change of –0.90.
We see in the far right column that this modest amount reflects two
offsetting effects: a decline of 10.54 from economic growth, and a rise of


Q2

		India:  debt and defitis



		Data 

								2011		2012		2013		2014

		Real GDP growth (percent)						7.75		3.99		5.68		6.23

		Inflation (percent)						9.30		8.10		7.85		7.35

		Interest rate on debt (percent)						6.39		6.61		6.86		7.25

		Govt expenditures (percent of GDP)						27.19		27.50		27.78		28.01

		Government deficit (percent of GDP)						8.44		8.31		8.31		8.45

		Government primary deficit (percent of GDP)						4.20		3.90		3.77		3.68

		Government debt (percent of GDP)						66.36		66.63		65.96		65.46

		Debt calculations														Totals

		(A) real interest 								-0.98		-0.66		-0.07		-1.71

		(B) growth								-2.64		-3.78		-4.11		-10.54

		(C) primary deficit 								3.90		3.77		3.68		11.35

		Total								0.27		-0.67		-0.50		-0.90

		Higher interest rate														Totals

		(A) real interest 								0.34		0.67		1.25		2.27

		(B) growth								-2.64		-3.78		-4.11		-10.54

		(C) primary deficit 								3.90		3.77		3.68		11.35

		Total								1.60		0.66		0.82		3.08

		Higher interest rate														Totals

		(A) real interest 								-0.98		-0.66		-0.07		-1.71

		(B) growth								-1.32		-2.45		-2.79		-6.56

		(C) primary deficit 								3.90		3.77		3.68		11.35

		Total								1.60		0.66		0.82		3.08





WEO

		Data for India

		WEO, April 2013:  http://www.imf.org/external/pubs/ft/weo/2013/01/weodata/index.aspx 

		Data for India

		WEO, April 2013:  http://www.imf.org/external/pubs/ft/weo/2013/01/weodata/index.aspx 

		Subject Descriptor		Subject Notes		Units		Scale		2010		2011		2012		2013		2014

		Gross domestic product, constant prices		Expressed in billions of national currency units; the base year is country-specific. Expenditure-based GDP is total final expenditures at purchasers? prices (including the f.o.b. value of exports of goods and services), less the f.o.b. value of imports of goods and services. [SNA 1993]		National currency		Billions		51,564.43		55,558.30		57,772.71		61,052.08		64,855.80

		Gross domestic product, constant prices		Annual percentages of constant price GDP are year-on-year changes; the base year is country-specific . Expenditure-based GDP is total final expenditures at purchasers? prices (including the f.o.b. value of exports of goods and services), less the f.o.b. value of imports of goods and services. [SNA 1993]		Percent change						7.745		3.986		5.676		6.23

		Gross domestic product, current prices		Expressed in billions of national currency units . Expenditure-based GDP is total final expenditures at purchasers? prices (including the f.o.b. value of exports of goods and services), less the f.o.b. value of imports of goods and services. [SNA 1993]		National currency		Billions		74,332.75		87,002.42		97,513.96		110,701.95		125,734.30

		Gross domestic product, current prices		Values are based upon GDP in national currency converted to U.S. dollars using market exchange rates (yearly average). Exchange rate projections are provided by country economists for the group of other emerging market and developing countries. Exchanges rates for advanced economies are established in the WEO assumptions for each WEO exercise. Expenditure-based GDP is total final expenditures at purchasers? prices (including the f.o.b. value of exports of goods and services), less the f.o.b. value of imports of goods and services. [SNA 1993]		U.S. dollars		Billions				1,838.17		1,824.83		1,972.84		2,128.56

		Gross domestic product, deflator		The GDP deflator is derived by dividing current price GDP by constant price GDP and is considered to be an alternate measure of inflation. Data are expressed in the base year of each country's national accounts.		Index						156.597		168.789		181.324		193.867

		Gross domestic product per capita, constant prices		GDP is expressed in constant national currency per person. Data are derived by dividing constant price GDP by total population.		National currency		Units				46,033.22		47,231.97		49,264.89		51,654.67

		Gross domestic product per capita, current prices		GDP is expressed in current national currency per person. Data are derived by dividing current price GDP by total population.		National currency		Units				72,086.47		79,722.35		89,328.97		100,141.60

		Gross domestic product per capita, current prices		GDP is expressed in current U.S. dollars per person. Data are derived by first converting GDP in national currency to U.S. dollars and then dividing it by total population.		U.S. dollars		Units				1,523.03		1,491.89		1,591.95		1,695.30

		Output gap in percent of potential GDP		Output gaps for advanced economies are calculated as actual GDP less potential GDP as a percent of potential GDP. Estimates of output gaps are subject to a significant margin of uncertainty. For a discussion of approaches to calculating potential output, see Paula R. De Masi, IMF Estimates of Potential Output: Theory and Practice, in Staff Studies for the World Economic Outlook (Washington: IMF, December 1997), pp. 40-46.		Percent of potential GDP

		Gross domestic product based on purchasing-power-parity (PPP) valuation of country GDP		These data form the basis for the country weights used to generate the World Economic Outlook country group composites for the domestic economy.   The IMF is not a primary source for purchasing power parity (PPP) data. WEO weights have been created from primary sources and are used solely for purposes of generating country group composites. For primary source information, please refer to one of the following sources: the Organization for Economic Cooperation and Development, the World Bank, or the Penn World Tables.   For further information see Box A2 in the April 2004 World Economic Outlook, Box 1.2 in the September 2003 World Economic Outlook for a discussion on the measurement of global growth and Box A.1 in the May 2000 World Economic Outlook for a summary of the revised PPP-based weights, and Annex IV of the May 1993 World Economic Outlook. See also Anne Marie Gulde and Marianne Schulze-Ghattas, Purchasing Power Parity Based Weights for the World Economic Outlook, in Staff Studies for the World Economic Outlook (Washington: IMF, December 1993), pp. 106-23.		Current international dollar		Billions				4,425.64		4,684.37		5,031.68		5,451.41

		Gross domestic product based on purchasing-power-parity (PPP) per capita GDP		Expressed in GDP in PPP dollars per person. Data are derived by dividing GDP in PPP dollars by total population. These data form the basis for the country weights used to generate the World Economic Outlook country group composites for the domestic economy.   The IMF is not a primary source for purchasing power parity (PPP) data. WEO weights have been created from primary sources and are used solely for purposes of generating country group composites. For primary source information, please refer to one of the following sources: the Organization for Economic Cooperation and Development, the World Bank, or the Penn World Tables.  For further information see Box A2 in the April 2004 World Economic Outlook, Box 1.2 in the September 2003 World Economic Outlook for a discussion on the measurement of global growth and Box A.1 in the May 2000 World Economic Outlook for a summary of the revised PPP-based weights, and Annex IV of the May 1993 World Economic Outlook. See also Anne Marie Gulde and Marianne Schulze-Ghattas, Purchasing Power Parity Based Weights for the World Economic Outlook, in Staff Studies for the World Economic Outlook (Washington: IMF, December 1993), pp. 106-23.		Current international dollar		Units				3,666.90		3,829.70		4,060.22		4,341.80

		Gross domestic product based on purchasing-power-parity (PPP) share of world total		Expressed in percent of world GDP in PPP dollars. These data form the basis for the country weights used to generate the World Economic Outlook country group composites for the domestic economy.   The IMF is not a primary source for purchasing power parity (PPP) data. WEO weights have been created from primary sources and are used solely for purposes of generating country group composites. For primary source information, please refer to one of the following sources: the Organization for Economic Cooperation and Development, the World Bank, or the Penn World Tables.  For further information see Box A2 in the April 2004 World Economic Outlook, Box 1.2 in the September 2003 World Economic Outlook for a discussion on the measurement of global growth and Box A.1 in the May 2000 World Economic Outlook for a summary of the revised PPP-based weights, and Annex IV of the May 1993 World Economic Outlook. See also Anne Marie Gulde and Marianne Schulze-Ghattas, Purchasing Power Parity Based Weights for the World Economic Outlook, in Staff Studies for the World Economic Outlook (Washington: IMF, December 1993), pp. 106-23.		Percent						5.582		5.634		5.77		5.894

		Implied PPP conversion rate		Expressed in national currency per current international dollar. These data form the basis for the country weights used to generate the World Economic Outlook country group composites for the domestic economy.   The IMF is not a primary source for purchasing power parity (PPP) data. WEO weights have been created from primary sources and are used solely for purposes of generating country group composites. For primary source information, please refer to one of the following sources: the Organization for Economic Cooperation and Development, the World Bank, or the Penn World Tables.  For further information see Box A2 in the April 2004 World Economic Outlook, Box 1.2 in the September 2003 World Economic Outlook for a discussion on the measurement of global growth and Box A.1 in the May 2000 World Economic Outlook for a summary of the revised PPP-based weights, and Annex IV of the May 1993 World Economic Outlook. See also Anne Marie Gulde and Marianne Schulze-Ghattas, Purchasing Power Parity Based Weights for the World Economic Outlook, in Staff Studies for the World Economic Outlook (Washington: IMF, December 1993), pp. 106-23.		National currency per current international dollar						19.659		20.817		22.001		23.065

		Total investment		Expressed as a ratio of total investment in current local currency and GDP in current local currency. Investment or gross capital formation is measured by the total value of the gross fixed capital formation and changes in inventories and acquisitions less disposals of valuables for a unit or sector. [SNA 1993]		Percent of GDP						35.332		34.915		35.145		35.631

		Gross national savings		Expressed as a ratio of gross national savings in current local currency and GDP in current local currency. Gross national saving is gross disposable income less final consumption expenditure after taking account of an adjustment for pension funds. [SNA 1993] For many countries, the estimates of national saving are built up from national accounts data on gross domestic investment and from balance of payments-based data on net foreign investment.		Percent of GDP						31.918		29.802		30.197		31.018

		Inflation, average consumer prices		Expressed in averages for the year, not end-of-period data. A consumer price index (CPI) measures changes in the prices of goods and services that households consume. Such changes affect the real purchasing power of consumers? incomes and their welfare. As the prices of different goods and services do not all change at the same rate, a price index can only reflect their average movement. A price index is typically assigned a value of unity, or 100, in some reference period and the values of the index for other periods of time are intended to indicate the average proportionate, or percentage, change in prices from this price reference period. Price indices can also be used to measure differences in price levels between different cities, regions or countries at the same point in time. [CPI Manual 2004, Introduction] For euro countries, consumer prices are calculated based on harmonized prices. For more information see http://epp.eurostat.ec.europa.eu/cache/ITY_OFFPUB/KS-BE-04-001/EN/KS-BE-04-001-EN.PDF.]		Index						191.5		209.333		231.974		256.819

		Inflation, average consumer prices		Annual percentages of average consumer prices are year-on-year changes.		Percent change						8.858		9.312		10.816		10.71

		Inflation, end of period consumer prices		Expressed in end of the period, not annual average data. A consumer price index (CPI) measures changes in the prices of goods and services that households consume. Such changes affect the real purchasing power of consumers? incomes and their welfare. As the prices of different goods and services do not all change at the same rate, a price index can only reflect their average movement. A price index is typically assigned a value of unity, or 100, in some reference period and the values of the index for other periods of time are intended to indicate the average proportionate, or percentage, change in prices from this price reference period. Price indices can also be used to measure differences in price levels between different cities, regions or countries at the same point in time. [CPI Manual 2004, Introduction] For euro countries, consumer prices are calculated based on harmonized prices. For more information see http://epp.eurostat.ec.europa.eu/cache/ITY_OFFPUB/KS-BE-04-001/EN/KS-BE-04-001-EN.PDF.		Index						197		219		242.155		266.908

		Inflation, end of period consumer prices		 Annual percentages of end of period consumer prices are year-on-year changes.		Percent change						6.486		11.168		10.573		10.222

		Six-month London interbank offered rate (LIBOR)				Percent

		Volume of imports of goods and services		Percent change of volume of imports refers to the aggregate change in the quantities of total imports whose characteristics are unchanged. The goods and services and their prices are held constant, therefore changes are due to changes in quantities only. [Export and Import Price Index Manual: Theory and Practice, Glossary]		Percent change						9.707		2.684		3.834		6.686

		Volume of Imports of goods		Percent change of volume of imports of goods refers to the aggregate change in the quantities of imports of goods whose characteristics are unchanged. The goods and their prices are held constant, therefore changes are due to changes in quantities only. [Export and Import Price Index Manual: Theory and Practice, Glossary]		Percent change						13.336		4.297		4.793		7.522

		Volume of exports of goods and services		Percent change of volume of exports refers to the aggregate change in the quantities of total exports whose characteristics are unchanged. The goods and services and their prices are held constant, therefore changes are due to changes in quantities only. [Export and Import Price Index Manual: Theory and Practice, Glossary]		Percent change						12.635		0.88		3.805		7.844

		Volume of exports of goods		Percent change of volume of exports of goods refers to the aggregate change in the quantities of exports of goods whose characteristics are unchanged. The goods and their prices are held constant, therefore changes are due to changes in quantities only. [Export and Import Price Index Manual: Theory and Practice, Glossary]		Percent change						13.771		1.231		4.287		7.182

		General government revenue		Revenue consists of taxes, social contributions, grants receivable, and other revenue. Revenue increases government?s net worth, which is the difference between its assets and liabilities (GFSM 2001, paragraph 4.20). Note: Transactions that merely change the composition of the balance sheet do not change the net worth position, for example, proceeds from sales of nonfinancial and financial assets or incurrence of liabilities.		National currency		Billions				16,312.96		18,711.95		21,551.66		24,597.16

		General government revenue		Revenue consists of taxes, social contributions, grants receivable, and other revenue. Revenue increases government?s net worth, which is the difference between its assets and liabilities (GFSM 2001, paragraph 4.20). Note: Transactions that merely change the composition of the balance sheet do not change the net worth position, for example, proceeds from sales of nonfinancial and financial assets or incurrence of liabilities.		Percent of GDP						18.75		19.189		19.468		19.563

		General government total expenditure		Total expenditure consists of total expense and the net acquisition of nonfinancial assets. Note: Apart from being on an accrual basis, total expenditure differs from the GFSM 1986 definition of total expenditure in the sense that it also takes the disposals of nonfinancial assets into account.		National currency		Billions				23,654.15		26,819.74		30,750.55		35,215.38

		General government total expenditure		Total expenditure consists of total expense and the net acquisition of nonfinancial assets. Note: Apart from being on an accrual basis, total expenditure differs from the GFSM 1986 definition of total expenditure in the sense that it also takes the disposals of nonfinancial assets into account.		Percent of GDP						27.188		27.503		27.778		28.008

		General government net lending/borrowing		Net lending (+)/ borrowing (?) is calculated as revenue minus total expenditure. This is a core GFS balance that measures the extent to which general government is either putting financial resources at the disposal of other sectors in the economy and nonresidents (net lending), or utilizing the financial resources generated by other sectors and nonresidents (net borrowing). This balance may be viewed as an indicator of the financial impact of general government activity on the rest of the economy and nonresidents (GFSM 2001, paragraph 4.17). Note: Net lending (+)/borrowing (?) is also equal to net acquisition of financial assets minus net incurrence of liabilities.		National currency		Billions				-7,341.19		-8,107.79		-9,198.89		-10,618.22

		General government net lending/borrowing		Net lending (+)/ borrowing (?) is calculated as revenue minus total expenditure. This is a core GFS balance that measures the extent to which general government is either putting financial resources at the disposal of other sectors in the economy and nonresidents (net lending), or utilizing the financial resources generated by other sectors and nonresidents (net borrowing). This balance may be viewed as an indicator of the financial impact of general government activity on the rest of the economy and nonresidents (GFSM 2001, paragraph 4.17). Note: Net lending (+)/borrowing (?) is also equal to net acquisition of financial assets minus net incurrence of liabilities.		Percent of GDP						-8.438		-8.314		-8.31		-8.445

		General government structural balance		The structural budget balance refers to the general government cyclically adjusted balance adjusted for nonstructural elements beyond the economic cycle. These include temporary financial sector and asset price movements as well as one-off, or temporary, revenue or expenditure items. The cyclically adjusted balance is the fiscal balance adjusted for the effects of the economic cycle; see, for example, A. Fedelino. A. Ivanova and M. Horton ?Computing Cyclically Adjusted Balances and Automatic Stabilizers? IMF Technical Guidance Note No. 5, http://www.imf.org/external/pubs/ft/tnm/2009/tnm0905.pdf.		National currency		Billions				-7,910.78		-8,572.57		-9,799.49		-11,207.61

		General government structural balance		The structural budget balance refers to the general government cyclically adjusted balance adjusted for nonstructural elements beyond the economic cycle. These include temporary financial sector and asset price movements as well as one-off, or temporary, revenue or expenditure items. The cyclically adjusted balance is the fiscal balance adjusted for the effects of the economic cycle; see, for example, A. Fedelino. A. Ivanova and M. Horton ?Computing Cyclically Adjusted Balances and Automatic Stabilizers? IMF Technical Guidance Note No. 5, http://www.imf.org/external/pubs/ft/tnm/2009/tnm0905.pdf.		Percent of potential GDP						-9.233		-8.809		-8.819		-8.871

		General government primary net lending/borrowing		Primary net lending/borrowing is net lending (+)/borrowing (?) plus net interest payable/paid (interest expense minus interest revenue).		National currency		Billions				-3,654.42		-3,804.83		-4,173.31		-4,623.52

		General government primary net lending/borrowing		Primary net lending/borrowing is net lending (+)/borrowing (?) plus net interest payable/paid (interest expense minus interest revenue).		Percent of GDP						-4.2		-3.902		-3.77		-3.677

		General government net debt		Net debt is calculated as gross debt minus financial assets corresponding to debt instruments. These financial assets are: monetary gold and SDRs, currency and deposits, debt securities, loans, insurance, pension, and standardized guarantee schemes, and other accounts receivable.		National currency		Billions

		General government net debt		Net debt is calculated as gross debt minus financial assets corresponding to debt instruments. These financial assets are: monetary gold and SDRs, currency and deposits, debt securities, loans, insurance, pension, and standardized guarantee schemes, and other accounts receivable.		Percent of GDP

		General government gross debt		Gross debt consists of all liabilities that require payment or payments of interest and/or principal by the debtor to the creditor at a date or dates in the future. This includes debt liabilities in the form of SDRs, currency and deposits, debt securities, loans, insurance, pensions and standardized guarantee schemes, and other accounts payable. Thus, all liabilities in the GFSM 2001 system are debt, except for equity and investment fund shares and financial derivatives and employee stock options. Debt can be valued at current market, nominal, or face values (GFSM 2001, paragraph 7.110).		National currency		Billions				57,735.62		65,180.25		73,494.73		83,856.51

		General government gross debt		Gross debt consists of all liabilities that require payment or payments of interest and/or principal by the debtor to the creditor at a date or dates in the future. This includes debt liabilities in the form of SDRs, currency and deposits, debt securities, loans, insurance, pensions and standardized guarantee schemes, and other accounts payable. Thus, all liabilities in the GFSM 2001 system are debt, except for equity and investment fund shares and financial derivatives and employee stock options. Debt can be valued at current market, nominal, or face values (GFSM 2001, paragraph 7.110).		Percent of GDP						66.361		66.842		66.39		66.693

		Gross domestic product corresponding to fiscal year, current prices		Gross domestic product corresponding to fiscal year is the country?s GDP based on the same period during the year as their fiscal data. In the case of countries whose fiscal data are based on a fiscal calendar (e.g., July to June), this series would be the country?s GDP over that same period. For countries whose fiscal data are based on a calendar year (i.e., January to December), this series will be the same as their GDP in current prices.		National currency		Billions				87,002.42		97,513.96		110,701.95		125,734.30

		Current account balance		Current account is all transactions other than those in financial and capital items. The major classifications are goods and services, income and current transfers. The focus of the BOP is on transactions (between an economy and the rest of the world) in goods, services, and income.		U.S. dollars		Billions				-62.756		-93.304		-97.617		-98.196

		Current account balance		Current account is all transactions other than those in financial and capital items. The major classifications are goods and services, income and current transfers. The focus of the BOP is on transactions (between an economy and the rest of the world) in goods, services, and income.		Percent of GDP						-3.414		-5.113		-4.948		-4.613

		Check budget				Exp - Rev		check				7,341.19		8,107.79		9,198.89		10,618.22

						Debt = Debt(-1) + def		close				57,735.62		65,076.82		73,288.04		82,693.63				Comment: changed debt number to line up with deficits

						Interest on debt						3,686.78		4,302.96		5,025.58		5,994.70				This reflects an inconsistency in the underlying data -- sad, but true 

						Implied interest rate						6.3856155777		6.6121305013		6.8573027663		7.249287959

						Nominal GDP growth						17.0445317447		12.0818952411		13.5242083649		13.5791149117

		Table for problem set				Real GDP growth (percent)						7.75		3.99		5.68		6.23

						Inflation (percent)						9.30		8.10		7.85		7.35

						Interest rate on debt (percent)						6.39		6.61		6.86		7.25

						Govt expenditures (percent of GDP)						27.19		27.50		27.78		28.01

						Government deficit (percent of GDP)						8.44		8.31		8.31		8.45

						Government primary deficit (percent of GDP)						4.20		3.90		3.77		3.68

						Government debt (percent of GDP)						66.36		66.84		66.39		66.69
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11.25 from primary deficits. We also see a fortuitous contribution from
negative real interest rates.

(c) You may notice that the effect of these changes is the same: both add
0.02∗Bt−1/Y t− 1 to the change in B/Y . Over the three years, this adds
almost 4% to the change, with the effect that the ratio of debt to GDP
rises by 3.08%, rather then falls by 0.90%. The point is that modest
changes in conditions can change the debt situation in a noticeable way.
Details on the calculations in the spreadsheet.

(d) The EIU Country Risk Report includes these notable comments:

• Growth. The government has undertaken a series of reforms to revive
the torpid economy. However, real GDP growth slowed sharply in the
first quarter of the fiscal year.

• Interest. In October the Reserve Bank of India (the central bank) again
raised its main policy interest rate, the repurchase rate, which now
stands at 7.75%, in a bid to moderate inflation. We forecast that the
RBI’s policy measures will help to moderate inflationary expectations,
although headline consumer price rises will remain high in 2013.

• Political. The government’s budgetary strategy has been repeatedly
blown off course by a series of unfavourable developments since 2008.
In its budget for 2013/14, the UPA has set itself the target of cutting
the fiscal shortfall to the equivalent of 4.8% of GDP. However, the
sharp depreciation of the rupee in June-August 2013 is likely to scupper
the government’s plans to lower its subsidy bill, which accounts for
around 16% of public expenditure. With elections looming, there is
also a growing risk that the government will boost spending in the
run-up to the polls, in a bid to secure voter approval.

• Two things we haven’t discussed:
(i) Banking. Following a downgrade to India’s rating for banking sec-
tor risk in October, in view of continued stress on the sector, The
Economist Intelligence Unit does not envisage a further downgrade.
(ii) Foreign debt. Although the level of domestic public debt is high,
external debt as a proportion of GDP remains low, and so it is unlikely
that India will experience an external debt crisis in 2014-15.
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