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India: Key Economic Indicators

Variables Unit Period/Date Current %
Change1

GDP at Factor Cost (1999-00 prices) Rs. Billion FY2006 28,440 9.2

� GDP in Agriculture Rs. Billion FY2006 5,261 2.7

� GDP in Industry* Rs. Billion FY2006 7,510 10.0
 Of which GDP in Manufacturing Rs. Billion FY2006 4,384 11.3

� GDP in Services** Rs. Billion FY2006 15,669 11.2
Industrial Production – General Index April 2006 –
(1993-94=100) February 2007 243 11.1

Industrial Production – Manufacturing Index April 2006 – 259.1 12.1
(1993-94=100) February 2007

Wholesale Price – All Commodities
(1993-94=100) Index FY2006 205.8 5.4

� Primary Articles Index FY2006 208.4 7.6
� Manufactured Articles Index FY2006 178.7 4.2

Consumer Price (Industrial Worker) Index FY2006 127 6.7
(2001 =100)

Broad Money (M3) Rs. Billion 13 April 2007 33,215 21.3

RBI’s Credit to Commercial Sector Rs. Billion 20 April 2007 13.86 -0.1

RBI’s Credit to General Government Rs. Billion 20 April 2007 95.88 -

Consolidated Fiscal Deficit / GDP % FY2005 -7.4 -

Domestic Public Debt Rs. Billion October- 16,954 1.6
December 2006

Exports $ Billion April-December 2006 91.3 22.5

Imports $ Billion April-December 2006 143.6 25.3

Trade Balance / GDP % April-December 2006 -8.1 -

Current Account Balance / GDP % April-December 2006 -1.8 -

International Reserves $ Billion 20 April 2007 203.9 -

External Debt $ Billion 20 April 2007 142.7 18.6

External Debt to GDP Ratio % 31 March 2006 15.8 -

Debt Service Ratio % 31 March 2006 9.9 -

Foreign Exchange Rate, Spot (Rs./$) 20 April 2007 42.00 7.5

Nominal Effective Exchange Rate April 2006- 85.80 -4.5
(FY1993 =100) Index January 2007

Real Effective Exchange Rate April 2006- 98.07 -4.3
(FY1993=100) Index January 2007

Note: FY stands for the financial year (1 April to 31 March).
1 Percentage change over the corresponding reporting period in the previous year
* Industry includes manufacturing; mining and quarrying; electricity, gas and water supply; and construction.
**Services sector comprises trade, hotels, transport and communication; financing, insurance, real estate and business services;
and community, social and personal services.
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Manufacturing
growth drives
overall growth

Four important characteristics emerge from the growth episode of recent

years. First, growth has accelerated and the economy is likely to sustain

growth in the range of 8-9% per annum. Second, over the past few years,

manufacturing growth rate has caught up with that of services. Third,

the boom in construction appears to have abated. Fourth, agricultural

performance remains subdued, with growth declining in FY2006.

After growing by 9.0% in FY2005, gross domestic product (GDP) is set

to grow by 9.2% in FY2006. The actual growth rate remained consistently

higher than the trend growth rate beginning in FY 2003 (Figure 1). This

is attributable to a strong growth in manufacturing, especially in FY

Figure 1: GDP growth benchmarked on trend growth, India, 1999-2005

I. Macroeconomic Backdrop: Growth and Inflation

2005 as well as in FY 2006 (Figure 2). Industrial activity expanded,

with real GDP originating in industry estimated to have risen by 10.2%

in FY 2006 as compared with 8.0% in the previous year. The index of

industrial production (IIP) recorded an increase of 11.1% during April-

February FY2006 as against 8.1% a year ago. The production of consumer

and capital goods increased by 9.5% and 17.8%, respectively, during the

same period over and above the increase of 12.0% and 16.3% during the

*All GDP figures reported in this issue are from Advance Estimates.
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same period in FY 2005. The basic and intermediate goods segments

registered a high growth of 10.1% and 11.6% respectively, as against

6.5% and 2.4% a year ago.

Figure 2: Sectoral GDP Growth Rates

Industrial
outlook
encouraging

The Reserve Bank of India’s (RBI) Industrial Outlook Survey conducted

during February 2007 reflects higher confidence and continued optimism

surrounding corporate business activities. During January-March 2007,

the overall business situation was assessed to be better than in the

preceding quarter as well as in the corresponding period a year ago,

though there was a moderation in expectations about output growth. While

demand conditions as well as export and import growth were perceived

to be better than in the corresponding quarter of the previous year, some

decline was expected in the availability of finance in relation to the

preceding quarter.

The performance in agriculture remained lackluster. Real GDP originating

from agriculture and allied activities is estimated to have registered a

growth of 2.7% in 2006-07, closer to the trend growth but lower than

6.0% in the previous year.

The services sector grew by 11.2% during FY2006 as against 10.3% in

FY 2005. The growth of trade, hotels and restaurants, transport, storage

and communication increased to 13.0% in FY 2006 from 10.4% in

ADB-1 a.p65 6/8/2007, 4:28 PM2
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FY2005. The construction sector registered a lower growth of 9.4% as

compared with 14.2% in the previous year.

Both the services sector and construction maintained the trend growth

rates. Reflecting strengthening investment and consumption demand,

the current expansionary phase of manufacturing growth which began

in FY 2002 is primarily driven by the capital goods sector, although the

consumer goods sector also performed well. The capacity utilization

figures from NCAER’s business confidence survey (October 2006 round)

also corroborate the fact that the capital goods sector remained the most

vibrant sector in the current year (Figure 3). The resurgence in capital

goods production in FY 2002 was perhaps triggered by a boom in

construction activities that resulted in commensurate higher growth in

basic goods and intermediate goods. Riding on a salary hike of the

government employees in the late nineties, the consumer goods

(especially consumer durables) sector also moved onto a higher growth

path in FY 2000 (Figure 4), and availability of personal loans helped to

sustain the growth rate in the later period. All these developments led to

Bank credit
supports
industrial
boom

Figure 3: Capacity Utilization: Close to or Above Optimal level
(October 2006)
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an urgent need for adding capacities in various industrial sectors, giving

further boost to the capital goods sector. But more importantly, this

dynamism was supported by adequate bank credit, leading to a significant

turnaround in the growth rate of non-food bank credit (Figure 4). This

clearly suggests that bank credit played a major role in supporting the

investment boom in recent years. Thus, continued access to credit to

consumers and entrepreneurs for sustaining the expansionary phase in

manufacturing has become a major challenge for monetary management

– especially given the rising trend in inflation.

Figure 4: Industrial Output and Non-Food Bank Credit
(Percentage Change)

Inflation as measured by the variations in the wholesale price index (WPI)

on a year-on-year basis, increased from 4.1% at end-March 2006 to an

intra-year peak of 6.7% in end-January 2007 and remained firm in the

range of 6.1-6.6% in the succeeding weeks before moderating to 5.7%

on 31 March 2007. On an average, annual inflation increased from 4.4%

in FY 2005 to 5.4% in 2006-07. Inflation was primarily driven by a

rising trend in prices of important primary articles (Figure 5). Within

primary articles, wheat, pulses, milk, and condiments and spices

contributed significantly to overall inflation. Monthly inflation figures

clearly show that prices of manufactured products also witnessed a rising

Inflation
remains high
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trend in FY 2006. The Federal Government introduced a host of measures

to contain the price rise of primary commodities. These measures include

among others permission to import wheat, pulses and sugar at zero duty,

ban on futures trading of wheat, and reduction in domestic prices of

petrol and diesel. However, even duty-free imports of selected primary

articles had limited success due to hardening of global prices. For

example, wheat prices in the world market hardened with a weak crop

outlook due to adverse agro-climatic conditions in USA and Australia.

International price (per ton) of hard wheat in USA increased from $142

in April-June 2005 to $193.2 in May 2006 and over $216 in August

2006, and further to $227 as on 1 December 2006.

Year-on-year inflation based on the consumer price index for industrial

workers (CPIIW) was 7.6% in February 2007 as compared with 5.0% a

year ago. Inflation, based on the CPI for urban non-manual employees

(CPI-UNME), for agricultural laborers (CPI-AL), and for rural laborers

(CPI-RL) showed a sharp year-on-year increase to 7.8%, 9.8% and 9.5%

respectively in February 2007 as against 4.8%, 5.0%, and 4.7%

respectively a year ago. Rapid price increases of primary food articles,

Figure 5: WPI (Yearly Average)
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Non-food
credit aids
money supply
growth

which have a higher weightage in the CPI basket relative to the WPI,

have been the main drivers of consumer prices and the major cause of

the divergence between inflation rates based on the CPI and the WPI.

Alongside shortfalls in agricultural performance, it appears that supply

constraints in the manufacturing sector have begun impacting the growth

momentum, and contributing to inflation. Infrastructural bottlenecks are

emerging as the single most important constraint on the Indian economy.

Thus, given these developments on the inflation front, the conduct of

monetary policy by RBI became critical during FY 2006.

II. Monetary Management

RBI’s monetary policy stance was guided by the twin challenges of

providing adequate liquidity for sustaining the growth momentum and

containing inflation. Continuing high growth in money supply driven by

commercial credit during FY 2006 made RBI respond by gradually

increasing the short-term interest rates (reverse repo and repo rates).

However, these changes in the short-term interest rates proved to be

inadequate. The high growth in non-food bank credit and money supply

continued unabated. Money supply (M3), on a year-on-year basis,

increased by 20.8% in FY 2006 as compared with 17.0% in FY 2005.

Non-food credit extended by the scheduled commercial banks (SCBs)

increased by 28.0% on top of 31.8% in the previous year.

Provisional information on the sectoral pattern of bank credit available

up to December 2006 indicates that personal loans continued to record

the highest growth among major sectors. Personal loans recorded a growth

of 34.9% followed by services 32.4%, agriculture 31.2% and industry

27.8%. Housing loans increased by 30.3% while real estate loans rose

by 66.7% by December 2006. Within the industrial sector, there was a

sizeable credit pick-up in respect of infrastructure 21.7%, basic metals

ADB-1 a.p65 6/8/2007, 4:28 PM6
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and metal products 35.5%, textiles 35.8%, petroleum 67.0%, chemicals

17.5%, food processing 25.6%, and engineering 19.6%. Credit to industry

constituted 35.3% of the total expansion in non-food bank credit in

2006-07, followed by personal loans 28.7%, services 23.7%, and

agriculture 12.2%.

Moreover, strong external capital inflows beginning in the third quarter

of FY 2006 put upward pressure on the rupee. RBI intervened in the

market by buying dollars, which complicated RBI’s endeavor to manage

liquidity and strike a right balance between the exchange rate and

inflation.

Against this background, RBI expressed serious concern about the

adverse impacts of overheating in its third quarter review of the economy,

and noted that strains on domestic production capacities in respect of

basic and intermediate goods, caused by poor infrastructure facilities,

were showing up as inflationary pressures. Consequently, RBI raised

the Cash Reserve Ratio (CRR) by 150 basis points between December

2006 and April 2007 (Figure 6).

Strong capital
inflows
complicate
monetary
management

Figure 6: Movements in Key Monetary Policy Instruments
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Liquidity
squeeze affects
interest rates

Liquidity tightening, with robust credit off-take, tightening of the policy

rates, and a rising credit to deposit ratio led to a hardening of the interest

rates - both deposit as well as lending rates. Anticipating tighter liquidity

conditions, major commercial banks hiked the deposit rates. Interest rates

on deposits of over one year maturity of public sector banks (PSBs)

moved up from 5.75-7.25% in April 2006 to 7.25-9.50% in March 2007.

Term deposits rates of up to one year of private sector banks moved

from 3.50-7.25% in April 2006 to 3.00-9.00% in March 2007, while

rates on deposits of one year and above moved from 6.00-7.75% in April

2006 to 6.75-9.75% in March 2007. The benchmark prime lending rates

(BPLRs) of PSBs and private sector banks increased from 10.25-11.25%

and 11.00-14.00% to a range of 12.25-12.75% and 12.00-16.50%

respectively, during the same period. Recent increases in CRR and

resulting liquidity squeeze necessitated greater vigil on efficient allocation

of funds.

Availability of loanable funds at a reasonable price has become a critical

issue in the context of sustaining production capacity and high

manufacturing growth. It is widely believed that bank credit plays a crucial

role in transmitting monetary policy. A contraction in money supply by

the central bank forces banks to cut back on lending activities, resulting

in declines in spending by bank-dependent borrowers. This channel of

policy is typically referred to as the bank lending channel, discussed in

some detail in Bernanke and Blinder (1988) and Kashyap, Stein, and

Wilcox (1993). A second channel, referred to as the balance-sheet

mechanism, can exist because rising interest rates, following tight

monetary policy, directly increase the interest expenses of the non-

financial firms who rely heavily on short-term debt to finance inventories

and working capital, reducing their net cash flows and weakening their

balance sheet positions. Rising interest rates are also associated with

Bank -
dependent
borrowers
worst affected
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falling asset prices, which indirectly shrink the value of the firms’

collateral. These effects lead to a reduction of the firms’ net worth, thereby

raising the premium for external finance (a wedge between the cost of

funds raised externally and the opportunity cost of internal funds). It is

for the most part small- and medium-sized firms having relatively lower

collateralizable net worth (i.e., lower creditworthiness) than large firms,

that are most likely to face a disproportionately larger premium for

external finance. Hence, small-and medium-sized firms that have

relatively poor access to short-term credit markets respond to the

deteriorated balance-sheet positions principally by drawing down

inventories and by cutting investment more than large firms. This

shrinkage in investment provides an additional source of amplifying and

propagating the initial decline in investment that would be predicted if

the interest rate channel alone is operative subsequent to tight monetary

policy. Both credit effects—the narrow bank lending channel and the

broader balance-sheet mechanism—are endogenous to the monetary

policy process. Policymakers at times have also resorted to more direct

actions to limit bank credit “availability,” such as interest rate ceilings,

higher sectoral provisioning, and credit controls. In contrast to the credit

channels, these actions are not inherent or endogenous to the monetary

mechanism; they are ad hoc actions intended to reduce bank loan supply

without leading to higher loan rates (for political reasons, or because

policymakers view higher rates alone as ineffective in curbing borrowing

and spending).

It is worthwhile to note that it is for the most part the bank-dependent

small firms that have to bear a disproportionate share of the real cost of

monetary tightening or the credit crunch. Thus, RBI needs to put policies

in place to address distributional disadvantages by providing a cushion

against the credit crunch.

ADB-1 a.p65 6/8/2007, 4:28 PM9
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RBI needs to be very careful in insulating micro and small enterprises

(MSE) from the current phase of restrictive credit regime as this goes

against the stated objective of the 11th Plan. This sector has the second

largest share of employment after agriculture and covers a wide range,

including small-scale, khadi, village and coir industries, handlooms,

handicrafts, sericulture, wool, power looms, food processing, and other

agro and rural industry segments. This sector touches the lives of the

weaker and unorganized sections of the society, more than half of those

employed being women, minorities, and the marginalized. Fifty seven

per cent of the MSE units are owner-run enterprises with one person.

They account for 32% of the workforce and 29% of the value added in

nonagricultural private unincorporated enterprises. Infusion of appropriate

technology, design skills, modern marketing capacity building and easier

access to credit can make this segment an expanding base for self-

sustaining employment and wealth generation and also foster a culture

of creative and competitive industry. Agro-food processing, sericulture

and other village enterprises can check rural-urban migration by gainfully

employing people in villages. This will also take pressure off agriculture.

Equity markets witnessed major volatility during FY 2006. The BSE

Sensex (1978-79=100) increased from 11,280 at end-March 2006 to a

peak of 12,612 on 10 May 2006 after which it declined to an intra-year

trough of 8,929 on 14 June 2006. It rebounded in subsequent months on

institutional buying support, robust macroeconomic fundamentals and

high private corporate profitability. The Sensex rallied with intermittent

corrections to reach a high of 14,652 on 8 February 2007 but subsequently

moderated to 13,072 by end-March 2007. As on 20 April 2007 the BSE

Sensex stood at 13,897.

Volatility in
equity markets

ADB-1 a.p65 6/8/2007, 4:28 PM10
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III. Balance of Payments

Riding on vibrant growth opportunities, net inflow of foreign direct

investment exceeded the portfolio capital flows by the third quarter of

FY 2006 for the first time in several years. In spite of a strong growth in

exports by 22.5% in the first nine months of FY2006, imports registered

a growth rate of 25.3% leading to a trade deficit of $52.3 billion (Figure

7). One development on the export front, however, does not augur well

Export growth
declines

Figure 7: Balance of Payments

for sustaining higher manufacturing growth. Notwithstanding India’s

traditional advantage over labour-intensive goods, the recent trend

indicates a structural change in the export composition. The share of

relatively labor-intensive goods has been declining during recent years

while exports of relatively less labour-intensive goods have been rising

simultaneously, with the exception of gems and jewellery (Figure 8).

Nevertheless, India needs to remove the bottlenecks affecting traditional

labor-intensive sectors for ensuring a broad-based manufacturing export

growth. Without such broad-based manufacturing exports, sustenance

of external demand will be difficult, especially given the fact that the

data provided by the Director General of Commercial Intelligence and

ADB-1 a.p65 6/8/2007, 4:28 PM11
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Statistics (DGCI&S) indicate deceleration in exports growth during FY

2006. The loss of momentum was mainly due to lower growth in exports

of chemicals and related products, textile and related products, leather

and manufactures, and a decline in exports of handicrafts and gems and

jewellery, perhaps attributable to slower growth in the USA in the second

half of 2006 and real appreciation of the Indian rupee. Moreover,

slowdown in imports of capital goods and raw materials during the same

period also remains worrisome, implying slowing down of investment

activities.

The merchandise trade deficit of $52.3 billion was significantly offset

by robust inflows from invisibles, which included earnings from services

such as software exports and transfers from non-resident Indians. Despite

this, the current account recorded a deficit of $11.9 billion as against a

deficit of $11.8 billion in the first nine months of FY2005.

Net capital inflows during April-December 2006 at US$ 27.3 billion

comprised both debt and non-debt inflows. While net foreign direct

investment (FDI) rose to US$ 5.8 billion from US$ 3.3 billion in April-

December 2005, portfolio investment slowed down markedly from

US$ 8.2 billion to US$ 5.2 billion over the same period, partly reflecting

the impact of the stock market turbulence of May-June 2006. There was

Figure 8: Share of Different Commodities (%) in India’s Total
Exports

Capital inflows
continue
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a major turnaround in external commercial borrowings (ECBs) which

increased by US$ 9.1 billion as against a decline of US$ 1.2 billion in

the previous year (which had included a one-off principal repayment of

US$ 5.5 billion for India Millennium Deposits). This was attributed to

lower spreads on external borrowings and rising financing requirements

for capacity expansion. Non-Resident Indian (NRI) deposits also

registered a higher increase of US$ 3.2 billion over that of US$ 1.1 billion

in April-December 2005. On the whole, debt flows (net) in the form of

external assistance, external commercial borrowings (ECBs), NRI

deposits and short-term credit put together increased substantially to US$

14.5 billion in April-December 2006 from US$ 2.7 billion a year ago.

Net accretion to foreign exchange reserves, excluding valuation changes,

amounted to US$16.2 billion during April-December 2006 as against

US$ 1.8 billion in April-December 2005. The foreign exchange reserves,

including valuation changes (US$ 9.4 billion), recorded an increase of

US$ 25.6 billion during April-December 2006 and rose to reach a level

of US$ 199.2 billion by end-March 2007. As on 13 April 2007 the foreign

exchange reserves stood at US$ 203.1 billion.

The Indian foreign exchange market has witnessed a mixed trend for the

exchange rate so far. The exchange rate of the rupee against the US dollar,

which was Rs44.61 at end-March 2006 depreciated to Rs46.95 by 19

July 2006 but appreciated thereafter to around Rs41 by mid-April 2007.

IV. Exchange Rate Management and RBI’s Dilemma

One of the complicated policy issues confronting the RBI is the conduct

of exchange rate policy in the face of large capital inflows. Two extreme

options are: (i) allow the nominal exchange rate to float freely; and (ii)

curb nominal appreciation of the Indian rupee by regular interventions

Strong foreign
exchange
reserves

Mixed trend in
exchange rate

Sterilized
intervention
stimulates
capital inflows
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in the foreign exchange market. RBI initially preferred to follow option

(ii) to protect the competitiveness of Indian exports. However, as we

have discussed, this led to several other complications in the context of

overall monetary management. RBI continued to buy dollars, and given

its apprehension for inflation expectations, the resultant increases in the

money supply required sterilization by way of increases in the CRR and

sale of securities. However, this raised the interest rates and provided

further stimulus to short-term flows. In other words, the initial impact

on the nominal exchange rate by the central bank’s intervention may be

partially (or fully) offset. This phenomenon is usually tested by estimating

the so called offset coefficient, implying change in net foreign exchange

assets for a unit change in net domestic assets. An attempt has been

made to estimate the offset coefficient for India using data from January

2006 to February 2007. The coefficient (percentage change in the foreign

exchange asset of RBI with respect to percentage change in domestic

assets) turns out to be –0.05, implying the offsetting phenomenon.

As discussed above, the problem got further aggravated as RBI kept on

raising the short-term policy rates (repo and the reverse repo rate) for

dampening demand for commercial credit, and the interest rates were

hardened, providing further stimulus to short-term flows.

RBI is fully aware of the fact that strong foreign exchange inflows have

complicated the conduct of monetary policy. In a situation of excess

demand, increases in interest rates may be advocated to preserve and

sustain growth in a non-inflationary manner. Such monetary policy

responses, however, increase the possibility of further capital inflows,

apart from the associated costs for growth and potential risks to financial

stability.

ADB-1 a.p65 6/8/2007, 4:28 PM14
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RBI’s Foreign Exchange Reserve Management

Thus, it seems that the right policy decision is to focus on reducing the

excess volatility in the nominal exchange rate by adopting clear and

transparent policies. A movement in the exchange rate per se is not

undesirable, but it is the excess volatility in the exchange rate that creates

an uncertain environment. The exchange rate volatility could lower

welfare through both direct and indirect channels (Obstfeld and Rogoff,

1998). The direct channel is based on the assumption that people do not

like fluctuations; in other words, they would choose a constant value of

consumption over an uncertain value that is sometimes higher and

sometimes lower. For example, take the case of a domestic firm that sets

a price in terms of its own currency for goods that it exports abroad. If

the domestic currency appreciates, it implies that the price foreign

Exchange rate
volatility needs
moderation

Net Capital Inflow

Purchase of Foreign Exchange to

Ensure Stability in the Exchange Rate

Growth in Foreign Exchange Assets of

the Central Bank

Growth in Reserve Money

Sterilization to check Money Supply Growth

Hardening of the Domestic Interest

Rates

Level 1

Intervention

Level 2

Intervention

▲▲

▲

▲

▲

▲

▲

▲

▲
▲
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consumers face in terms of their own currency is higher than the exporting

firm intended. As a result, demand will be lower than planned, so the

domestic firm will hire less labor; in turn, domestic workers will earn

less and likely will have less consumption. Of course, the domestic

currency also may depreciate, implying that consumption would then

likely rise rather than fall. But averaging over cases of currency

appreciation and depreciation, people are less happy overall because they

don’t like fluctuations in their consumption and leisure. In case of a small

exporter with given world prices, exchange rate volatility implies

fluctuations in domestic profits, which can trigger similar impact on labor

absorption, output and consumption.

The indirect channel by which exchange rate volatility can lead to welfare

loss is based on the argument that if firms that preset prices understand

the risks of future exchange rate movements, they will try to hedge against

those risks. When setting the price for their good, they will attach a risk

premium as an extra markup to cover the costs of fluctuations. This higher

price dampens demand, production, and, hence, consumption to levels

that are less than optimal for society. The indirect channel provides a

more compelling reason to expect exchange rate volatility to have a

negative effect on economic welfare. It is important to note that this

practice is prevalent currently (Business Standard, 2 May).

There are other experts who believe that RBI should intervene to reverse

the recent appreciation which could have a lasting impact on exports,

growth and employment, and recommend sterilized intervention through

the Market Stabilization Scheme (MSS) or by other means.1  Moreover,

if necessary RBI should regulate external commercial borrowing by

Indian companies.

1 See S. Acharya (2007). “Exchange Rate Policy: A Piece of My Mind”. Business Standard,
26 April.
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This argument appears to be self-defeating for reasons mentioned above.

Sterilized intervention increases the volume of total capital flows.

Furthermore, capping external commercial borrowings will certainly

delay investment plans of the large companies until interest rates come

down. The tightening will then have achieved the desired results but at

the cost of dampening both investment and capacity expansion. Last but

not the least there is a consensus that continuous intervention by the

central bank increases exchange rate volatility (Humpage, 2003).

V. Federal and State Finances

The Federal Budget for FY 2007 was prepared against a background of

exceptionally strong growth in GDP and resultant steep increase in

revenue receipts, rising inflation, a comfortable foreign exchange reserve

position, and beginning of the 11th Five Year Plan. Thus, moderating

inflation, improving agricultural performance, and higher allocation for

social sector (education and health facilities to the poor) were the building

blocks of this year’s budget.

Strong revenue buoyancy helped the Federal Government to sustain the

momentum of fiscal consolidation despite additional expenditure

commitments for the Plan. The Gross Budgetary Support (GBS) for the

first year of the 11th Five Year Plan in the budget has been increased to

Rs2,051 billion in FY 2007 from Rs1,727 billion in FY 2006. Both

revenue deficit as well as fiscal deficit are marginally lower than the

targets in FY 2006 as a percentage of GDP, and expected to decline

further in FY 2007. Fiscal deficit as a percentage of GDP is projected to

decline to 3.3% in FY 2007 from 3.7% in FY 2006. Reviving agricultural

productivity and output remains a priority area in the budget (Table 1

and Figure 9). A large number of measures have been introduced in the

Federal
Budget,
2007-2008

Revenue
growth aids
fiscal
consolidation
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budget for agriculture including irrigation and financial inclusion of

farmers in line with the Plan’s strategy for agriculture.

On the expenditure side, there has been a steady decline in total

expenditure as a percentage of GDP, which is primarily attributed to a

decline in non-plan expenditure (e.g. interest payment and subsidies).

On the other hand, the plan expenditure as a percentage of GDP has

increased implying rationalization of expenditure towards developmental

programs (Figure 10). Bharat Nirman remains the major program of the

Figure 9: Deficit Indicators (Percentage of GDP)

Expenditure
rationalization

Table 1: Budget at a Glance

FY 2005 FY 2006 FY 2007

Actuals Revised Budget
Estimate Estimate

I. Revenue Receipts 3475 4233 4864
Ia. Tax revenue 2703 3459 4039
Ib. Non-tax revenue 772 774 825

II. Non-Debt Capital Receipt 121 59 431
IIa. Recoveries of loans 106 54 15
IIb. Other recepits 15 5 416

III. Total Expenditure 5061 5816 6805
IIIa. Revenue expenditure 4398 5068 5579
IIIb. Capital outlay 663 748 1226

IV. Revenue Deficit 923 834 715
V. Fical Deficit 1464 1523 1509
VI. Memo: Revenue Deficit to GDP (%) 2.6 2.0 1.5
VII. Memo: Fiscal Deficit to GDP (%) 4.1 3.7 3.3
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Federal Government. The allocation for Bharat Nirman has been raised

by 31.6% from Rs187 billion in FY 2006 to Rs246 billion in FY 2007.

The eight flagship social sector programs will continue to receive high

priority. These programs are Sarva Siksha Abhiyan (Education for All),

Mid-day Meal Scheme, Rajiv Gandhi Drinking Water Mission, Total

Sanitation Campaign, National Rural Health Mission, Integrated Child

Development Services, National Rural Employment Guarantee Scheme,

and Jawaharlal Nehru National Urban Renewal Mission. The allocation

for the education and health sectors has been raised by 34.2% and 21.9%

respectively.

Measures to
step up
agriculture

A large number of measures have been proposed for agriculture. The

important measures include among others:

• Farm credit: A target of Rs2250 billion has been set with an addition

of 50 lakh new farmers to the banking system.

• Mission for Pulses: It is proposed to extend the integrated oilseeds,

oil palm, pulses, and maize development program with sharper focus

on scaling up the production of breeder, foundation and certified

seeds. Moreover, the Federal Government will fund expansion of

Figure 10: Trends in Federal Expenditure (Percentage of GDP)
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Indian Institute of Pulses Research, and offer other producers a capital

grant or concessional financing to double production of certified

seeds within a period of three years.

• Accelerated Irrigation Benefit Program (AIBP): Thirty-five projects

are likely to be completed in 2006-07 and additional irrigation

potential of 900,000 hectares will be created. The outlay has been

increased from Rs71 billion to Rs110 billion including a grant

component to State Governments of Rs36 billion. Special emphasis

will also be provided for the restoration of water bodies.

• Ground Water Recharge: 100% subsidy will be provided to small

and marginal farmers, and 50% subsidy to other farmers for diverting

rain water into ‘dug wells’.

• Training of Farmers: Indian Council of Agricultural Research (ICAR)

will set up one teaching-cum-demonstration model of water

harvesting in each of 32 selected State Agricultural Universities and

ICAR institutes. Each institution will train 100 trainers and 1,000

farmers every year. An interest free loan of Rs0.03 billion will be

provided to each institution to create a corpus fund.

• National Bank for Agriculture and Rural Development (NABARD):

The resources of NABARD will be augmented for refinancing rural

credit cooperatives; NABARD will issue Government guaranteed

rural bonds to the extent of Rs50 billion with suitable tax exemption.

• Rural Infrastructure Development Fund: The corpus of RIDF-XIII

will be raised from Rs100 billion to Rs120 billion.

• Social Security: A new scheme will be introduced for death and

disability insurance cover through LIC to rural landless households.

The Federal Government will bear 50% of premium of Rs200 per
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year per person. Accordingly, Rs10 billion will be placed in a fund

to be maintained by LIC.

The Budget also dealt with key infrastructure bottlenecks and proposed

several new initiatives. These include:

Power: Two ultra mega power projects (UMPP) have already been

awarded to Lanco infrastructure in Sasan (Madhya Pradesh) and Tata

Power in Mundra (Gujarat). Seven UMPPs are currently under process

and at least two are expected to be awarded by July 2007. Other initiatives

include facilitating setting up of merchant power plants by private

developers and private participation in transmission projects; restructuring

Accelerated Power Development and Reforms Project to cover all district

headquarters and towns with a population of more than 50,000; increasing

budgetary support for Accelerated Power Development and Reforms

Project (APDRP) from Rs6.5 billion to Rs8 billion; increasing allocation

for Rajiv Gandhi Grameen Vidyutikaran Yojana from Rs30 billion to

Rs40 billion.

National Highways: The allocation for National Highways Development

Program (NHDP) has been increased from Rs 99 billion to Rs 107 billion

in FY 2007. The Public Private Partnership (PPP) model has enabled

greater private sector participation in the creation and maintenance of

infrastructure. So far, under the viability gap funding scheme, 37

proposals have been received of which 21 proposals have been granted

‘in-principle’ approval with a total project cost of Rs98 billion and an

estimated viability gap funding of Rs 25 billion. It is acknowledged that

the pace has been slow, and there is a need to adopt a more aggressive

approach for preparing a shelf of bankable projects that can be offered

for competitive bidding. Thus, the budget proposes to set up a revolving

fund with a corpus of Rs1 billion to quicken project preparation. The

Initiatives in
infrastructure
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fund will contribute up to 75% of the preparatory expenditure in the

form of interest free loan that eventually will be recovered from the

successful bidder.

Jawaharlal Nehru National Urban Renewal Mission (JNNURM):

JNNURM has evoked a positive response from State Governments. As

of date, 538 projects with a total cost of Rs240 billion have been

sanctioned in sectors such as water supply, sanitation, transport, road

and housing in many cities spread over several States. The allocation for

JNNURM has been raised from Rs46 billion in FY 2006 to Rs50 billion

in FY 2007.

On the revenue front, the gross tax revenue collections touched 11.4%

of GDP in FY 2006 (Figure 11), continuing the steady rise in the ratio

since FY 2002. The targeted revenue projection for FY 2007 at around

12% of GDP indicates a marginal increase when compared with FY

2006. The rationale for this is not very clear. No new significant tax

proposals have been proposed in the budget, however, an attempt has

been made to rationalize indirect taxes, and remove some of the ineffective

indirect tax exemptions. Major revenue proposals in the budget include

a reduction in the peak rate of customs duty on non-agricultural products

from 12.5% to 10%, and reduction in the duties on raw materials

intermediated in a consistent manner. On the excise duties and service

tax, the major thrust is to expand the tax base, rather than increasing the

rate. Therefore, no changes have been proposed for the rates. However,

excise tax reliefs have been provided for petrol, diesel, small scale

industry, food processing sector, plywood, water purification devices,

and biodiesel. The coverage of service tax has been extended to some

sectors. Tax rates for both personal income tax and corporation tax remain

unchanged with a proposed increase in the threshold limit of exemption

Tax
administration
measures
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in personal income tax. However, an additional education cess of 1%

(over and above 2% imposed last year) has been imposed on all tax

payers and the dividend distribution tax has also been hiked. A major

thrust has also been provided for modernizing tax administration. A

number of administrative goals have been set for FY 2007. These include

expanding the coverage of Annual Information Returns, extending the

Refund Banker System to more areas, extending the e-payment facility

through more banks, making electronic filing of returns mandatory for

more categories of assessees, and creating new Large Tax Payer Units.

Infrastructure Financing: A committee chaired by Deepak Parekh has

made a number of recommendations for financing infrastructure. One

of the recommendations is to use a small part of the foreign exchange

reserves without the risk of monetary expansion. Thus, it is proposed in

the budget to establish two wholly-owned overseas subsidiaries of India

Infrastructure Finance Corporation Limited (IIFCL) with the following

objectives:

(i) to borrow funds from the RBI and lend to Indian companies

implementing infrastructure projects in India, or to co-finance

Infrastructure
financing

Figure 11: Gross Tax Revenue (Percentage of GDP)
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their External Commercial Borrowings (ECBs) solely for capital

expenditure outside India; and

(ii) to borrow funds from the RBI, invest such funds in highly rated

collateral securities, and provide ‘credit wrap’ insurance (this

essentially means enhancing the credit ratings of the Indian

companies) to infrastructure projects in India for raising resources

in international markets.

The loans by RBI to these two subsidiary companies will be guaranteed

by the Government of India and the RBI will be assured of a return

higher than the average rate of return on the reserves. The Federal

Government proposes to examine the legal and regulatory aspects of

these two proposals, in consultation with RBI, in order to find an

innovative method of enhancing the financial resources for infrastructure.

Active management of reserves has been posing a serious challenge to

RBI because of its money supply implications. The first option presented

in the budget resolves these complications by requiring foreign exchange

reserves, borrowed by foreign subsidiaries of the publicly owned Indian

Infrastructure Finance Corporation Limited (IIFCL), to be applied only

to expenditures on imported inputs for infrastructure projects. The key

limitation of this approach is that most infrastructure inputs are not

imported. The second option would essentially permit foreign IIFCL

subsidiaries to borrow RBI’s foreign exchange reserves and use them as

collateral for larger international loans. These loans could then be applied

to domestic infrastructure investments denominated in rupees. Clearly,

this option runs into the above monetary problems head on, as would

any large foreign direct investment inflows. IIFCL is a government-owned

company, so its borrowings add to the liabilities of the Government.
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In the context of fiscal consolidation, it must therefore be recognized

that the Government is borrowing from RBI through the IIFCL. The

advisability of such schemes depends on the view taken of the role of

foreign exchange reserves. There are two main perspectives on this. First,

foreign exchange may be accrued for prudential reasons. If this is what

reserves are for—and this is clearly RBI’s position—then it is

institutionally appropriate that RBI, which has been appointed to manage

India’s overall monetary risks, should decide the level of adequate foreign

exchange reserves. It is particularly important not to undermine RBI’s

autonomy as it attempts to navigate the economy toward fuller capital

account convertibility. Second, foreign exchange may be accruing as

part of an effort to maintain the competitiveness of exports. This is

consistent with the fact that RBI has had to build up reserves, while

remaining active in the foreign exchange market. If this is the case, then

foreign exchange accumulation involves a tax on imports (equivalently

a subsidy to exports if the exchange rate is undervalued). Therefore this

plan is tantamount to imposing a tax on imports to finance infrastructure.

This is a policy whose relative merits the Government could debate, but

it is not clear why RBI should be involved. On the other hand, most of

the country’s current foreign exchange reserves are parked in deposits

and securities of central banks around the world, yielding a low return

of around 4%. Thus, they could be used more effectively or profitably.

Similarly, States are also well poised to initiate growth augmenting

measures. In recent years, States’ finances have witnessed a significant

improvement after recording progressive deterioration during the second

half of the 1990s (Table 2). The fiscal deterioration led to growing

recognition of an urgent need to improve State finances. State

governments adopted specific expenditure and revenue reform measures

State finances
remain
comfortable
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along with undertaking institutional measures such as setting up of

consolidated sinking funds and guarantee redemption funds. These steps

are being backed by putting an institutional mechanism for rule-based

fiscal policy through the enactment of fiscal responsibility legislations.

Efforts are under way by States to control the rising pension liabilities.

The Twelfth Finance Commission (TFC) has also prescribed a path of

financial restructuring for the State Governments.

Table 2: Major Indicators of State Finances

1995-96 to 1998-99 to 2004-05
1997-98 2003-04 2006-07

Gross Fiscal Deficit 2.8 4.3 3.1

Revenue Deficit 1.0 2.5 0.6

Capital Outlay 1.4 1.5 2.3

Revenue Expenditure 12.3 13.5 13.1

Debt 21.4 29.1 32.7

Even though fiscal improvements in the States are likely to hold in the

medium term, some recent developments might reverse the trend. The

first is the risk of pay revision. Some of the State Governments have

already appointed Pay Commissions (Karnataka and Punjab) and the

Federal Government’s decision to appoint a Pay Commission would cause

ripple effects. Second, the era of low interest rates seems to be over.

Although the average rate of interest has been significantly brought down

by the debt restructuring plan of the TFC, the new loans by the States

will have higher interest rates. Thus, the Federal Government needs to

keep strict vigil on States’ borrowing programs and accumulation of debt

on the basis of a well designed criterion consistent with the TFC’s debt

reduction target. Finally, some of the States have not shown any

inclination to adopt the path of fiscal discipline recommended by the

Finance Commission.
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VI.  Conclusion

It is likely that strong growth momentum will continue in FY 2007.

However, it is equally important to assess the downside risks. First,

lackluster performance in agriculture causing stagnation in food supply

will continue to put pressure on prices. Second, improving infrastructure

is imperative for the economy to grow over 9% in a sustained manner

and without flaring up inflation expectations. Third, ensuring adequate

funds for capacity expansion in manufacturing in the midst of a restrictive

monetary policy stance will remain a major challenge for RBI. Finally,

prudent management of India’s burgeoning foreign exchange reserves

and maintaining the international competitiveness of India’s exports will

remain a major challenge for RBI.
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