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India

Growth in domestic demand decelerated further as macroeconomic imbalances and structural constraints 
depressed growth for a third year. Volatility in global capital markets at midyear pressed on the exchange 
rate and prompted monetary tightening. Policy measures over the past year have been insufficient to 
revive depressed investment or fully strengthen fiscal footings. This Update trims earlier growth projections 
and forecasts curtailment of the current account deficit. Accelerating structural, pricing, and fiscal reforms 
is necessary to move the economy back to a higher growth path. 

Updated assessment
Macroeconomic challenges have intensified since the release of ADO 2013 
in April. New headwinds arise as slack economic activity spreads to all 
sectors, the rupee weakens as global investors flee emerging markets, 
monetary policy tightens to stem capital outflows and support the 
currency, fiscal pressures intensify from lower revenue and higher 
expenditure than originally targeted, and the quality of assets held by 
banks deteriorates.

Economic activity in the first quarter of FY2013 (ending 31 March 2014) 
was disappointing, as GDP growth decelerated to 4.4% from a year earlier, 
the lowest rate since the global financial crisis (Figure 3.4.1). Moreover, 
growth has now remained below 5% for 3 consecutive quarters. The 
weakness reflected mainly private consumption growth slowing sharply 
to 1.6%, the lowest on record. A weak currency, persistent food inflation, 
rising fuel prices, and sluggish employment prospects have dented 
consumer confidence. Notably, government consumption picked up to 
10.5%, making it a key contributor to GDP growth. This masked somewhat 
the underlying weakness in the economy, since meeting  budget targets 
would prevent such a rapid expansion throughout the rest of FY2013.

Investment remained depressed, with gross fixed capital formation 
contracting by 1.2% in the first quarter of FY2013 as industrial production 
and exports stagnated (Figure 3.4.2). Fixed investment is estimated 
to have fallen to 28.6% of GDP. As structural and procedural delays 
continued to hamper investment, new hurdles appeared in the form 
of delayed interest rate cuts and higher service payments for foreign 
currency debt as the rupee weakened.

The revival of the 2012 monsoon in its second half helped the 
winter crop, boosting agriculture growth to 2.7% in the first quarter of 
FY2013. A normal monsoon from June to September foreshadows a good 
performance in agriculture in FY2013. 

Industry growth slowed to only 0.2% in the first quarter of FY2013 as 
performance weakened in all sectors, thus making a negligible contribution 

3.4.1 Supply-side contributions to growth
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3.4.2  Investment, industrial production, 
and exports
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to GDP growth. The mining sector has been in the red for nearly 2 years, 
reflecting little resolution of policy bottlenecks for production and pricing 
that plague coal and natural gas. The 1.2% contraction in manufacturing 
reflected continued shrinkage in the output of capital goods and consumer 
durables, indicating weak investment and consumer discretionary demand. 
Supply-side bottlenecks related to fuel availability hampered electricity 
generation, which slowed to just over 3%. Meanwhile, construction growth 
was, at 2.8% in the quarter, half that of a year earlier. 

The industrial slowdown and weak recovery in the advanced 
economies have dragged on the service sector, with growth stagnating at 
just over 6% in the past 3 quarters. Expansion in trade, hotels, transport, 
and communication services, which account for more than a quarter of 
GDP, slumped to 3.9% in the first quarter of FY2013 as industry weakened 
and consumer spending dried up. Community, social, and personal 
services grew by a robust 9.4%, and was a key driver of the expansion—
without it GDP growth  would have slipped below 4%. 

A declining trend in wholesale price index inflation continued in 
the first quarter of FY2013 but was reversed in June as food and fuel 
prices began a climb that continued through August, when inflation 
reached 6.1% (Figure 3.4.3). Food prices came under pressure in large 
part because weather had disrupted vegetable supplies. Core inflation in 
the index, however, continued to moderate to 2.1% in August, reflecting 
weak demand and pricing power that forced firms to absorb higher input 
costs caused by currency depreciation. While consumer price inflation 
has edged below 10%, its persists at elevated levels mainly because a much 
higher weight is accorded to food. 

After reducing key policy interest rates by 125 basis points between 
April 2012 and May 2013, the Reserve Bank of India (RBI), the central 
bank, was unable to lower rates further. Indeed, in July 2013, the RBI had 
to implement exceptional temporary tightening to discourage currency 
speculation after a marked weakening of the exchange rate. It tightened 
by sharply raising its marginal standing facility rate by 300 basis points 
to 10.25% and restricting bank access to its liquidly adjustment facility, 
from which banks borrow at the RBI’s main policy rate of 7.25%, the 
repo rate (Figure 3.4.4). These steps pushed short-term money market 
rates up toward 10.25%, thus raising banks’ lending rates and tightening 
credit conditions. In its September policy review, the RBI partly rolled 
back some of the tightening introduced in July by cutting the marginal 
standing facility rate to 9.5% and easing reserve requirement modalities. 
It raised the repo rate, however, to 7.5%, signaling its commitment to 
containing inflation and inflation expectations.

Banks’ asset quality indicators have deteriorated over the past 2 years 
as the economy has slowed. Nonperforming loans and restructured assets 
had more than doubled to around 10% of all loans by March 2013, from 
just over 4% in March 2009 (Figure 3.4.5). The banking system has come 
under stress from tighter liquidity, shrinking margins, and the worsening 
risk of corporate loan defaults. After nearly 3 years of credit growth 
outpacing that of deposits, the gap between the two has closed. Loan 
growth has moderated on weak credit demand and banks have become 
more risk-averse in their lending as their balance sheets deteriorate.

3.4.3 Inflation
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3.4.4 Policy interest rates
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3.4.5 Nonperforming and restructured loans
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Revised data indicate that the central government’s fiscal deficit 
was 4.9% of GDP in FY2012, lower than the 5.2% reported in ADO 2013. 
The deficit is targeted to narrow further to 4.8% of GDP in FY2013, 
mainly on account of lower subsidies and higher tax and disinvestment 
revenue. However, trends for the first 4 months of FY2013 suggest rising 
fiscal pressures, with the deficit reaching 62.8% of the annual target by the 
end of July, significantly above the 4-year average of 42.5%. Corporate tax, 
customs, and excise duty collections weakened by decelerating economic 
activity have, combined with higher refunds, caused revenue growth to 
trail expectations. A volatile stock market and weak investment sentiment 
have forced a delay in planned sales of public corporation stocks, slashing 
disinvestment receipts to less than 5% of the original target. Government 
expenditure, on the other hand, has grown at a faster clip than originally 
planned, even as a weakening currency has raised obligations for fuel and 
fertilizer subsidies.

The rupee depreciated by nearly 20% from the start of the year 
through the end of August, somewhat deeper than the depreciation 
endured in several other large emerging markets (Figure 3.4.6). External 
and domestic factors both contributed to the loss in the currency’s value. 
While investors’ fears of an imminent tapering by the US Federal Reserve 
of its quantitative easing triggered a sell-off of emerging market assets, 
the outsized impact in India was driven not only by its large current 
account deficit but also by domestic factors, including large budget 
subsidies, inflation, and the perception that the revival of growth needed 
to win back foreign and domestic investors will be delayed. 

The current account deficit has steadily worsened to reach a historic 
high of $88 billion, or 4.8% of GDP in FY2012, driven by the merchandise 
trade deficit increasing to $196 billion and some plateauing of remittances 
and information technology exports that in the past substantially offset it. 
Large gold imports, higher imports of coal and scrap iron, and dwindling 
iron ore exports due to stalled mining projects have exacerbated the 
country’s trade deficit, which was already under strain from large oil 
imports. Gold imports jumped to about 2.5% of GDP in the past 2 years, 
doubling their share in just a few years as the current account deficit 
soared.

In a bid to rein in the current account deficit in FY2013 to a targeted 
$70 billion, or 3.8% of GDP, the government has introduced additional 
taxes and duties to curb imports of gold and gold jewelry and other 
luxury goods. It has also introduced incentives to encourage exports. 
While these measures have had little time to work, merchandise exports 
expanded by 3.9% during April–August while imports grew by 1.7%, 
limiting the trade deficit in the first 5 months of FY2013 to $73.4 billion—a 
$1.3 billion improvement over the same period in FY2012 (Figure 3.4.7). 

Financing the large current account deficit was a major challenge in 
FY2012 and the first half of FY2013. While net direct investment inflows 
in the first 4 months of FY2013 were at $8.7 billion, higher than in FY2012, 
net portfolio inflows were depressed by global investors’ midyear pullback 
from emerging markets. Foreign institutional investors took $5.8 billion 
out of the country from April to August 2013, as a $7.1 billion bond selloff 
overwhelmed only $1.3 billion in net inflow into equities (Figure 3.4.8). 
Outflows ebbed markedly after June, and data for the first 3 weeks of 

3.4.6 Exchange rate performance
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3.4.7 Trade indicators
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3.4.8 Capital flows
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September show a net inflow of $1.6 billion. Official foreign currency 
assets in the first 5.5 months of FY2013 fell by $12.5 billion to $247.2 billion, 
while total international reserves including gold amounted $275.4 billion 
(Figure 3.4.9). 

To attract additional foreign capital inflows, the government 
has raised caps for foreign investors in the debt market and reduced 
withholding taxes on interest, further liberalized foreign direct 
investment norms, raised caps in external commercial borrowing 
guidelines, allowed public sector units to issue bonds, and permitted oil 
companies to borrow from overseas. In addition, the RBI has encouraged 
banks to mobilize new nonresident Indian bank deposits and to borrow 
from abroad for funding by creating favorable swap facilities. These 
measures attempt to apply additional debt inflows from new sources as 
a quick fix to a volatile international capital market. However, it will 
be necessary to accelerate efforts to eliminate fiscal imbalances and 
structural reforms to sustainably reduce the current account deficit, while 
encouraging greater foreign direct investment to obtain more durable 
sources of foreign savings.

Foreign portfolio outflows, exchange rate depreciation, and monetary 
tightening pushed stock prices down by nearly 15% from late May to their 
low in August, with some banking stocks particularly affected (Figure 
3.4.10). Prices strengthened in September in response to a broad set of 
policy initiatives announced by the RBI and the government and to the 
decision by the US Federal Reserve on 18 September to defer its tapering 
of quantitative easing.

India’s external debt stood at $390 billion in March 2013, up from 
$345 billion in March 2012. Several vulnerability indicators such as the 
ratio of short-term debt to total debt, and of international reserves to total 
debt, have deteriorated but remain above accepted norms.

Prospects
Prospects for FY2013 and FY2014 outlined in ADO 2013 were based on an 
improved outlook for the global economy, a normal monsoon, further 
fiscal consolidation, continued monetary easing, and the resolution 
of some structural bottlenecks. This Update takes into consideration 
somewhat slower growth in some advanced markets and important 
emerging ones, limited progress on fiscal consolidation, the reversal of 
monetary easing to tackle a depreciating currency, and limited progress 
on advancing structural policy reform. 

Economic recovery will have to be led by improved investment and 
consumption. Announcements of new investment projects have fallen 
from a high of Rs5.4 trillion in the first quarter of FY2010 to below 
Rs1 trillion in the first quarter of FY2013 (Figure 3.4.11). Moreover, 
deterioration in asset quality could make banks more risk-averse in 
project lending, thereby tightening financing constraints for future 
investments. On the positive side, regulatory clearances from the Cabinet 
Committee on Investment for several very large infrastructure projects 
in power supply, roads, and railways should help the investment cycle to 
begin to turn around in the second half of FY2013.

3.4.9 International reserves
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3.4.10 Stock price indexes
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A weak currency, mounting inflationary pressures, and diminished 
employment prospects will continue to impinge on growth in consumer 
demand. Various surveys point to households becoming gloomier and 
consumer confidence continuing to sag in urban areas. However, strong 
growth in agriculture expected in FY2013 may boost rural consumption.

Policy headroom to stimulate investment and consumption continues 
to be limited in the short term. The buildup of fiscal pressures will force 
the government to stop spending at the pace witnessed in the first quarter 
of FY2013 to avoid risking significant fiscal slippage. Public consumption 
is thus likely to be curtailed during the rest of the year. At the same 
time, the monetary tightening introduced in July and slightly eased 
in September is unlikely to be eliminated in the remaining months of 
FY2013, as inflationary pressures are likely to build with the pass-through 
of higher costs from a depreciating currency, fuel prices raised to curtail 
subsidies, and elevated food prices.

The RBI’s industrial outlook survey points to continued deterioration 
of sentiment related to production, capacity utilization, and exports. The 
crucial business expectation index dropped by 3.5% in the first quarter of 
FY2013, touching its lowest point in the past 3 years (Figure 3.4.12). Other 
surveys similarly point to weakening sentiment. The manufacturing and 
services purchasing managers’ indexes reported by HSBC Markit slipped 
into contraction during July–August 2013, their lowest readings since 
2009, indicating further weakening of demand growth and a likely GDP 
growth slowdown in the second quarter of  FY2013 (Figure 3.4.13). 

Services oriented toward exports, such as software and business 
services, are likely to benefit from a depreciated currency and could witness 
a pick up in business growth in the second half of FY2013 and in FY2014.

A favorable monsoon and a low base should help agriculture grow at 
a robust rate. Total sown area under cereals, pulses, oilseeds, and cotton 
in mid-September was higher than in the previous year. However, robust 
agricultural growth will be unable to offset the slowdown in industry, so 
the GDP growth forecast for FY2013 is revised down to 4.7% from 6.0% 
in ADO 2013. Growth in FY2014 is expected to strengthen moderately 
to 5.7% on improved global prospects and monetary easing as currency 
pressures abate. Elections and a new government coming into power 
in early FY2014 could resolve uncertainty related to the direction of 
economic policies and provide a basis for movement toward dealing with 
major structural issues that hold back investment and growth. 

Wholesale price inflation will continue under pressure for the 
remainder of the fiscal year with some currency depreciation pass-
through, food production issues, and hikes in administered prices, 
especially for fuel. Nevertheless, prices will be held in check by tighter 
monetary policies already in place. Inflation in FY2013 is expected to 
be 6.5%, somewhat lower than the ADO 2013 forecast of 7.2%, owing 
to much weaker growth that has eliminated pricing power and forced 
businesses to absorb higher costs by trimming profit margins. In FY2014, 
inflation is likely to edge higher to 6.8% with the continued need to adjust 
administered prices and somewhat higher growth. A good harvest on the 
back of a healthy monsoon and a more moderate increase in procurement 
prices this year augur well for the prospects of food inflation and should 
help contain consumer price inflation. 

3.4.1  Selected economic indicators (%)
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3.4.12 Industrial outlook survey
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Reining in the fiscal deficit to the targeted 4.8% of GDP will be 
challenging, with success depending critically on buoyant tax and nontax 
revenue and significant reductions in fuel subsidies. Tepid industrial 
activity will make it challenging for customs and excise duty collections to 
meet their targets, while slow growth will hurt corporate tax collections. 
Adverse market conditions are likely to push disinvestment receipts 
lower than originally targeted. While easing crude oil prices and periodic 
increases in domestic fuel prices will help keep fuel subsidies in check, 
a weaker currency has significantly raised the extent of losses on diesel, 
kerosene, and cooking gas, posing a major risk to meeting the subsidy-
reduction target. Accordingly, there is concern that capital spending could 
be cut back to avoid overrunning the targeted fiscal deficit.

The recently passed National Food Security Bill, which entitles around 
two-thirds of the population to subsidized food grain, will put additional 
strain on fiscal expenditure in FY2014 (states are being given 6 months to 
identify eligible households in a fair and transparent manner). This strain 
could be mitigated by reducing other, weakly targeted subsidies. Passing 
the long-delayed legislation on income tax reform and the national value-
added tax on goods and services (the Direct Tax Code and Goods and 
Services Tax bills) would substantially strengthen fiscal fundamentals.

The prospects for global growth remain uneven, as recovery in the 
US and Japan contrasts with sluggish growth in European Union and a 
moderation in the People’s Republic of China. Given the multispeed global 
cycle, a swift pickup in exports looks unlikely. However, a depreciated 
currency and a pickup in growth in some major markets should help 
exports grow at a faster clip than in FY2012, likely at 4% in FY2013 to 
reach $319 billion. A slowing economy, a depreciated currency, and curbs 
on imports of gold and other luxuries will allow imports to contract by 
2.4% to $490 billion. The trend of moderating growth in invisibles over 
the past couple of years poses a risk, but a depreciated currency should 
provide some fillip to software exports and remittances. The introduction 
of an inflation-indexed saving scheme is likely to temper demand for 
gold, which has emerged as an inflation hedge in recent years. The current 
account deficit is likely to moderate to 3.8% of GDP in FY2013, better than 
the 4.4% forecast in ADO 2013.

Improved prospects in advanced economies are expected to help exports 
grow by 8% in FY2014. At the same time an uptick in domestic growth and 
the removal of some of the curbs introduced in 2013 will boost imports by 
6%. The current account deficit is expected to improve to 3.5% in FY2014.  

The measures introduced to curb the current account deficit and 
attract capital flows are likely to ensure adequate financing of the current 
account with little drawdown of foreign exchange reserves. India has 
expanded its bilateral swap agreement with Japan to $50 billion to 
strengthen its backstops. 

The decision by the Federal Reserve Open Market Committee in 
September not to immediately taper its quantitative easing program bodes 
well for stability in international capital markets in the near term. But the 
recent lesson should not be lost: India needs to accelerate fundamental 
structural and fiscal reforms both to avoid risk when the advanced 
countries phase out their easy monetary policies and to realize the 
country’s full economic potential and resume the Indian success story.




