
India

Owing to limited traction from an earlier aggressive easing in monetary policy, more recent countercyclical 
efforts have focused on a public expenditure–led growth strategy. Signs of improvement are now 
emerging in economic activity, private business confidence, and access to external funding, though 
exports remain depressed. In FY2009, a weak monsoon will likely stunt agricultural output. Nevertheless, 
the growth forecasts are revised upward from those made in March, largely because adroit economic 
management has minimized damage and preserved relatively strong expansion of the economy. Although 
the growth strategy is appropriate given global economic weakness, it could prove counterproductive if 
the Government fails in its intention to rein in the large fiscal deficits over the next few years.

Updated assessment
Macroeconomic management remains challenging for India’s policy 
makers. They face a continuing subdued global economic environment 
that has affected the economy mainly through diminished capital flows 
and trade volumes, and eroded investor confidence.

As in most other developing countries, the financial crisis slowed 
economic growth significantly, as reflected in a marked weakening in 
exports and a downdraft in private consumption and investment. GDP 
grew at 6.7% in FY2008 (ended 31 March 2009) compared with 9.0% a 
year earlier. An expansionary fiscal policy underpinned the economy. 
Government consumption expenditure increased by 20.2%, contributing 
almost one third of GDP growth. At the sector level, the downdraft was 
especially evident in an industrial slump in the third and fourth quarters.

GDP growth of 6.1% in the first quarter of FY2009 signaled a 
modest improvement from 5.8% expansion in the previous 2 quarters 
(Figure 3.4.1). The upturn reflected a recovery in industrial growth to 5.0% 
from less than 2% in the previous 6 months. Growth in the large services 
sector slowed to 7.8%, mainly because of slower expansion in social and 
personal services; the other business-oriented subsectors retained their 
momentum.

From the demand perspective, preliminary data indicate that the 
contributions to growth by private consumption and investment as well as 
by government spending fell heavily in the first quarter of FY2009, while 
an unusually large positive contribution came from net exports, primarily 
due to an import slump (Figure 3.4.2).

An important sign that accommodative monetary policies and fiscal 
stimulus have brought the economic slowdown to an end is seen in the 
movement of the industrial production index. The year-on-year increase 
in the index fell to near zero in March and then staged an impressive 
rebound to 8.2% in June 2009, a rate that was essentially sustained in 
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July, according to preliminary reports (Figure 3.4.3). However, subdued 
performance in April and May restricted growth in the index to only 3.9% 
in the first quarter, though the consumer durable goods sector recorded 
robust expansion. Significantly, the upturn in the index was broad-based 
with basic, capital, and intermediate goods registering impressive growth, 
indicating a general revival in activity.

A preliminary analysis based on 3,126 companies shows that their 
net profits climbed by 19.9% in the first quarter of FY2009 from a 2.5% 
increase in the same period of FY2008, apparently mainly due to cost 
savings. The quarter also marked a return of ready access to international 
capital markets. Nearly $4 billion was raised by Indian companies 
through qualified institutional placements and more than $2 billion 
through global and American depository receipts in June–July 2009. 
External commercial borrowing rose by 19% to $1.92 billion in June 2009, 
the highest since September 2008.

Year-on-year wholesale price inflation turned negative (1.6%) in June 
2009, a rate largely unchanged in July (Figure 3.4.4). The latter month’s 
deflation reflected lower fuel prices than a year earlier, even though 
the Government increased domestic prices of gasoline and diesel by 
almost 10% in June. The impact of the fuel hikes was offset by a fall in 
manufactured goods prices to below year-earlier levels. By the October–
December quarter of FY2009, the upward pressure on prices will likely 
exceed the downward pull from the high base of a year earlier. Indeed, 
the authorities expect year-on-year inflation to be 4–5% by March 2010.

A worrying feature of the price structure is that primary commodity 
food inflation remains high at around 7.1%. In addition, a weak monsoon 
(likely to be the worst in 7 years) and droughts in many parts of India 
are stunting food production and so will exert upward pressure on food 
prices in the coming months. The Government expects to cushion the 
weather impact by using its large foodgrain stocks (at 53 million metric 
tons, well above the buffer stock norm) and by importing essential 
commodities. High food prices (with a heavy effect on the poor) in an 
economy operating well below capacity further complicates the monetary 
management required to keep inflation expectations in check.

From October 2008 through April 2009, the Reserve Bank of India 
(RBI) cut its main lending rate, the repo rate, by 425 basis points to 4.75% 
(when it made its last adjustment). It cut the rate for reverse repos—the 
RBI facility that absorbs bank reserves—to 3.25% and lowered the cash-
reserve ratio during this period (Figure 3.4.5). It made no change in policy 
instruments in the July monetary policy review, signaling an end to 
monetary easing. 

The policy measures had a discernible effect on the call money 
market rate, which fell from 10.6% in September 2008 to 3.2% by April 
2009 (a rate maintained through August), and term deposit rates, which 
declined by up to 375 basis points. However, the five largest banks reduced 
benchmark prime lending rates by only 200–225 basis points, from 13.25–
14.0% to 11.0–12.0%, over the same period. 

The RBI has expressed dissatisfaction about the sluggish transmission 
of the changes in policy rates to the changes in the benchmark prime 
lending rates. Bank credit increased by only 1.0% in the first 5 months of 
FY2009, compared with about 3.3% in the year-earlier period. While RBI 
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open market operations have been highly expansionary, banks have used 
the reverse repo facility to park (rather than lend) much of the funding 
that was provided. This situation is indicative of weak demand for credit 
and illustrates a limit on the effectiveness of monetary policy during a 
slowdown in activity.

Reflecting high commodity prices, the budget deficit ballooned in 
FY2008 under the weight of large subsidies for oil, fertilizer, and food early 
in the period, while shortfalls in revenue and the need for fiscal stimulus 
were felt later on as economic growth slowed (Figure 3.4.6). Apart from 
initial payments from a large hike in wages for civil servants stemming 
from the Sixth Central Pay Commission award, the fiscal stimulus 
effort (about 1.5% of GDP) focused on a substantial reduction in indirect 
taxation, social security programs, and rural infrastructure spending.

The revised central government budget for FY2009, presented on 
6 July (following parliamentary elections in May) was prepared against 
the background of a marked slowdown in the domestic economy and the 
global recession. The budget, however, envisaged a recovery in growth to 
7.0% for the fiscal year from 5.8% recorded in the second half of FY2008.

The central government fiscal deficit is targeted to increase to 6.8% in 
FY2009 from 6.0% in FY2008 and from 2.7% in FY2007. Total expenditure 
is planned to rise by 16.1% (to 17.5% of GDP), including large increases 
for public investment in infrastructure, the National Rural Employment 
Guarantee Scheme (which provides 100 days of employment for a member 
of a rural household below the poverty line), and Bharat Nirman—a 
program for rural infrastructure (Figure 3.4.7). Spending priorities 
reflect the Government’s goal to support the rural poor and to accelerate 
infrastructure development while continuing the fiscal stimulus. Off-budget 
outlays are expected to amount 0.2% of GDP in FY2009 compared with 
1.8% a year earlier, as lower commodity prices allow a sharp reduction in 
the cost of support for fuel and fertilizer price subsidies.

The revised budget projects revenue to grow by 12.8%, to 10.5% of 
GDP, but proposes no new major tax changes. Yet a revamp is under way: 
the Government plans to introduce a national goods and services tax on 
1 April 2010 (to replace the multiplicity of central and state indirect taxes 
and rate structures) in efforts to move toward a unified national market 
and to strengthen the revenue base. Separately, the Ministry of Finance 
has proposed for public discussion a significant reform of the direct tax 
system, which would markedly lower corporate and personal tax rates 
while ending a complex web of special exemptions and exclusions. The 
new system is expected to be in effect from 1 April 2011.

The central government deficit (including off-budget financing of 
subsidy programs) is targeted at 7.0% of GDP for FY2009, a decline 
from 8.0% a year earlier and reflecting the fall in off-budget financing. 
Including the state governments, the overall deficit for FY2009 would 
likely be about 10–11% of GDP. While India’s deficits are no wider than in 
some other major economies that have mounted strong countercyclical 
efforts, the Government recognizes that they cannot be sustained as the 
combined federal and state public debt amounted to nearly 73% of GDP at 
end-FY2008. It has announced plans to reduce the federal deficit to 5.5% 
of GDP in FY2010 and to 4.0% of GDP in FY2011, relying on the mooted 
tax changes and a strengthening economy.

3.4.6 Central government deficit
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3.4.7 Central government fiscal indicators
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An expert group “to advise on a viable and sustainable system of 
pricing oil products” was announced at the presentation of the FY2009 
budget. In view of large swings in global oil prices, reform in the present 
administered pricing of petroleum products is essential for control of 
the deficit, sound macroeconomic policies, and the long-term health 
of the domestic petroleum industry. Difficulties in the present system 
were evident in FY2008: off-budget bond issues to fund subsidies to 
oil-marketing companies amounted to 1.3% of GDP in FY2008; and 
state-run upstream companies’ price discounts (for which they were not 
compensated by the Government) amounted to 0.6% of GDP.

The global financial crisis and economic slowdown caused a marked 
deterioration in the external position in FY2008. Monthly exports 
dropped sharply from October 2008 depressing their growth for the 
fiscal year to only 5.4%, while net capital inflows plummeted to about 
$10 billion from nearly $110 billion a year earlier. A drop in imports, 
in part owing to lower oil prices, held the current account deficit to 
$29.8 billion or 2.6% of GDP (1.4% in FY2007). Nevertheless, foreign 
exchange reserves fell sharply by $58 billion (including large valuation 
losses).

Balance-of-payments estimates for the first quarter of FY2009 are not 
yet available. Monthly customs data indicate a bottoming in the falloff 
in trade flows and marked improvements in both net capital inflows and 
foreign exchange reserves. Unlike some other Asian countries, India 
saw little improvement in export performance in the first quarter of 
FY2009. Exports during the first 4 months averaged $12.0 billion, little 
different from the average of the previous 4 months and still about 30% 
below levels seen a year earlier (Figures 3.4.8 and 3.4.9). Still, a steady 
improvement was recorded from the April low of $10.7 billion to July’s 
$13.6 billion. 

Imports weakened after July 2008 with falling oil prices and slower 
economic growth, to touch a low in March 2009 of $15.6 billion. They 
subsequently rebounded to $19.6 billion in July 2009, though they remain 
substantially below year-earlier levels (Figure 3.4.10).

Portfolio investment has recorded a sharp turnaround with a net 
inflow of $8.3 billion in the April–June quarter compared with net 
quarterly outflows in FY2008 that averaged $3.5 billion. Foreign direct 
investment at $7.1 billion in the same quarter essentially maintained the 
previous year’s solid performance. Nonresident Indian deposits have 
been boosted by RBI’s upward adjustments in interest rates for such 
savings. Foreign exchange reserves increased by $12.6 billion in the first 
quarter and to $19.5 billion in the first 5 months of FY2009 (compared 
with a $13 billion fall in the same period the previous year), indicating 
a substantial improvement in the overall balance of payments to date in 
FY2009 (Figure 3.4.11).

Following a downward drift in the rupee during the previous fiscal 
year against the US dollar, the local currency appreciated by about 4.4% 
during the first 5 months of FY2009 to Rs48.8/$1 (Figure 3.4.12). This gain 
reflected renewed capital inflows and the Government’s reelection. As of 
August, in real effective terms the exchange rate was roughly 8% below 
that of a year earlier. While the increase in global investor risk appetite 
augurs well for continued capital inflows, the authorities are likely to 
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3.4.8 Export indicators
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resist further strengthening in the domestic currency given the continued 
weakness in exports.

Following substantial gains over several years, the Sensex, the main 
index of the Bombay Stock Exchange, lost about 60% of its value from 
its all-time high in early January 2008 through about mid-March 2009. 
Subsequently through end-August, the Sensex (and Asian stock markets 
in general) participated in a worldwide rally in equities, and was up by 
about 63% for the year (Figure 3.4.13). Apart from a reduction in risk 
aversion by global investors and an upturn in portfolio investment, 
the market has benefited from a general renewal of Indian investors’ 
confidence based on the country’s ability to handle the global turmoil 
with minimal dislocation (to post the second-highest growth rate for 
a major economy in 2009), a strong consensus on improved domestic 
growth prospects, and nascent signs of recovery in the world economy.

Prospects
ADO 2009 Update’s forecasts for FY2009 and FY2010 are based on five key 
assumptions: monetary conditions will continue to be accommodative; 
agricultural output will be stunted in FY2009 but the domestic food 
supply will remain adequate; oil prices will average about $63 per barrel 
in 2009 and $73 in 2010; nonfuel commodity prices will decline in 
2009 but rise in 2010; and industrial economies will show a moderate 
growth recovery in 2010. The main differences in assumptions between 
this Update and ADO 2009 are a sharper contraction in 2009 for major 
industrial economies; higher than expected oil prices in both 2009 and 
2010; and a steeper decline in world trade volume in 2009 and a sharper 
rebound in 2010.

The positive response to monetary policy adjustments and fiscal 
stimulus as well as a quicker than expected return of capital inflows 
have provided a lift to the domestic economic environment. This rising 
optimism has been reflected in numerous business sentiment surveys 
as well as the Industrial Outlook Survey that the RBI conducted in 
April–May 2009 (Figure 3.4.14). Moreover, the Purchasing Managers 
Index in April changed its signal to expansion after indicating contraction 
in the previous 5 months.

Improved business confidence is primarily attributed to reduced stress 
in financial markets with easing of credit availability; the large fiscal 
stimulus; strong financial performance of the corporate sector in the first 
quarter of FY2009; and expectations of strengthened economic policies 
based on an enlarged and more cohesive coalition majority in Parliament.

The combination of countercyclical fiscal policies and renewed investor 
confidence is expected to sustain growth in private consumption and 
investment in FY2009. The impact of the poor monsoon and drought on 
rural incomes and consumption will be partly offset by various programs 
to aid rural households in the budget and, possibly, by supplementary 
assistance for farmers, which is under study by the Government.

Growth will continue to be driven by government spending but its 
impact in FY2009 will be less than in FY2008 when expenditure and 
the deficit ballooned. GDP growth in the second and third quarters is 
expected to fall below the 6.1% first-quarter expansion because of weak 
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3.4.13 Stock price indexes
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3.4.11 Foreign exchange reserves 
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agriculture, but to recover sufficiently in the fourth to post a 6.0% annual 
expansion. This is an upward revision from 5.0% in ADO 2009 but 
still represents a slowing from the 6.7% expansion in FY2008. Normal 
rainfall in FY2010, a pickup in exports (as the recession ends in industrial 
economies), and strengthened investor confidence are now projected to 
lift GDP growth to 7.0% in FY2010.

The Update revises inflation to average 2.5% in FY2009, a percentage 
point below that projected in ADO 2009, reflecting the high base of the 
wholesale price index in FY2008 and unforeseen weakness in prices 
for manufactured goods. However, these factors are expected to fade in 
the second half and, with greater pressure on food prices, year-on-year 
inflation is expected to climb to 4–5% by end-FY2009. No change is made 
in the FY2010 forecast for inflation.

Weak global demand will continue to weigh on exports, though some 
strengthening in the second half of FY2009 is expected. That should 
limit their decline for the year to about 5% from the FY2008 level. Weak 
sectors such as apparel have reported a revival in orders, while exports of 
manufactured goods appear to be benefitting from the strengthening seen 
in some industrial countries.

Lower oil imports and growth are expected to compress imports by 
about 5% in FY2009 from the previous year. Moderate improvements in 
software services exports and in workers’ remittances will also help rein 
in the current account deficit, which is expected to shrink to 1.5% of GDP. 
In FY2010, a moderate upturn in global oil prices and a renewed thrust 
in manufacturing growth are expected to push import growth higher, 
leading to a wider current account deficit of 2.0% of GDP.

Apart from the global uncertainty, the key downside risk to the 
outlook emerges from financial crowding out of private investment. This 
issue is most likely to arise in FY2010 and underscores the need for the 
Government to concretize its plans to undertake fiscal adjustment. There 
is also a risk that domestic food price inflation may create a dilemma for 
monetary management in the second half of FY2009 as RBI seeks to keep 
inflation expectations in check but not to choke off a fragile recovery. 

There must be revival in private investment spending, which is highly 
sensitive to credit conditions, so that fiscal stimulus can be throttled 
back without jeopardizing a recovery and a quickened pace of growth. 
The late monsoon rains may fill water reservoirs to an adequate level to 
ensure a reasonable winter crop, aiding RBI. For the longer term, further 
structural reforms in agriculture and the food distribution system are 
needed to improve efficiency, lower costs, and alleviate price pressures.

3.4.14 Industrial Outlook Survey
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