
India

Despite robust overall growth for the year through March 2011 economic momentum slowed, 
reflecting weakening industrial activity and investment. Buoyant exports kept the current account 
deficit moderate, though high and persistent inflation remained worrying. For the current fiscal year 
and relative to the forecasts made in Asian Development Outlook 2011 in April, this Update lowers GDP 
growth, raises inflation, and narrows the current account deficit. Well-managed economic policies 
should be able to maintain the country’s high growth trajectory in the current and next fiscal year.

Updated assessment 
Various macroeconomic headwinds on the economy have intensified 
since the Asian Development Outlook 2011 (ADO 2011) was released in 
April. Although growth strengthened from 8.0% a year earlier to 8.5% in 
FY2010 (ending March 2011), it decelerated sequentially during the year. 
Driven by high global commodity prices and domestic structural factors 
such as shifting dietary patterns, rising income levels, and weaknesses 
in the agricultural supply chain, inflation hovered around double digits, 
despite firm monetary tightening. 

In the world economy, heightened concerns over the ability of the 
eurozone to deal with its sovereign debt and over the slowdown in the 
United States are likely to pull down export growth rates from their 
recent high levels. 

In this fraught environment, the government will want to continue 
its careful calibration of monetary, fiscal, and external policies to 
sustain high growth and bring inflation down.

GDP growth of 7.8% in the fourth quarter of FY2010 and 7.7% in the 
first quarter of FY2011 signaled a slowdown from that in the previous 
4 quarters (Figure 3.4.1). The falloff in overall growth contrasted with a 
strong expansion in agricultural output which, at 6.6% in FY2010, was 
bolstered by a return of normal monsoons (after inadequate rainfall 
in FY2009) and an increase in the net sown area that helped to lift 
foodgrain production to an all-time high of 242 million tonnes.

Industrial growth sputtered in FY2010 (7.9%) because of lackluster 
performance of manufacturing and mining. It began to decelerate in the 
first quarter of FY2010 and continued throughout the year, slipping to 
6.1% in the last quarter and to 5.1% in the first quarter of FY2011. 

A new index of industrial production, however, with a revised base 
year and weights as well as a wider set of goods, paints a somewhat 
stronger picture (Figure 3.4.2). According to this index, industrial 
growth averaged about 8% in both the first and second half of FY2010. 
Yet even this measure shows industrial activity weakening to average 
6.8% in the first quarter of FY2011, compared with 9.7% a year earlier. 
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3.4.2 Growth in industrial production 
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The revised GDP data show that mining stagnated, growth in 
manufacturing fell to 7.2% from 10.6% a year earlier, and construction 
slumped to 1.2% from 7.7%. Thus industry remained the main drag on 
GDP growth in the first quarter of FY2011. 

Moderation of services growth, to 9.4% in FY2010 from 10.1% in 
FY2009, came mainly from a deceleration in government services as the 
impact of FY2009’s fiscal stimulus measures softened. Other subsectors 
such as trade, hotels, and communications, as well as banking and 
finance, remained buoyant. 

On the demand side, private consumption and net exports were the 
main drivers, accounting for nearly three-quarters of growth in FY2010. 
Expansion of the former remained healthy on rising incomes in both 
rural and urban areas. The main cause of faltering growth during the 
year was a slowdown in fixed investment expenditure (Figure 3.4.3). It 
grew by 11.5% during first half, and slowed sharply to average only 3.7% 
in the second, but recovered modestly to expand by 7.9% in the first 
quarter of FY2011. Exports stayed strong, but growth in consumption 
slowed to only 5.7% in the first quarter of FY2011.

Pinpointing the exact causes of this weakness in investment is 
difficult but the following appeared to play a role: structural and policy-
related bottlenecks, including for environmental approvals for some 
large projects and other procedural delays, land acquisition issues, and 
rising interest rates. Aware of the issues, the authorities have introduced 
some policy initiatives to improve the investment climate.

Inflation was the leading economic policy concern in FY2010 as 
persistently high monthly rates averaged 9.6% (Figure 3.4.4). Despite 
a good monsoon, food inflation—though much below its peak—has 
stayed near 10%, pointing to deficiencies in systems of production, 
procurement, and distribution. 

The high cost of food production also reflected rising rural 
wages and higher prices for fodder, diesel, electricity, and fertilizer. 
The government has raised minimum support prices of agricultural 
commodities to compensate for these higher costs, but this in turn 
raises food inflation. In a longer perspective, the rising incomes of 
recent years and a concomitant shift in diet from coarse grains to fruits, 
vegetables, milk, and protein-rich commodities have added to food price 
pressures, in the absence of a strong supply-side response. 

Firming global prices have also contributed. With cereals, the 
spillover has been minimal as these prices are driven by domestic 
supply conditions and government policies, but for most intermediate 
and capital goods, global price increases have been transmitted to 
Indian prices, adding to cost pressure on manufactured products. The 
pass-through of higher crude oil prices, however, has been limited by 
administered price intervention, but even then, June 2011 saw domestic 
retail prices raised for diesel (9%), kerosene (20.4%), and liquefied 
petroleum gas cylinders (14.5%) to mitigate the surging cost of subsidies. 
Since petrol (gasoline) prices are no longer controlled, marketing 
companies have been free to pass on cost increases. 

Inflation for nonfood manufactured products trended upward to 
average over 7% in 2011, well above the 4% historical average. This 
pattern has concerned the Reserve Bank of India (RBI), the central 
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3.4.3 Growth of GDP demand components
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bank, as it suggested not only pass-through of high commodity prices 
but a rise in generalized inflation pressures (including wages), which has 
become entrenched on the supply side, raising expectations of inflation. 

To counter inflation, the RBI tightened monetary policy, raising the 
repo rate 11 times for a cumulative 325 basis points to 8% from March 
2010 to August 2011 (Figure 3.4.5). It also made the repo rate the only 
independently varying policy rate—with the reverse repo rate pegged at 
100 basis points below the repo rate—in an effort to improve monetary 
transmission. Partly for this reason, the RBI instituted additional policy 
review meetings to inform the public more of its aims and actions. 
Rising interest rates, decelerating industrial output, weak retail and car 
sales, as well as access to cheaper borrowing abroad have moderated the 
growth in bank credit in recent months (Figure 3.4.6).

Overall inflation stayed high at 9.2% in July, and nonfood 
manufacturing inflation was 7.5%. Inflation pressures are, however, 
likely to fade in the second half of the fiscal year as commodity prices 
are expected to stabilize and as the lagged impact of higher lending 
rates on demand comes into play. Still, further monetary tightening is 
likely necessary if the RBI is to achieve its goal of taking inflation down 
to 7% by end-FY2011. 

Strong growth in merchandise exports and an increase in the 
invisibles surplus helped to narrow the current account deficit to 2.6% 
of GDP in FY2010 from 2.8% the year before (Figure 3.4.7). Driven 
by engineering goods, petroleum products, and gems and jewelry, 
merchandise exports leaped by 37.4% to reach $250 billion in FY2010; 
merchandise imports rose by 26.7% to $381 billion. 

The strong performance of exports continued into FY2011, as they 
climbed by 53.8% during April–July. Imports were up by 37.8% in this 
period. These high rates are not expected to be sustained in the rest of 
FY2011: the low base effect will fade and weaker demand from Europe 
and the US will likely be felt. 

The capital account improved from $51.8 billion in FY2009 to 
$57.3 billion in FY2010, but was characterized by weak foreign direct 
investment (FDI), volatile portfolio flows, and increased reliance on 
private borrowing (Figure 3.4.8). The slowdown in FDI may have 
reflected international factors such as sovereign debt crises and the 
weak US recovery, but domestic issues including difficulties in land 
acquisition, environmental clearances, and the slow pace of liberalizing 
certain sectors such as retail and insurance appeared more important. 

The first quarter of FY2011 witnessed a welcome pickup in FDI with 
inflows more than doubling from the same period in FY2010. Portfolio 
investment, however, was much lower, apparently reflecting the 
souring sovereign debt and fiscal prospects for the US and Europe, and 
increased risk aversion.

Foreign exchange reserves grew by $25.8 billion in FY2010 to 
$305 billion (Figure 3.4.9). About one-half of this gain came from 
an overall balance-of-payments surplus and the rest from valuation 
changes. Reserves climbed by $14.3 billion to $319 billion in the first 
4 months of FY2011.

Measured by the nominal effective exchange rate, the rupee has 
remained broadly stable since July 2010. It appreciated against the US 

3.4.8 Decomposition of capital flows
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3.4.7 Balance-of-payments indicators
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3.4.5 Monetary policy indicators
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3.4.6 Credit growth to the private sector
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dollar but weakened against the euro, pound, and yen. Despite such 
stability, high inflation led to an appreciation in the real effective 
exchange rate of 3.5% from August 2010 to July 2011. 

Stock market prices have slipped from their November 2010 high, 
but the market, though volatile, has stayed resilient (Figure 3.4.10). 
Slower sales and higher costs appear to have eroded corporate margins 
in April–June. 

In FY2010 much better than expected revenue from the one-time 
sale of telephone spectrum helped to reduce the central government 
deficit to 4.7% of GDP (revised from 5.1% of GDP given in ADO 2011). 
The deficit is targeted to fall further to 4.6% in FY2011, on expenditure 
restraint and stronger revenue (Figure 3.4.11). 

Yet government finances for the first quarter of FY2011 show both 
revenue and expenditure targets under pressure, and the deficit was 
wider than the previous year’s. Revenue growth was hit by the cut in 
duties on crude oil and petroleum products, and by the shift of most 
planned disinvestment offerings to the second half of the year. 

On the expenditure front, the budget had envisaged a decline in 
the subsidy bill that will be difficult to achieve given higher food, fuel, 
and fertilizer import prices. In a bid to meet the deficit target the 
government has announced some austerity measures. It is also mulling 
widening the service tax net.

Prospects 
April’s ADO 2011 forecasts for FY2011 and FY2012 were based on various 
assumptions, including continued recovery in industrial economies, oil 
prices averaging around $104 in 2011 and $112 in 2012, steady growth 
in world trade, normal monsoons, continued monetary tightening, and 
adherence to fiscal consolidation. The main differences in assumptions 
now are relatively slower growth in industrial economies in 2011 (with 
growth picking up in 2012), lower than expected growth in world trade, 
and higher oil prices in 2011 (with slight moderation in 2012). 

Although private consumption is likely to remain buoyant on the 
back of rising income, government consumption growth is expected 
to remain subdued given the emphasis on fiscal consolidation. Higher 
interest rates will undermine demand in some of the interest-sensitive 
sectors such as automobiles and housing. Slower than previously 
forecast growth in industrial economies will also affect exports.

Recovery in investment is critical for the economy to return to a 
high-growth path, yet the sharp slowdown in the pace of announced 
investment in the last 3 quarters of FY2010 points to subdued 
investment at least in the first half of FY2011 (Figure 3.4.12). There are 
some signs of policy momentum to deal with longstanding issues that 
have weakened the investment environment. These include resolving 
certain environmental approvals, clearing a number of coal areas for 
mining by the private sector, and moving forward on consideration of 
allowing FDI in multi-brand retail. Also, a number of bills are likely 
to be introduced or approved in Parliament over the year, including 
on critical issues such as land acquisition and food security. These 
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3.4.11 Fiscal indicators
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3.4.1 Selected economic indicators (%)
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3.4.9 International reserves
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initiatives would help to bolster investment activity and growth, though 
any lift they provide will likely be marginal through FY2012. 

Sectorally, it might be difficult for agriculture to repeat the high 
growth of FY2010, which was buoyed by a low base. A normal monsoon 
could help agriculture achieve growth of around 3%–4%. However, 
a slightly lower than average monsoon during July and August 2011 
and less than average rains forecast for September 2011 pose a risk. 
Nevertheless, better reservoir positions and conservation initiatives on 
rain water harvesting should mitigate the impact of a weak monsoon. 

Rising interest rates, a slump in investment activity, and escalating 
input costs are likely to crimp industrial growth in the first half of 
FY2011. The weakness in manufacturing is also reflected in some 
surveys. 

The RBI’s Industrial Outlook Survey indicates moderating expectations 
of business conditions in manufacturing for the first half of FY2011 
(Figure 3.4.13). The crucial Business Expectation Index registered a decline 
of 3.5% for the first half of FY2011. Expectations related to a number of 
variables including profit margins, employment, production, and capacity 
utilization are less positive than the previous quarter. 

The HSBC Purchasing Managers’ Index for manufacturing, which 
while denoting an expansion in manufacturing activity, dropped to a 
29-month low in August 2011 (Figure 3.4.14). The somber mood is also 
reflected in a survey conducted by the Federation of Indian Chambers 
of Commerce and Industry, according to which business confidence has 
dropped to its lowest level since FY2008.

Services, in contrast, are expected to grow more robustly. Its 
Purchasing Managers’ Index has been more resilient than for 
manufacturing, reflecting acceleration in new orders. A deeper and 
longer period of low growth in industrial economies than assumed for 
this Update would, however, crimp the large foreign exchange earnings 
of the Indian business services industry. 

Although the rising cost of capital is expected to damp private 
consumption and investment, increased signs of policy momentum 
and higher minimum support prices—by bolstering rural demand—are 
likely to provide a boost. Government consumption is also expected to 
remain muted due to adherence to the fiscal consolidation roadmap. 
Slower than previously forecast growth in the industrial economies will 
also adversely impact exports. 

The Update revises GDP growth to 7.9% in FY2011, somewhat lower 
than 8.2% projected in ADO 2011. Growth in FY2012 is also revised 
downward, from 8.8% to 8.3% due to a longer monetary tightening cycle 
and higher policy rate hikes, than expected earlier. However, improved 
prospects of growth in industrial economies assumed in this Update, 
easing of commodity prices, higher growth of world trade, and easing 
of some of the existing structural bottlenecks should result in growth 
being higher in FY2012 than FY2011.

Inflation is expected to remain elevated in the first half of FY2011 for 
a variety of reasons. These include hikes in fuel prices, which will affect 
inflation directly, as well as through a rise in transport costs of various 
articles, upward revision of minimum support prices, and evidence of 
a wage–price spiral. Given the RBI’s commitment to battle persistent, 

3.4.13 Industrial Outlook Survey
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3.4.12 Announcement of new projects
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high inflation, there will likely be further monetary tightening in the 
remaining months of FY2011 until there is credible evidence of inflation 
trending to the RBI’s target range. 

Inflation should show a downward trend from the latter part 
of FY2011 and through FY2012 because of the likely stabilization of 
international commodity prices, measures taken by the government to 
mitigate agriculture supply-side bottlenecks, and the lagged impact of 
monetary tightening on aggregate demand. In line with this outlook, 
the Update raises projected inflation to 8.5% in FY2011 (from 7.8% 
in ADO 2011), which is then expected to decline to 6.0% in FY2012 
(Figure 3.4.15).

The strong exports growth witnessed in the second half of FY2010 and 
the first quarter of FY2011 is unlikely to persist during the rest of FY2011 
given the slowdown in industrial economies. However, diversification of 
products and markets are likely to ensure exports continue to grow at a 
relatively healthy rate. Though considerably lower than the previous year, 
export growth is seen remaining robust, at 20.5% in FY2011 and 20% in 
FY2012. Imports will maintain higher growth of 23% in FY2011 due to 
elevated commodity prices, before easing to 19.7% in FY2012 as they cool 
off. With invisibles expected to grow at a healthy clip, the current account 
deficit as a share of GDP is expected to marginally deteriorate to 2.8% of 
GDP in FY2011 and further to 3.0% in FY2012 (Figure 3.4.16). 

Capital inflows are likely to cover deficits of this size given the 
attractive interest rate differentials with industrial countries and investor 
interest in India’s strong growth prospects. FDI inflows will be enhanced 
by several large proposals in the oil and gas, metal, and telecoms sectors 
under discussion; by simplification and fast-tracking of the approval 
process; and by relaxation of the rules and a possible increase in the 
foreign ownership ceiling in some key sectors. 

Moreover, attractive global interest rates are likely to induce Indian 
companies to borrow from abroad. An unexpected surge in short-term 
flows could create pressures for the rupee to appreciate, which would 
adversely affect the competitiveness of exports.

Downside risks to the growth forecasts should be flagged. Recovery 
of investment is critical for maintaining high growth and a delay in 
revival of capital formation beyond the second half of FY2011 would 
stunt growth. An elongated domestic interest-rate tightening cycle would 
damp consumption and investment. A poor monsoon would slow growth. 
Finally, a major shock in the external environment would upset the 
forecasts.

3.4.15 Annual inflation
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3.4.16 Current account balance
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