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THE ANNUAL REPORT ON THE WORKING OF THE RESERVE BANK OF INDIA
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PART ONE: THE ECONOMY: REVIEW AND PROSPECTS

I ASSESSMENT AND PROSPECTS

1.1 The Indian economy continued to perform
well during 2007-08, although the growth moderated
marginally. This was the third year in succession when
the Indian economy achieved a growth rate of 9 per
cent and above. This was the highest average growth
rate achieved during any three year period in the
history of independent India. During each of the last
three years, the growth rate of agriculture was well
above the trend growth rate with foodgrains
production touching a new high in each of the last
two years. Industry also registered robust growth with
the growth rate in the previous year being in double
digits. Services exhibited double digit growth in all
the three years. Although the Indian economy has
been generally performing well in the post-reform
period, the performance during the last three years
was indeed noteworthy and it was second only to
China among the major countries.

1.2 The improved performance in the last three
years was the result of the well thought out and
calibrated reforms pursued in the various sectors
during the last one decade and a half. The high
growth rate was underpinned by a distinct
improvement in the saving and investment rates
mainly on account of a turnaround in the public
sector saving rate and improvement in the corporate
sector saving rate along with the sustained high
saving rate of households. Under the rule-based
fiscal consolidation programme, public sector savings
witnessed a turnaround underpinned by a steady
increase in the tax-GDP ratio and steady
improvement in savings of non-departmental

undertakings. This enabled a narrowing of public
sector saving-investment gap in recent years, thereby
releasing greater resources for the private sector.
The significant financial restructuring of the corporate
sector and consequent reduction in the overall debt-
equity ratio has had a significant impact on the
profitability of the corporate sector and its savings.
Household savings have been high traditionally in
India and their contribution to overall savings has
remained steady in recent years. Improved savings
and generally comfortable financing conditions from
the domestic and international capital markets drove
the private investment rate above 10 per cent of GDP
beginning from 2004-05. Thus, improved corporate
and public sector finances have played a critical role
in the steady increase in both the overall saving and
investment rates to new peaks for the fourth year in
succession in 2006-07. Another major driver of the
growth process has been improved levels of
productivity as reflected in the stable and low
incremental capital-output ratio. While studies show
that both industry and services have recorded
productivity gains, such gains have been more
pronounced in respect of the services sector.
Productivity gains in industry and services emanated
from increased use of technology, reorientation of
processes, increased capacity utilisation and
continued restructuring of the corporate sector.

1.3 The slight moderation in growth in 2007-08
in comparison with 2006-07 was mainly due to some
adverse developments in the second half of the year.
Growth decelerated sharply in advanced industrial

*: While the Reserve Bank of India’s accounting year is July-June, data on a number of variables are available on a financial year basis, i.e.,
April-March, and hence, the data are analysed on the basis of the financial year. Where available, the data have been updated beyond
March 2008. For the purpose of analysis and for providing proper perspective on policies, reference to past years as also prospective

periods, wherever necessary, has been made in this Report.
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economies in the last quarter of 2007 mainly on
account of turbulence in the international financial
markets. Domestic inflation, which was well below the
projections till December 2007, started hardening
from January 2008, both on account of supply side
pressures such as the one-off increase in domestic
petrol and diesel prices, continuous hardening of
prices of petroleum products that were not
administered, rise in prices of wheat and oilseeds
and adjustment in steel prices, and increased
demand side pressures. Concerns over slowdown
in growth in relation to earlier expectations
encouraged central banks in many advanced
countries to reduce their policy rates. The resultant
rise in liquidity led to a search for higher yields. India
with strong macroeconomic fundamentals attracted
large capital flows during 2007-08, driven by external
commercial borrowings, portfolio flows and foreign
direct investment (FDI) inflows. Capital flows
significantly higher than the current account deficit
(which widened on account of strong import demand
and rise in crude oil prices) and hardening of inflation
necessitated continuation and reinforcement of pre-
emptive monetary policy actions to dampen
excessive demand pressures, while providing a
conducive environment for continuation of the growth
momentum.

1.4 The short-term growth prospects are now
faced with several downside risks, both global and
domestic. Global economic conditions have
worsened with the growth in major advanced
economies decelerating and inflation hardening. In
India, headline industrial growth after a sustained
expansion that began in 2003-04 moderated from
September 2007. Growth in the services sector has
also showed some signs of moderation mainly due
to somewhat lower growth in the financial and
construction sub-sectors. Inflation has hardened
further even though the pass-through of the rise in
international crude oil prices remains incomplete.
Finances of the Government are under some stress
on account of several factors such as increased
pressures from olil, fertilisers and food subsidies, the

farm loan waiver scheme and the hike in wages
following the implementation of the Sixth Pay
Commission recommendations.

1.5 Notwithstanding some downside risks to
macroeconomic activity in the short run, the medium
to long term prospects continue to remain robust.
The structural factors underpinning the growth
process continue to be as robust as before. The rise
in saving and investment rates and gains in
productivity experienced in recent years are likely to
be sustained. Public finances, despite some
underlying pressures, have remained broadly on
track so far as prescribed under the fiscal rules. The
improvement in State finances, in particular, in recent
years is encouraging. There has been a sharp
improvement in the profitability, asset quality and
soundness parameters of the banking sector. As a
result, the banking sector has developed resilience
and is better equipped to intermediate funds
efficiently than before. The balance sheets of the
corporate sector have also strengthened significantly
over the years. On the external sector front, although
India’s current account deficit has been widening,
its robust macroeconomic fundamentals have also
facilitated some capital inflows even during periods
of heightened global uncertainty.

1.6 Although the medium to long-term prospects
remain robust, there is a need to persist with the
reform efforts in all sectors of the economy to realise
the full potential of the economy. Structural
weaknesses, which have resulted in stagnation in
productivity in agriculture, need to be addressed,
particularly when food inflation is rising globally. For
improving the industrial performance, it is necessary
that infrastructure constraints are removed,
particularly in electricity and energy as also roads,
ports, airports, and urban and rural infrastructure.
While services have remained the main driver of
growth, measures are needed to step up efforts in
the area of education at all levels, which would help
absorb unemployed youth, especially in the rural
sector, and at the same time help address the skill
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shortages in the labour force that are emerging. In
the fiscal sector, issues of subsidies on fuel, food
and fertilisers need to be addressed urgently. In the
external sector, the gradual process of fuller capital
account liberalisation that is underway needs to
continue. In the financial sector, keeping in view
progress in reforms in real and financial sectors,
further reforms need to be carried forward drawing
appropriate lessons from the turbulence in the
international financial markets, while addressing
challenges in the context of inclusive growth and
financial inclusion.

ASSESSMENT OF 2007-08

1.7 Real GDP growth was placed at 9.0 per cent
during 2007-08, moderating from 9.6 per cent
recorded during 2006-07 and 9.4 per cent during
2005-06. However, it was still significantly higher than
the average of 7.8 per cent achieved during the Tenth
Plan (2002—-2007). Also, this is the first time since
1950-51 (from which the official data are readily
available) that the Indian economy recorded a growth
of 9.0 per cent or above for three years in succession.
Moderation in 2007-08 was spread across several
sub-sectors of industry and services, while the
agricultural sector registered improved growth.

1.8 Growth in agriculture and allied activities
recovered from 3.8 per cent in 2006-07 to 4.5 per
cent in 2007-08, which was higher than the average
growth of 4.0 per cent targeted for the Eleventh Plan
(2007-2012). The overall foodgrains production was
also estimated to touch an all-time peak of 230.7
million tonnes, underpinned by above normal and
well distributed South-West Monsoon. Record high
levels were touched by all foodgrains, led by pulses,
coarse cereals and rice. Among non-food crops,
oilseeds and cotton touched their peak levels, with
the former witnessing a significant increase.

1.9 The industrial upturn, which started in April
2002 and peaked by the end of 2006-07, moderated
during 2007-08. In terms of index of industrial
production (IIP), industrial growth decelerated from
11.5 per cent in 2006-07 to 8.5 per cent in 2007-08.
Manufacturing growth (9.0 per cent) was lower than

that in the preceding three years. According to the
use-based classification, industrial growth
decelerated across all the sectors during 2007-08
with a marked slowdown in the consumer goods
sector. While growth in non-durables segment
decelerated, the consumer durables segment
witnessed a fall in production, particularly in respect
of items for which consumer preferences have shifted
towards new products. The capital goods sector
continued to record a strong growth of 18.0 per cent
during 2007-08 on the back of strong investment
demand. The growth of core infrastructure industries
at 5.6 per cent slowed down from the high growth of
2006-07, reflecting deceleration in all industries,
barring coal.

1.10 The services sector continued to record
double digit growth for the third successive year,
notwithstanding some moderation (to 10.7 per cent
in 2007-08 from 11.2 per cent in 2006-07). The
sector benefited from rise in tourism, retail trade
boom, improved performance of railways and civil
aviation, surge in exports of business process
outsourcing and information technology (IT) enabled
services, and higher demand for real estate. While
‘trade, hotels, transport and communication’ and
‘community, social and personal services’ continued
to be buoyant, construction activity moderated to
single digit growth after posting double digit growth
for the preceding four years, reflecting rise in input
costs, capacity constraints in steel and cement
sectors limiting the availability of key raw materials,
and slow down in the real estate segment. Financial
sector activity also witnessed some deceleration.

.11 The strengthening of economic activity in the
Indian economy in recent years has been
underpinned by a steady upward trend in the saving
and investment rates and improvement in efficiency
of capital use. The savings rate increased from 26.4
per cent of GDP in 2002-03 to 34.8 per cent in
2006-07, while the investment rate rose from 25.2
per cent to 35.9 per cent. The average saving and
investment rates at 31.4 per cent of GDP each during
the Tenth Plan were the highest in any of the five
year Plan periods. This trend was maintained during
2007-08, the first year of the Eleventh Five Year Plan,
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as gross fixed capital formation increased by 1.4
percentage points to 33.9 per cent of GDP.

1.12 As the sustained economic growth was
accompanied by a decline in population growth, the
average real per capita income growth rose from 3.3
per cent during the Ninth Plan (1997-2002) to 6.1
per cent during the Tenth Plan (2002—-2007), which
was the highest growth achieved during any Plan
period. The poverty ratio (based on uniform recall
period) also declined from 36.0 per cent in 1993-94
to 27.5 per cent in 2004-05. Employment growth
(based on current daily status) accelerated from 1.25
per cent per annum during the period 1993-94 to
1999-2000 to 2.62 per cent during the period
1999-2000 to 2004-05. However, with the labour
force expanding at a faster pace, the incidence of
unemployment based on current daily status rose
from 7.31 per cent in 1999-2000 to 8.28 per cent in
2004-05.

1.13 Growth in money supply (Ms) decelerated
marginally from 21.5 per cent during 2006-07 to 20.8
per cent during 2007-08. Of the major components,
buoyancy in time deposits continued during
2007-08, albeit there was some moderation in the
last quarter of the year. Time deposits continued to
grow at a robust rate, albeit somewhat lower than
the last year, driven by strong economic activity,
higher interest rates on bank deposits and availability
of tax benefits under Section 80C for bank deposits.
Demand deposits grew at a higher rate than in the
previous year, with much of the expansion taking
place in January and February 2008, when there
was also increased volatility in the equity market. On
the sources side, growth of bank credit moderated
marginally during 2007-08, after three consecutive
years of strong expansion. Demand for bank credit
was broad-based with agriculture, industry and retail
sectors absorbing 11 per cent, 43 per cent and 12
per cent, respectively, of the incremental expansion
in overall non-food credit during 2007-08. Growth of
credit to sectors such as commercial real estate
remained high (year-on-year growth of 38 per cent
at end-March 2008). Banks’ SLR! investment, as a
proportion of their net demand and time liabilities

(NDTL), was 27.8 per cent at end-March 2008, almost
the same level as at end-March 2007. Net foreign
assets remained the key driver of reserve money.
The Reserve Bank continued to actively modulate
market liquidity conditions through the liquidity
adjustment facility (LAF), open market operations,
issuance of securities under the market stabilisation
scheme (MSS) and use of cash reserve ratio (CRR).

1.14 Headline inflation, after easing up to an
intra-year low of 3.1 per cent in mid-October 2007,
increased subsequently to 7.7 per cent by end-March
2008, partly reflecting supply-side pressures on key
agricultural commodities such as rice, wheat,
oilseeds/edible ails, increase in iron and steel prices
in line with international prices, partial pass-through
of international crude oil prices to domestic prices
and continued demand pressures. The increase in
domestic primary food prices, however, was of a
significantly lower order (6.5 per cent) compared with
an increase of 45.3 per cent in international food
prices, on a year-on-year basis, in March 2008. This,
to an extent, reflected the impact of domestic supply-
augmenting measures. International oil prices
reached new peaks during 2007-08. The price of
the Indian basket also increased by over 60 per cent
in rupee terms between February 2007 (when
domestic prices were last cut) and March 2008.
However, domestic mineral oil prices increased by
only 9.3 per cent, year-on-year, at end-March 2008,
reflecting the restricted pass-through in the case of
domestic petroleum products. While domestic prices
of petrol and diesel witnessed a one-off upward
adjustment in February 2008 (3-4 per cent), after a
gap of almost a year, non-administered petroleum
products prices hardened (39-42 per cent) in tandem
with international crude prices. Domestic iron and
steel prices increased, reflecting higher domestic
demand as well as firm global prices, while prices of
non-ferrous metals declined in response to sharp
correction in international prices from their peaks in
May 2007. Consumer price inflation, which had eased
up to January 2008, increased subsequently mainly
due to increase in food and services prices. Various

1 Refers to investment in SLR securities as notified in the Reserve Bank notification DBOD No. Ref. BC. 61/12.02.001/2007-08 dated February

13, 2008.
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measures of consumer price inflation at 6.0-7.9 per
cent in March 2008 were placed lower as compared
with 6.7-9.5 per cent a year earlier.

1.15 The upsurge in inflation in India occurred at
a time when global commodity prices were volatile
and at historically elevated levels and central banks
in advanced and emerging economies alike were
articulating heightened inflation concerns.
Consequently, there were concerns that demand
pressures, which had remained reasonably
somewhat contained, were being coupled with supply-
side pressures and, if not temporary in view of global
demand-supply imbalances, could impact domestic
inflation significantly. Accordingly, in order to contain
inflation and inflationary expectations, the Reserve
Bank continued to take pre-emptive monetary
actions in a calibrated manner in line with the evolving
monetary and liquidity conditions. While leaving the
liquidity adjustment facility (LAF) rates unchanged
during the year, the Reserve Bank increased the cash
reserve ratio by a further 150 basis points during
2007-08. The Government also took various fiscal
measures during 2007-08 in the form of reduction in
customs duties and restrictions on exports of few
essential commodities to augment domestic supply
and check price spirals, especially in food items. In
order to address the supply-demand mismatches on
an enduring basis, the minimum support prices for
key crops were also raised to encourage production.

1.16 The Central Government’'s provisional
accounts for 2007-08 continued to reflect its formal
commitment of staying on course with the path of
fiscal consolidation under the Fiscal Responsibility
and Budget Management (FRBM) Rules, 2004.
Gross fiscal deficit (GFD) and revenue deficit, as
percentages to GDP, at 2.8 per cent and 1.2 per
cent, respectively, in 2007-08 (provisional accounts)
were lower by 0.7 percentage point each than those
in 2006-07. The fiscal correction during 2007-08,
thus, turned out to be higher than the minimum
reductions of 0.3 per cent and 0.5 per cent (relative
to GDP) for GFD and revenue deficit, respectively,
stipulated per year under the FRBM Rules, 2004.
Furthermore, the provisional accounts continued to

show an improvement in primary surplus during
2007-08, reflecting containment of non-interest
expenditure below the non-debt receipts. The
reduction in deficit indicators was enabled by buoyant
revenue growth and improved expenditure
management. The gross tax/GDP ratio maintained
the upward trend to reach 12.5 per cent in 2007-08
(provisional accounts). Expenditure management
efforts focussed on moderating non-plan
expenditure, while increasing plan expenditure.
Capital outlay, however, continued to remain at a low
level of 1.5 per cent of GDP. In this regard, it is
noteworthy that the Centre continued to incur extra-
budgetary liabilities on account of oil, food, fertiliser
and special State Bank of India bonds issued during
the year aggregating to 0.8 per cent of GDP (lower
than around 1 per cent during 2006-07), of which
special bonds to oil companies as partial
compensation for their under-recoveries were 0.4
per cent of GDP (lower than that of around 0.6 per
cent of GDP during 2006-07).

.17 The consolidated fiscal position of the State
Governments in 2007-08 (revised estimates)
reflected further progress towards fiscal correction
and consolidation in line with their respective Fiscal
Responsibility Legislation (FRL). The consolidated
revenue account surplus was placed at 0.5 per cent
of GDP in 2007-08 (revised estimates), thereby
continuing the surplus position achieved in 2006-07
(accounts) for the first time after 1986-87. In all, 23
States reported revenue surplus during the year, one
year ahead of the target for achieving the revenue
balance by 2008-09 as prescribed by the Twelfth
Finance Commission (TFC). The improvement in the
revenue account resulted from higher increase in
revenue receipts over the budgeted level, aided by
higher devolution and transfers from the Centre,
while the States’ own tax revenue declined marginally.
The State Governments substantially increased
capital outlay, especially for irrigation and flood
control, transport and water supply and sanitation.
The consolidated gross fiscal deficit (GFD) of States
based on revised estimates was marginally lower
than the budgeted level. Eleven States managed to
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bring down the ratio of GFD to Gross State Domestic
Product (GSDP) to less than 3 per cent, two years
ahead of the TFC target. The financing of GFD
underwent a compositional shift with the State
Governments witnessing a sharp decline in accruals
under National Small Savings Fund (NSSF), thereby
resorting to higher market borrowings. The recourse
to Ways and Means Advances (WMA) by the State
Governments was higher during 2007-08 as
compared with the previous year. The State
Governments, however, continued to maintain high
level of surplus cash balances.

1.18 Global financial markets withessed turbulent
conditions during the most part of 2007-08 as losses
on US sub-prime mortgage loans escalated into
widespread financial stress, raising fears about
stability of banks and other financial institutions. The
crisis in the sub-prime mortgage market gradually
deepened and spilled over to markets for other
assets. The surge in demand for liquidity, coupled
with growing concerns about counterparty risk, led
to unprecedented pressures in major inter-bank
markets. Apart from taking action at an individual
level, central banks in advanced economies also
initiated collective measures in a collaborative
manner to ease liquidity stress in financial markets,
reflecting the ongoing globalisation of financial
markets. Concerns about slowdown in the real
economy propelled a broad-based re-pricing of
growth risk by the end of 2007. Equity markets in
advanced economies remained volatile during the
most part of the year, while those in emerging market
economies (EMEs) declined sharply from January
2008. Long-term government bond yields in
advanced economies softened, reflecting flight to
safety by investors and easing of monetary policy in
the US. In the currency markets, the US dollar
depreciated against major currencies. In contrast to
the previous episodes of broad-based asset market
weaknesses, EMEs proved to be more resilient than
those in advanced industrial economies.

1.19 Financial markets in India remained, by and
large, orderly during 2007-08, barring the equity
market, which witnessed occasional bouts of volatility

during the second-half of August 2007, second-half
of December 2007 and beginning of the second week
of January 2008 broadly in tandem with trends in
international equity markets. The primary market
segment of the capital market, which had witnessed
increased activity till early January 2008, turned
subdued thereafter due to volatility in the secondary
market. Over the year, as a whole, however, the
equity market registered further gains. Brief spells
of volatility were observed in the money market on
account of changes in capital flows and cash
balances of the Central Government with the Reserve
Bank. After the withdrawal of the ceiling on reverse
repo acceptances under the liquidity adjustment
facility (LAF) in August 2007, interest rates in
overnight money markets moved broadly in the
reverse repo and repo corridor for the most part of
the year. Collateralised money market rates remained
below the call rate during the year. Yields in the
government securities market softened during the
large part of the year.

1.20 India’s balance of payments remained
comfortable during 2007-08. Merchandise trade
continued to exhibit robust growth during 2007-08.
According to the Directorate General of Commercial
Intelligence and Statistics (DGCI&S) data, the growth
of merchandise exports and imports accelerated to
25.8 per cent and 29.0 per cent, respectively, during
2007-08 as compared with 22.6 per cent and 24.5
per cent, respectively, in the preceding year. The
growth in exports in recent years has been
underpinned by structural factors like product
diversification towards technology-intensive items as
well as favourable terms of trade in respect of
commodity exports amidst ongoing surge in their
prices globally. India's exports also witnessed
geographical diversification, as a result of which the
share of developing countries in India's exports
increased, while that of developed markets such as
the European Union (EU) and the US declined. The
growth of merchandise imports accelerated in the
wake of an unprecedented rise in international crude
oil prices and continued buoyancy in capital goods
imports. While non-oil imports accounted for about
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67 per cent of the total imports in 2007-08,
petroleum, oil and lubricants (POL) imports continued
to be the single largest component, accounting for
about 33 per cent of India's imports. India's POL
imports grew from US $ 17.6 billion in 2002-03 to US
$ 79.6 billion in 2007-08, largely due to elevated
international prices of crude oil. POL imports
registered a high growth of 39.4 per cent during
2007-08, reflecting largely the price effect, as growth
in volume terms remained relatively low. The 10.1
per cent growth of POL imports in volume terms during
2007-08 was lower than that of 19.3 per cent a year
earlier.

1.21 Overall higher import growth relative to
exports in recent years has resulted in widening of
the trade deficit, on a balance of payments basis,
from US $ 10.7 billion in 2002-03 to US $ 63.2 billion
in 2006-07 and further to US$ 90.1 billion during
2007-08. The trade deficit, as percentage of GDP,
thus widened from 2.1 per cent in 2002-03 to 6.9
per cent in 2006-07 and further to 7.7 per cent in
2007-08. However, the impact of widening of the trade
deficit on the current account was contained by a
rise in remittances from overseas Indians, growth in
software exports and a growth, albeit modest, in
business services. Gross invisible receipts inched
closer to the level of merchandise exports. Net
surplus under invisibles at 6.2 per cent of GDP offset
a large part of the trade deficit, thereby containing
the current account deficit at 1.5 per cent of GDP in
2007-08 as compared with 1.1 per cent in 2006-07.

1.22 Net capital flows to India increased sharply
to US $ 108.0 billion (or 9.2 per cent of GDP) during
2007-08, which were 2.4 times higher than the level
in 2006-07. Capital flows far exceeded the current
account deficit. Both debt and non-debt flows were
higher during 2007-08. Direct and portfolio
investment inflows and outflows increased sharply.
Net foreign direct investment (FDI) inflows to India
increased from US $ 22.0 billion during 2006-07 to
US $ 32.3 billion during 2007-08, while net FDI
outflows rose from US $ 13.5 billion to US $16.8 billion.
During 2007-08, portfolio investment, including FlI
flows, remained volatile. The gross inflows and gross

outflows under portfolio investment, including Fllis,
were of the order of US $ 235.6 billion and US $
206.3 billion, respectively, resulting in a net inflow of
US $ 29.3 hillion during 2007-08 (US $ 3.2 billion in
2006-07). The debt flows (net) amounted to
US $ 42.0 billion during 2007-08 led by external
commercial borrowings, underpinned by increased
financing requirements and arguably by widening of
interest rate differentials. Short-term credit also rose
sharply, reflecting increased import financing
requirements, particularly by oil companies for crude
oil imports. Large net capital flows, which were
significantly higher than the current account deficit,
led to an accretion of foreign exchange reserves,
placing continued pressure on monetary
management. Although India's stock of external debt
rose during 2007-08, debt sustainability indicators
remained at comfortable levels. Foreign exchange
reserves provided a cover of 140.0 per cent to the
stock of external debt at end-March 2008.

1.23 Notwithstanding moderate levels of current
account deficit since the early 1990s, India's current
receipts-GDP ratio increased from 8 per cent in 1990-
91 to 26 per cent in 2007-08, while current receipts
and current payments, combined together, increased
from 19 per cent to 53 per cent. Gross capital inflows
and outflows together constituted 64 per cent of GDP
in 2007-08 as compared with 12 per cent in 1990-
91. All these indicators suggest growing integration
of the Indian economy with the global economy.

1.24 To sum up, the Indian economy continued to
exhibit robust growth amidst growing uncertainties
in the global economy. While there was moderate
deceleration in real GDP growth in industry and
services, the recovery in domestic agriculture
supported the growth momentum, besides helping
in containing inflationary pressures in key agricultural
commodities. The growth momentum was
underpinned by the continued acceleration in savings
and investment rates and by the sustained
productivity growth. The fiscal position of both the
Centre and the States improved, notwithstanding
higher interest payments, subsidies and extra-
budgetary liabilities. Notwithstanding global
uncertainties, growth in merchandise exports and
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imports accelerated during 2007-08, reflecting India's
well diversified foreign trade. While expansion in
aggregate supply capacities alleviated domestic
macro-imbalances during 2007-08 to some extent,
the increased domestic demand spilled over to the
external sector as reflected in the sharp widening of
the merchandise trade deficit. Monetary expansion
remained higher than the indicative trajectory of 17.0-
17.5 per cent in the face of heightened pressures
resulting from excess capital inflows on a sustained
basis in 2007-08. Inflation picked up during the fourth
guarter of 2007-08, necessitating fiscal and
administrative measures by the Government to
augment domestic availability of key commodities as
a first public policy response. The upsurge in inflation
in India, however, occurred at a time when global
commodities prices touched historically elevated
levels and India withessed huge net capital inflows.
Pre-emptive monetary measures were continued to
contain inflation and inflationary expectations.
However, it is critical to note that the monetary policy
responses were calibrated in a manner that could
contain the possible adverse impact of the measures
on the growth momentum of the economy.

OUTLOOK FOR 2008-09

1.25 The global economy has continued to slow
down during 2008 so far mainly due to slackness in
growth in advanced economies such as the US, the
UK and the Euro area. According to estimates of the
International Monetary Fund (IMF), global GDP is
expected to decelerate from 5.0 per cent in 2007 to
4.1 per cent in 2008 and further to 3.9 per cent in
2009. According to the IMF, a mild recession in the
US economy is expected as the housing market
correction continues to exacerbate financial stress.
Although emerging and developing economies have
not been significantly affected so far by financial
market turbulence and have continued to grow at a
rapid pace, economic activity is beginning to
moderate in some countries, including China. Growth
in world trade volume is also expected to moderate
from 6.8 per cent in 2007 to 5.6 per cent in 2008
and 5.8 per cent in 2009.

1.26 During 2008-09 (April-August), global
financial markets have witnessed generally uncertain

conditions. The markets recovered during April-May
2008 in the wake of repeated actions by central
banks individually as also in a coordinated manner.
However, inter-bank money markets, failed to recover
as liquidity demand remained elevated. Central
banks continued to work together and consult
regularly on liquidity conditions in financial markets.
In view of the persistent liquidity pressures in some
term funding markets, the European Central Bank
(ECB), the US Federal Reserve, and the Swiss
National Bank (SNB) announced an expansion of
their liquidity measures in May 2008. Credit markets
were buoyed by a cautious return of risk tolerance,
with the spreads narrowing from the very wide levels
witnessed in the first quarter of 2008. Market liquidity
improved, allowing for better price differentiation
across instruments. The stabilisation of financial
markets and the emergence of a somewhat less
pessimistic economic outlook also contributed to the
turnaround in the equity markets. Government bond
yields rose mirroring the developments in the credit
and equity markets. Growing perceptions among
investors that the impact from the financial turbulence
on real economic activity might turn out to be less
severe than was anticipated also improved investor
confidence. Although the US Fed kept the policy rate
unchanged in its meetings held on June 25, 2008
and August 5, 2008, in view of the inflation outlook
remaining highly uncertain, it resolved that it would
continue to monitor economic and financial
developments and would act as needed to promote
sustainable economic growth and price stability.
Financial markets came under stress again in June
and early July 2008 as concerns mounted about the
losses and longer-term profitability of two US
mortgage companies. In order to further enhance
the effectiveness of its existing liquidity facilities, the
US Federal Reserve announced a package of
measures on July 30, 2008 which included:
(i) extension of the Primary Dealer Credit Facility
(PDCF) and the Term Securities Lending Facility
(TSLF) through January 30, 2009; (ii) introduction
of auctions of options on US$ 50 billion of draws on
the TSLF; (iii) introduction of 84-day Term Auction
Facility (TAF) loans as a complement to 28-day TAF
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loans; and (iv) increase in the Federal Reserve's
swap line with the ECB to US$ 55 billion from US$ 50
billion in May 2008. In association with this change,
the ECB and the SNB also adapted the maturity of
their operations. Equity markets recovered
somewhat from end-July 2008 reflecting incipient
decline in the crude oil prices.

1.27 Going forward, the overall balance of risks
to the short-term global growth outlook remains tilted
to the downside with growth in advanced economies
expected to fall well below the potential. A critical risk
comes from the ongoing financial market turbulence,
and its possible ramifications for the health of the
financial system as a whole. Interaction between
negative financial shocks and domestic demand
particularly through the housing market remains a
concern for the United States and to a lesser degree
for Western Europe and other advanced economies.
The emerging market and developing economies,
which have not been seriously impacted so far by
the financial market turbulence, are expected to
provide some cushion to the global economy. On
the other hand, globally, inflation has risen
considerably from its level a year ago in advanced
economies and EMEs alike. Higher and more volatile
prices of food, energy and other commodities such
as metals have imparted a significant upside bias to
inflation and inflation expectations across the world,
leading to additional complexity in the conduct of
monetary policy at a time of severe financial stress.
The resurgence of inflationary pressures has also
exacerbated the concerns regarding slowdown in
economic activity through their impact on real
disposable incomes and consumers' purchasing
power. Furthermore, as monetary policy may be
tightened to modulate demand due to increasing
global concerns relating to inflation and inflation
expectations, emerging markets are likely to witness
some moderation in their growth momentum too. The
outlook on capital flows to the emerging markets
remains uncertain. The massive injections of liquidity
that have been made by central banks in advanced
economies in recent months to assuage financial
market turbulence could lead to large capital flows
to the EMEs. On the other hand, in the event of

abrupt change in global sentiments, or monetary
policy actions, the possibility of reversal of capital
flows can also not be ruled out. While EMEs have
remained resilient so far, there is uncertainty as to
how long, and to what extent the divergence of growth
performance between advanced economies and
EMEs will persist in future.

1.28 According to the latest forecast by the India
Meteorological Department, the rainfall during South-
West Monsoon season (June to September 2008) is
likely to be 100 per cent of normal, with a model error
of +/-4 per cent. The cumulative rainfall during the
season so far (up to August 13, 2008), has been 2
per cent above normal as compared with 5 per cent
above normal in the corresponding period of the
previous South-West Monsoon season. Although, in
comparison with last year's monsoon the spatial
distribution has not been as satisfactory, by and
large, monsoon conditions have been favourable so
far in large parts of the country. Deficient/scanty
rainfall in some regions, however, could affect the
prospects of some crops. As on August 7, 2008, the
total live water storage of 81 major reservoirs was
37 per cent of the full reservoir level (FRL), which
was lower than the last year (57 per cent) and also
lower than the average of 40 per cent for the past
ten years. The sowing of kharif crops has been
progressing with the area coverage (as on August
8, 2008) under rice showing a significant increase.
However, the area coverage in respect of pulses,
sugarcane and cotton declined.

1.29 Industrial production growth during April-June
2008 at 5.2 per cent was lower (10.3 per cent growth
a year ago) mainly on account of a slowdown in the
manufacturing growth (to 5.6 per cent from 11.1 per
cent a year ago) and electricity growth (to 2.0 per
cent from 8.3 per cent a year ago). In terms of
use-based classification, the slowdown was reflected
in all the sectors, including that in the capital goods
sector, which had performed exceedingly well during
the previous few years. The capital goods sector
recorded a growth of 6.5 per cent during April-June
2008 (19.1 per cent during April-June 2007). The
growth of core infrastructure industries was placed
at 3.5 per cent during April-June 2008 as compared
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with 6.3 per cent a year ago, with all the industries
witnessing deceleration, barring coal.

1.30 Available information on lead indicators of
services sector activity presents a mixed picture.
While growth in tourist arrivals, revenue earning
freight traffic of the railways and export cargo
handled by civil aviation accelerated during
2008-09 (up to May/June), growth decelerated in
respect of some other indicators such as cargo
handled at major ports and civil aviation. Some
deceleration was also observed in respect of growth
rates of commercial vehicles production, and cement
and steel during April-June 2008, which are the lead
indicators of transportation and construction,
respectively.

1.31 The Central Government proposed to
strengthen the fiscal consolidation process as
stipulated under the FRBM Rules, 2004 by budgeting
the revenue deficit and gross fiscal deficit (GFD) at
1.0 per cent of GDP and 2.5 per cent of GDP,
respectively, during 2008-09. The gross tax-GDP
ratio was budgeted at 13.0 per cent during 2008-
09. The targets relating to fiscal deficit were set to
be achieved as per the mandate, while those relating
to revenue deficit were rescheduled primarily on
account of a conscious shift in plan priorities in
favour of revenue expenditure-intensive
programmes and schemes and systemic rigidity in
non-plan expenditure in the short term, particularly
arising from committed and obligatory expenditure
such as interest payments, pensions, salaries and
defence. The ongoing reforms and fiscal correction
initiatives would continue to support domestic
demand and investment, both of which are the main
drivers of growth in GDP. During the current financial
year (April-June 2008), the Central Government's
revenue deficit and GFD were at 1.4 per cent of GDP
and 1.6 per cent of GDP, respectively, which were
lower than those during the same period of the last
fiscal year. In absolute terms, while the fiscal deficit
was lower by Rs.26,278 crore during April-June 2008,
the primary deficit was lower by Rs.27,916 crore. It,
however, may be noted that the GFD and primary
deficit during April-June 2007 included the capital
expenditure to the tune of Rs.35,531 crore incurred
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by the Government on account of purchase of the
Reserve Bank's stake in State Bank of India (SBI).
After adjusting for the SBI related transaction, the
GFD and primary deficit for April-June 2008 were
higher by Rs.9,253 crore and Rs.7,615 crore,
respectively, than GFD and primary deficit during
April-June 2007. Adjusted for SBI related transaction,
GFD, as percentage of budget estimates, at 64.6
per cent in April-June 2008 was higher as compared
with 50.9 per cent in April-June 2007. Tax collections
grew by 28.4 per cent during April-June 2008 as
compared with the first quarter of the last fiscal year
to reach 2.1 per cent of GDP, while Plan expenditure
rose from 1.0 per cent of GDP to 1.2 per cent of
GDP during the same period. Non-tax receipts also
increased over the corresponding period a year ago.
During 2008-09, gross and net market borrowings
(up to August 14, 2008) amounted to 54.5 per cent
and 57.8 per cent, respectively, of the full year
estimates as compared with 51.5 per cent and 50.6
per cent, respectively, a year ago. The weighted
average maturity of dated securities during
2008-09 (up to August 14, 2008) at 15.21 years was
higher than 14.32 years during the corresponding
period of the previous year. During the same period,
the weighted average yield increased to 8.72 per
cent from 8.24 per cent.

1.32 The State Governments budgeted for higher
consolidated revenue surplus during 2008-09 than
that in the previous year, which would facilitate a
reduction in the GFD to 2.1 per cent of GDP from
2.3 per cent during 2007-08. The increase in
revenue surplus would result primarily from higher
revenue receipts. Capital outlay would be maintained
at 2.7 per cent of GDP in 2008-09 (BE) as in the
previous year. The State Governments budgeted to
maintain the ratio of development expenditure at 10.5
per cent during 2008-09 as in the previous year. In
all, 25 State Governments have budgeted revenue
surplus for 2008-09, the final year of the TFC target
of eliminating revenue deficit. Furthermore, as many
as 17 State Governments budgeted GFD-GSDP ratio
at 3 per cent or less, a year ahead of the TFC target.
The achievement of the TFC targets ahead of the
recommended schedule by a number of State



ASSESSMENT AND PROSPECTS

Governments reflects strong growth in tax revenues,
both States' own and devolution from the Centre,
and higher grants-in-aid. While States have been
able to scale up capital outlay, there has been some
rationalisation of revenue expenditure during the
Fiscal Responsibility Legislation (FRL) period. The
financing pattern of GFD would undergo a
compositional shift with a decline in accruals under
the NSSF. As a result, the market borrowings would
emerge as the major source of financing of GFD.
The State Governments continued to maintain a high
level of cash surplus during 2008-09 (up to July), as
reflected in their investments in intermediate and
auction Treasury Bills.

1.33 Expansion of money supply (Ms), (y-0-y), as
on August 1, 2008 (19.6 per cent) was lower than a
year ago (21.8 per cent), but higher than the
indicative projection of 17.0 per cent? set out in the
First Quarter Review of Annual Statement on
Monetary Policy (July 2008). Growth of aggregate
deposits decelerated due to deceleration in both
demand and time deposits. Growth in bank credit,
on the other hand, accelerated with growth in non-
food credit of scheduled commercial banks (SCBs),
y-0-y, placed at 26.2 per cent on August 1, 2008 as
compared with 23.5 per cent a year ago. Accordingly,
incremental credit-deposit ratio of SCBs rose to 86.0
per cent from 67.2 per cent a year ago. Investments
in SLR securities by SCBs were at 27.0 per cent of
their net demand and time liabilities as on August 1,
2008 (27.8 per cent at end-March 2008) as
compared with 28.6 per cent a year ago. Growth of
reserve money, y-o-y, as on August 15, 2008 at 31.1
per cent (24.3 per cent adjusted for the first round
impact of increases in the CRR) was higher than 24.1
per cent (14.2 per cent adjusted for the first round
effect of increases in CRR) a year ago.

1.34 Headline inflation firmed up further to 12.6
per cent on August 9, 2008 from 7.7 per cent at end-
March 2008 (and 4.2 per cent a year ago), partly
reflecting the impact of another round of upward
revision in the prices of administered petroleum

products such as petrol (11.2 per cent), diesel (9.8
per cent) and LPG (13.9 per cent®) as well as
increase in prices of freely-priced petroleum
products. Prices of non-administered petroleum
products increased in the range of 19-56 per cent
over end-March 2008 as compared with an increase
of around 30 per cent in international crude oil (Indian
basket) prices between March 2008 and July 2008.
As a result, fuel group inflation hardened to 18.0
per cent, year-on-year, on August 9, 2008 in contrast
to a decline of 2.0 per cent a year ago.

1.35 Apart from fuel prices, the intermittent but
sharp increases in basic metals prices in line with
international trends, along with iron ore prices were
the other major factors that have contributed to
inflation during 2008-09 so far. Manufactured
products’ inflation hardened to 10.9 per cent on
August 9, 2008 from 7.3 per cent at end-March 2008
(and 4.7 per cent a year ago) which, apart from
metals, was due to increase in the prices of edible
oils and oil cakes as well as recent firming up of
textiles prices, which reflected, to an extent, the
continued hardening in the prices of inputs such as
oilseeds and raw cotton. The increases in the prices
of fertilisers as well as machinery and machinery
tools have also contributed to the hardening of
manufactured products inflation. The generalised
increase in manufactured products inflation suggests
the persistence of demand pressures and the
existence of supply inelasticities. Primary articles
inflation firmed up to 11.8 per cent on August 9, 2008
from 9.7 per cent at end-March 2008, driven by the
hardening of vegetables, raw cotton and oilseeds
prices. Various measures of consumer price inflation
were placed higher (7.3-9.4 per cent) in June/July
2008 than those in March 2008 (6.0—7.9 per cent).

1.36 Going forward, there are some upside risks
to inflation. While the freely-priced petroleum
products have been adjusting continuously, the
administered petroleum product prices have been
revised upwards only twice since February 2007.
Thus, the prices of freely priced petroleum products

2 The indicative projection for money supply for 2008-09 was revised from 16.5-17.0 per cent set out in the Annual Policy Statement
(April 2008) to 17.0 per cent in the First Quarter Review (July 2008).

3 The announced LPG price increase was 20.3 per cent in June 2008.
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in India could be expected to move in tandem with
international prices during the rest of the year, while
those of administered products, barring kerosene
and LPG to an extent, may necessitate some upward
revision. As against the almost 134 per cent increase
in prices of international crude oil (Indian Basket)
from US $ 56.6 per barrel in February 2007 to
US $ 132.3 per barrel in July 2008 (127 per cent
increase in rupee terms), domestic prices of freely-
priced petroleum products increased by around 87
per cent over the same period. In contrast, however,
administered prices of petrol and diesel have
increased by only about 14 per cent since February
2007. There, thus, remains a large overhang of pass-
through from past increases in international crude
oil prices. As such, any incremental increase in
international crude prices, which at the current
juncture cannot be ruled out even though spot prices
have eased from the peak of around US $ 145 per
barrel in early July 2008 to below US $ 120 per barrel
in August 2008. This scenario will not only result in a
further pass-through to freely-priced petroleum
products prices, but also necessitate upward revision
in administered prices of petrol and diesel as well.
These revisions would push up inflation directly,
besides feeding through the production chain
indirectly. However, the total impact would depend
both on the extent of pass-through to consumers
and the pricing power of firms, on the one hand, and
the potential contraction in aggregate demand due
to comparatively reduced expenditure on other items,
on the other. Furthermore, the extent of such
immediate hardening of inflation would lead to the
build up of inflationary expectations. This, however,
needs to be assessed along with the second round
effects of demand contraction that could have a
moderating influence on overall inflation. Moreover,
the adverse impact may neither be homogenous
across various producing and using sectors nor
instantaneous across sectors. Given the current
structure of the Indian economy, whereby services
constitute the predominant share of GDP, the
adverse impact of fuel price pass-through on the
GDP growth in India, may be somewhat lower relative
to other EMEs.
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1.37 The outlook on international crude oil prices
continues to be uncertain and, if the forecast by the
US Energy Information Administration (EIA) is any
indication, oil prices (WTI) could rise further in future.
Any further increase in international crude prices is
likely to put further pressures on the oil import bill in
view of sustained growth in domestic consumption
demand for petroleum products. There is also a view
that slowdown in global economic activity may
moderate demand and speculation. Accordingly, it
is argued that there is a possibility, albeit remote, of
a drastic reduction in the level of crude prices in the
period ahead. In the event of international crude oil
prices falling below the level up to which pass-through
to domestic petroleum and oil (POL) product prices
has occurred, there could be some easing of domestic
inflation. Similarly, there is also a view that
international prices of other commodities, including
metals could also moderate with the slowing down in
aggregate demand globally. While such moderation
in some global commaodity prices in future cannot be
ruled out, it may be prudent to assume that in all
likelihood, the current elevated levels would continue
in future. However, should oil prices continue to
soften as in recent weeks and domestic inflation
moderate from the current elevated levels to tolerable
levels, the evolving stance of overall macroeconomic
and monetary policy would need to be informed by
such developments. At the same time, if oil prices
continue to remain at an elevated level and
inflationary pressures persist, it is critical to
demonstrate on a continuing basis a determination
to act decisively, effectively and swiftly to curb any
signs of adverse developments in regard to inflation
expectations by enabling an adjustment of overall
demand on an economy-wide basis, particularly in
an environment of limited supply elasticities in the
short run.

1.38 Apart from oil, coal and electricity prices also
pose upside risk to inflation. Although domestic coal
prices have increased moderately during 2007-08,
higher imports at increasingly higher prices could
exert upward pressures on domestic coal prices.
Looking at the past relationship, it is observed that
the pass-through of increase in coal/oil prices into
electricity prices has declined in recent years,
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reflecting above average increase in domestic
production of coal and electricity. However, in view
of the sharp increase in international prices of crude
oil, gas and coal, some pass-through to coal and
electricity prices cannot be ruled out, especially as
more than half of India's energy needs are coal
based. Some hardening of domestic iron and steel
prices, another major driver of inflation, is also
expected on account of rising input costs of iron ore
and coking coal globally, notwithstanding improved
domestic and world steel production. Other metal
prices are expected to ease somewhat in line with
global trends, reflecting the slowing global
manufacturing demand. Pressures from oilseeds/
edible oils/oil cakes prices may continue in view of
lower domestic rabi production and lower than normal
acreage under current kharif oilseeds crop as well
as firm international prices. Furthermore, the
hardening of domestic raw cotton prices in line with
international prices is likely to continue during
2008-09 in view of sharp decline in kharif crop
acreage up to August 8, 2008, which may feed into
textiles prices, as has been observed in the recent
past (the WPI of textiles has increased by almost
12.5 per cent over end-March 2008). Thus,
inflationary pressures from the supply side during
the rest of the year on account of both pass-through
from international prices and domestic demand-
supply imbalances of certain key commodities need
to be carefully assessed.

1.39 At the same time, the surge in inflation also
indicates intensification of pressures on domestic
demand as reflected in continued strength in fixed
investment, growth in monetary aggregates above
the indicative trajectory, rise in incremental non-food
credit-deposit ratio of banks and evolving fiscal
conditions. While capital flows have slowed down, a
possible change in direction of capital flows also
needs to be continuously assessed. Fiscal
developments in the early months of 2008-09
indicate some stress on the financial position of the
Union Government. Growing extra-budgetary
liabilities and enhanced expenditures on subsidies,
loan waivers and salaries in the rest of the year may
warrant close and careful monitoring of fiscal
situation. Fiscal policy generally tends to operate as
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a counter cyclical stabiliser, whereby during periods
of aggregate demand pressures, Government
expenditure is contained and higher revenue is
generated, and during downswing, the government
expenditure is stepped up and the revenue
generation activity is slowed down. However, in India,
rigidity in Government expenditure hinders the
operation of counter-cyclical fiscal policy. In fact,
Government finances in India are under pressure at
a time when the economy is already facing demand
pressures.

1.40 Indian financial markets remained largely
orderly during 2008-09 (up to August 20, 2008). Brief
spells of volatility were observed in the money market
mainly on account of variations in cash balances of
the Central Government with the Reserve Bank and
changes in capital flows. Interest rates in overnight
money markets remained generally consistent with
the informal corridor set by reverse repo and repo
rates. Interest rates in the collateralised segment of
the overnight money market remained below the call
rate. In the foreign exchange market, the Indian rupee
for the most part depreciated against the US dollar
in the wake of hardened oil prices and increased
demand for dollars. Yields in the Government
securities market hardened. The Indian equity
markets witnessed correction until mid-July 2008
amidst high volatility in tandem with trends in major
international equity markets, reflecting the impact of
global factors (apprehensions of global inflation,
slowdown in corporate earnings and hardening of
oil prices) as well as domestic factors (rise in inflation,
higher borrowing costs and slowing industrial
growth). From mid-July 2008, domestic stock markets
recovered reflecting softening of crude oil prices and
increase in the major global equity indices. As on
August 20, 2008, domestic stock market indices,
however, remained below their end-March 2008
levels.

1.41 Growth in merchandise exports accelerated,
while imports showed moderation during the first
guarter of 2008-09 as compared with the first quarter
of 2007-08. According to DGCI&S, merchandise
exports increased by 22.4 per cent during April-June
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2008 (20.4 per cent a year ago). Imports expanded
by 29.8 per cent (38.0 per cent a year ago), led by a
higher growth in oil imports (50.4 per cent as
compared with 23.9 per cent), and while non-oil
imports growth decelerated (20.9 per cent as
compared with 45.1 per cent). The acceleration in
the growth of oil imports reflected mainly the impact
of escalation of international crude oil prices. The
trade deficit widened to US $ 30.4 billion during April-
June 2008 from US $ 21.5 billion during April-June
2007.

1.42 Capital flows have been volatile during 2008-
09 (up to early August 2008). Net capital flows during
2008-09 so far were lower than those in the
corresponding period of 2007-08 mainly on account
of outflows by foreign institutional investors (US $
4.7 billion) during 2008-09 (up to August 8, 2008) in
contrast to net Fll inflows (US $ 10.1 billion) a year
ago. On the other hand, net FDI flows into India were
placed higher at US $ 10.1 billion during April-June
2008 as compared with US $ 5.0 billion during April-
June 2007. The funds raised through issuances of
ADRs/GDRs abroad were also significantly higher
(US $ 999 million) during April-June 2008 as
compared with April-June 2007 (US $ 316 million).
NRI deposits recorded a net inflow (US $ 360 million)
during April-June 2008 mainly due to inflows under
the rupee deposit accounts as against a net outflow
(US $ 446) during April-June 2007. As on August 15,
2008, foreign exchange reserves declined by
US $ 13.5 billion over the end-March 2008 level.

1.43 The Reserve Bank, in its Annual Policy
Statement for 2008-09 (April 2008), placed real GDP
growth in the range of 8.0-8.5 per cent for policy
purposes, assuming that (a) global financial and
commodity markets and real economy would be
broadly aligned with the central scenario as then
assessed; and (b) domestically, normal monsoon
conditions would prevail. In view of the lagged and
cumulative effects of monetary policy on aggregate
demand and assuming that supply management
would be conducive, capital flows would be managed
actively and in the absence of adversities emanating
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in the domestic or global economy, the Statement
noted that the policy endeavour would be to bring
down inflation from the then high level of above 7.0
per cent to around 5.5 per cent in 2008-09 with a
preference for bringing it as close to 5.0 per cent as
soon as possible, while recognising the evolving
complexities in globally transmitted inflation. The
resolve, going forward, according to the Annual Policy
Statement, would continue to be to condition policy
and perceptions for inflation in the range of 4.0-4.5
per cent so that an inflation rate of around 3.0 per
cent became a medium-term objective consistent with
India's broader integration into the global economy
and with the goal of maintaining self-accelerating
growth over the medium-term.

1.44 In the First Quarter Review of the Annual
Statement of Monetary Policy in July 2008, it was
noted that while in the absence of unanticipated
weather adversities, moisture conditions should
support a continuation of the above medium-term
trend growth in agriculture, moderation could persist
in the industrial and services sectors in the short-
term, notwithstanding the still robust momentum in
these sectors. It also noted that according to the IMF,
world GDP growth during 2008 was also expected to
decelerate by close to one percentage point in
relation to 2007 with second round effects on world
GDP growth. Accordingly, it indicated that taking into
account aggregate demand and supply prospects,
for policy purposes, a projection of real GDP growth
of around 8.0 per cent appeared a more realistic
central scenario at the then prevailing juncture,
barring domestic or external shocks. The First
Quarter Review also pointed out that escalation in
inflation had become a global phenomenon and the
increase in inflation in India over the previous year
was not proportionately different from elsewhere.
While the policy actions, according to the Review,
would aim to bring down the prevailing intolerable
level of inflation to a tolerable level of below 5.0 per
cent as soon as possible and around 3.0 per cent
over the medium-term, a realistic policy endeavour
would be to bring down inflation from the then
prevailing level of about 11.0-12.0 per cent to a level
close to 7.0 per cent by March 31, 2009.
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1.45 The stance of monetary policy in 2008-09,
according to the Annual Policy Statement, would be
governed by the evolution of inflationary pressures
from escalated and volatile food and fuel prices,
which were common to both global and domestic
economy with some elements of contagion. Overall,
relative to the global economy, the Statement
observed that there was less uncertainty about the
prospects for the Indian economy. The moderation
in growth in the Indian economy was likely to be lower
in comparison with the global economy, which was
likely to witness a significant slowdown in growth.
Accordingly, domestic factors would continue to
dominate the policy setting, with the emphasis on
inflation expectations so as to maintain the hard-
earned gains in terms of both outcomes of India's
growth momentum and positive sentiment. While the
demand pressures persist in India and investment
demand continues to be strong, the supply response
could be expected to improve further alongside a
build up of additional capacities. Therefore, critical
to the setting of monetary policy would be the
anchoring of expectations relating to both global and
domestic developments. Accordingly, the overall
stance of monetary policy in the Annual Policy
Statement was stated broadly to ensure a monetary
and interest rate environment that accorded high
priority to price stability, well-anchored inflation
expectations and orderly conditions in financial
markets while being conducive to the continuation
of the growth momentum.

1.46 The First Quarter Review, while reiterating
the Annual Policy stance for 2008-09, noted that there
was an urgent need for monetary policy to address
aggregate demand pressures, which were strongly
in evidence, by continuing with measured responses
on an ongoing basis, in a timely manner. Various
measured responses beginning September 2004,
which had moderated early signs of overheating that
emerged in 2006-07, would continue to work in
conjunction with supply side measures to bring down
inflation to more acceptable levels in the near future.
Consistent with the stance of monetary policy and
on the basis of incoming information on domestic
and global macroeconomic and financial
developments, the Reserve Bank continued with its
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policy of withdrawal of monetary accommodation. In
view of the progressive build up of underlying
inflationary pressures, monetary policy recognised
the need to smoothen and enable the adjustment of
demand on an economy-wide basis so that inflation
expectations were contained.

1.47 Accordingly, the Reserve Bank continued
taking monetary tightening measures during
2007-08 (April-March) and 2008-09 (up to August).
The cash reserve ratio (CRR) was increased by 150
basis points in three phases during 2007-08 from
6.0 per cent to 7.5 per cent. The CRR was raised by
50 basis points in two stages of 25 basis points each,
effective fortnights beginning April 14, 2007 and April
28, 2007. This was followed by another hike of 50
basis points to 7.0 per cent with effect from the
fortnight beginning August 4, 2007. The CRR was
further raised by 50 basis points to 7.5 per cent
effective from the fortnight beginning November 10,
2007. During 2008-09 (up to August 2008), the
Reserve Bank further raised the CRR by 150 basis
points in four phases to 9.0 per cent. The repo rate
under the liquidity adjustment facility (LAF) was
increased by 25 basis points effective June 12, 2008
and further by 50 basis points to 8.5 per cent effective
June 25, 2008 and further to 9 per cent effective
July 30, 2008. Thus, the cumulative increase in the
CRR and the repo rate was 450 basis points and
300 basis points, respectively, since September
2004. This consistent and calibrated approach of
measured monetary policy tightening reflected the
Reserve Bank's clear commitment to the
maintenance of price and financial stability, while
maintaining the growth momentum at desired levels.

1.48 To sum up, going forward, apart from global
risks, outlook for the Indian economy is also
contingent upon unfolding of domestic risks. While
industrial and services sector activity has moderated,
the outlook for agriculture would continue to depend
upon the progress of monsoon. The outlook for
domestic food prices depends crucially on the
behaviour of agricultural production. Imports can be
used only to a limited extent to meet shortfalls in
domestic production. In the short run, output largely
depends on seasonal conditions (level and intra-
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seasonal distribution of rainfall) and their regional
pattern. Inflation risks have increased sharply and
appear to be persistent. While inflationary pressures
seem common to both advanced and emerging
market economies, including India, with some
elements of contagion, there is less uncertainty about
the growth prospects of the Indian economy in
comparison with other economies. Unlike the global
economy, which is expected to slow down significantly,
the Indian economy is likely to witness a slight
moderation in the growth which continues at an
elevated level. The conduct of monetary policy in
the context of bringing down inflationary pressures
is, however, getting complicated by global
developments and domestic demand pressures.

REAL SECTOR

Agriculture

1.49 The ongoing surge in global prices of major
food items, which began in 2006, has significant
implications for the domestic agricultural sector and
overall macroeconomic and financial stability. Global
prices in July 2008 (y-o-y) for several food items such
as rice (140 per cent), wheat (38 per cent), oilseeds
(40-77 per cent), edible oils (34-68 per cent) and
sugar (33 per cent) were significantly higher than
their levels prevailing a year ago. Reflecting the
sustained uptrend, the food price index (compiled
by the IMF), which had increased by 10.5 per cent in
2006 and 15.2 per cent in 2007, rose sharply by 40
per cent, year-on-year, in July 2008, surpassing the
levels previously witnessed in the late 1980s. On the
demand side, apart from increase in consumption,
driven by growth in population along with its dietary
shifts, income, globalisation and urbanisation, the
growing diversion of food for non-food uses such as
bio-fuel production in the wake of surge in oil prices
also contributed to food inflation. According to the
IMF, rising corn-based ethanol production accounted
for three-fourth of the increase in global corn
consumption during 2006-07, which not only drove
corn prices but also prices of other food crops.
Arresting this diversion would be contingent upon
(a) future correction of policies that continue to
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encourage the use of food for biofuel production;
(b) advancement of technological development that
enables viable 'second generation' biofuel
production based on cellulosic feed stocks instead
of food and feed crops; and (c) the future course of
oil prices. Internationally, on the supply side, land
and water constraints, underinvestment in rural
infrastructure, lack of access to inputs, and weather
disruptions have impaired productivity growth in
agriculture and the needed production response.
Inventory levels of those major food crops, whose
production levels have not kept pace with rising
demand growth in recent years, declined to levels
last seen in the 1970s. Consensus is emerging about
the absence of adequate policy incentives for farmers
to increase their supply of food and other agricultural
products to cope with the growing demand.
Furthermore, drought conditions, possibly induced
by climate change, in the main producing regions
such as Australia and Ukraine also caused shortfalls
in the production. Bad weather led to poor global
wheat harvest for the second consecutive year in
2007, which bid up wheat prices, and created
spillovers into other crops through substitution
effects. Elevated oil prices increased production costs
of food commodities and drove up transportation
costs, thereby hindering production response to high
output prices. Finally, in the wake of financial market
turbulence, reductions in policy rates particularly in
the US and investors' search for newer and safer
assets, could have promoted financialisation of
commodity trade by making inventory holding
remunerative, thereby inducing greater volatility in
food prices.

1.50 Food prices have also hardened in India in
recent times. However, the increase in wholesale
prices of various crops in India such as rice (7 per
cent), wheat (5 per cent), oilseeds (18 per cent) and
edible oils (17 per cent) at end-July 2008 over end-
July-2007 was of a much lower order in comparison
with the increase in global food prices. Scaling of a
new peak in foodgrains production and significant
improvement in procurement have resulted in
comfortable stocks in the current period, thereby
containing undue spurts in food prices in India. At
the same time, some concerns have also arisen
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relating to agriculture production. The performance
in agriculture continues to be essentially monsoon-
driven. The per capita availability of cereals and
pulses also declined. The per capita consumption
of cereals declined from a peak of 468 grams per
day in 1990-91 to 412 grams per day in 2005-06,
while that of pulses declined from 42 grams per day
to 33 grams per day during the same period.

1.51 In India, although the share of agriculture in
real GDP has declined below one-fifth, it continues
to be an important sector as it employs 52 per cent
of the workforce. Agriculture growth has remained
lower than the growth rates witnessed in the industrial
and services sectors. These inter-sectoral
differences in the growth performance raise the issue
of differential growth in per capita income of people
engaged in agriculture relative to those employed in
other sectors. Therefore, future policy needs to
ensure greater absorption of labour into industry and
services so that growth in labour productivity and
level in incomes from agriculture can accelerate.

1.52 Stagnation in productivity in agriculture on
the one hand, and growing incomes and changes in
consumption patterns on the other, have led to
demand-supply mismatches in the case of major
agricultural commodities. Boosting agricultural
production, through increase in gross cropped area
(multiple cropping), enhancement in irrigation
coverage and improvement in productivity, has
remained a challenge in the wake of flattening out of
increase in net sown area. Although total irrigation
potential increased from 81.1 million hectares in
1991-92 to 102.8 million hectares in 2006-07 (still
less than three-fourths of the ultimate irrigation
potential), its utilisation was only around 85 per cent.
Over the years, the Government's announcement
of minimum support prices (MSPs) prior to the
commencement of sowing season setting out floor
prices (inclusive of bonus) has intended to incentivise
crop production and facilitated procurement. The
MSPs were revised upwards in 2007-08 over those
in 2004-05 in respect of common paddy (33 per
cent), wheat (56 per cent), moong and urad (23 per
cent each), arhar (14 per cent) and jute (19 per cent).
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Productivity of crops in India, however, remains not
only low relative to other countries, but also shows
large inter-state variations. Furthermore, actual
yields also lag the levels, which could possibly be
achieved through improved practices, as noted by
the Steering Committee on Agriculture for the
Eleventh Plan.

1.53 According to the OECD-FAO Agricultural
Outlook 2007-2016, the global prices of agricultural
commodities are expected to rule much above their
historic equilibrium levels in the next ten years. This
could also have implications for India unless some
concrete measures are initiated to address the issue
of domestic demand-supply mismatches. While trade
and fiscal measures along with imports can address
supply-demand mismatches in the short run, in the
medium to long run, there is a need to ensure that
domestic food management enables maintenance of
adequate levels of buffer stocks. Going forward, the
overall improvement in foodgrains production and
the rise in the level of buffer stocks would assuage
supply shortages, dampen inflation expectations,
economise on imports and fortify food security in the
context of the intensifying food crisis worldwide.
There is, however, a need to carefully avoid the
possible unintended consequences of building up
buffer stocks for market supplies at a time when
demand-supply gaps are already strained, while
ensuring food security and maintaining price stability.

1.54 The long-term solution lies in addressing
structural weaknesses in agriculture such as
exhaustion of yield potential of high yielding varieties
of rice and wheat, unbalanced fertiliser use, low
seeds replacement rate, inadequate incentive
system and post harvest value addition. Lack of yield
growth, limited varietal break-through, decline in
agricultural investment, almost non-existent
extension services and low resilience to moisture
stress, pest infestation and rising input costs,
especially fertilisers and fuel have inhibited
agricultural productivity. Therefore, a comprehensive
agricultural revamp programme needs to be a policy
priority, whereby area-specific high yielding varieties
are developed (particularly for wheat and pulses,
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where domestic production capacity is still
inadequate), area under assured irrigation is
expanded and accelerated technology diffusion is
undertaken through research and extension network.
Furthermore, a regionally differentiated agricultural
strategy needs to be implemented taking into
account local resource endowments, capabilities as
well as constraints.

1.55 Among the recent initiatives to overcome
demand-supply mismatches, the Central
Government launched the National Food Security
Mission (NFSM) up in 2007, which set quantitative
targets for the Eleventh Plan in respect of rice, wheat
and pulses. The Mission's strategy is to bridge yield
gaps in potential areas by introducing modern
technologies and improved agronomic practices.
This would be a significant way forward to meet the
projected additional requirement of about 19 million
tonnes of foodgrains by 2011-12. Second, the State
Governments would also be incentivised to increase
their share of public investment in agriculture and
allied activities during the Eleventh Plan through
Rashtriya Krishi Vikas Yojana, a State Plan scheme,
which was approved in August 2007. Third, the
National Policy for Farmers, 2007 was also approved
by the Government, which would, inter alia, provide
a holistic approach to development of agriculture.
Fourth, in order to create an incentive structure to
promote balanced use of fertilisers, the Cabinet
Committee on Economic Affairs (CCEA) on June 12,
2008 approved a nutrient based pricing regime for
all subsidised fertilisers. To ensure easy availability
of fertilisers in all parts of the country, the Cabinet
Committee also approved a uniform freight subsidy
regime for all subsidised fertilisers, which would
facilitate availability of fertilisers in all parts of the
country, especially in areas which are far from the
production facilities and ports by reimbursing freight
on an actual basis.

1.56 Going forward, in order to reap the full
potential in agriculture, greater focus needs to be
placed on modernising the agricultural research
system as success so far has been restricted to
select crops. This is imperative in view of degradation
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of natural resource base, especially depleting
groundwater table with particularly adverse impact
on small and marginal farmers. According to the
estimates of the Planning Commission, public
expenditure on research would need to increase from
the present 0.7 per cent of agricultural GDP to 1.0
per cent by the end of the Eleventh Plan. Second,
although investment rates in agriculture have showed
some increase in recent years, the levels are still
inadequate. Productivity increase in agriculture is
critically contingent on enhanced capital formation,
both from the public and private sectors. Investment
in agriculture as a proportion of GDP needs to be
raised substantially. Third, there is a need to promote
diversification of agriculture towards horticulture and
livestock. Agricultural marketing would be critical for
success of this diversification strategy. Since high
value agriculture is based on perishable
commodities, large investments would be required
in modern methods of grading, post-harvest
management and development of cold storage
supply chains. Fourth, there is need to recognise
the benefits of collective representation of farmers
in the product and credit markets. Agricultural
production is in the hands of a very large number of
relatively small and fragmented holdings. Since most
of farmers access input and output markets on an
individual basis, they are at a great disadvantage
both in terms of access to these markets and the
terms on which they can get inputs and sell their
produce. Creating a legal framework which enables
and encourages the emergence of autonomous
organisations (co-operatives, producer companies)
is essential to improve bargaining power of farmers
generally (and of small and marginal farmers in
particular), thereby strengthening incentives of
faster, more efficient and more equitable growth. In
fact, the legislative and institutional arrangements
appear to inhibit operation of genuine markets, thus
adversely affecting farmers and agriculture as well
as related sectors. Concerted and immediate actions
to remove such bottlenecks in the related markets
are critical. Alegislative framework that enables small
and marginal farmers to establish autonomous
organisations through which they can collectively
access inputs and sell produce, would make the
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market respond more favourably to their needs, and
provide the basis for increased investment in
agriculture. Fifth, it is imperative to ensure the
efficient use of inputs such as water resources, seeds
and fertilisers. Appropriate sets of incentives and
disincentives for enabling such efficient use of critical
and valuable inputs should be very high on the
agenda for meaningful policy response. For this
purpose, farmers, may also be imparted necessary
training by the local administration and research
institutes. Finally, there is a need to recognise that
access to food for a large section of the population
is hindered due to chronic poverty, unemployment
and lack of purchasing power. Nearly half of the
population still suffers from chronic under-nutrition
in the country. Despite significant increase in
agricultural production, goals of self-sufficiency in
food, food security and nutrition at the household
level are yet to be achieved. The medium term
prospects for agriculture — important both for
sustaining rapid growth with price stability and for
the growth of rural employment and incomes —
depends on the realisation of targets of irrigation
and watershed development and developing yield
improving technologies for crops such as oilseeds
and pulses and for rainfed areas. Equally important
are concerted measures to improve the quality of
implementation of these programmes as well as the
functioning of institutions for their continuing
management. These need to be combined with a
pricing policy designed to induce farmers to make
more prudent and economical use of key inputs. The
challenge, thus, lies in continuously working towards
implementing the Government's strategy of faster
and more inclusive growth in its multiple dimensions.
A comprehensive approach broadly on the lines as
described above is most critical at this juncture not
only for assuring price stability but also
simultaneously serving the objectives of equity,
employment-generation and output-augmentation
impacting the welfare of an absolute majority of
families, including the most disadvantaged.

Industry and Infrastructure

1.57 Industrial growth, which accelerated during
the period 2002-03 to 2006-07, moderated in

19

2007-08 reflecting, apart from the base effect, some
slowing down of domestic and external demand.
While manufactured exports recorded a higher
growth of 19.1 per cent during 2007-08 as compared
with 17.0 per cent, a year ago, the performance of
some export-oriented industries with low import
intensity remained subdued. Hardening of crude oil
prices and spike in commodity prices, which form
inputs for the industrial sector, increased the costs
of industrial production. As alluded to earlier, the
deceleration in the consumer goods sector,
particularly durables, was partly contributed by the
decline in production of those items, which have now
become outdated. Shifts in consumption patterns
towards new items, however, are not being captured
comprehensively in the present series of the IIP with
base 1993-94. Thus, the recorded slowdown in the
durables segment could be somewhat overstated.
Furthermore, the industrial sector faced several
supply constraints emanating from the shortages in
the cement and steel sectors, which were reflected
in a spurt in their prices. Other constraints included
industry-specific capacity limitations, inadequate
power availability, transportation bottlenecks and
other infrastructural services, which exerted pressure
on the output.

1.58 A relevant issue in the performance of the
manufacturing sector relates to the input costs,
particularly that of industrial raw materials and
short-term inflation. An upsurge in demand for metals
and minerals, which sustains the industrial growth,
puts an upward pressure on both domestic and
international prices. Fiscal measures in the form of
lower duties and taxes were effected in the Budget
2008-09 to provide some relief from high prices.
However, the medium-term solution lies in improving
the supply response and developing the
infrastructure. The coordinated efforts in this
direction would remove bottlenecks, which hinder the
growth in productivity and result in inefficiency.

1.59 In making the textile industry globally
competitive, especially in the post-Multi Fibre
Agreement regime, the Government has focused on
three areas - stable policy environment,
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modernisation through technological upgradation,
and building of global brands for Indian textiles. In
addition to rupee appreciation, demand conditions
of the importing countries have also affected the
textile exports from India. In order to enable textile
exporters to tide over the difficulties, the Government
announced a set of measures in July 2007 and in
November 2007. For making the Indian textile industry
globally competitive, there is need to focus upon
technology improvements, better product designing
and export diversification.

1.60 The hardening of international crude oil
prices poses a serious downside risk to the
manufacturing sector growth during 2008-09. Higher
oil prices result in rise in transportation cost, which
then raises the cost of production and product prices,
which, in turn, have an adverse impact on overall
demand conditions for the manufacturing sector. In
particular, due to uneven availability of power, many
manufacturing units in India depend on captive power
plants that operate on diesel. The impact of rise in
oil prices could be more severe on these units. The
rise in input costs might also further affect the
consumer durables industry.

1.61 Performance of the infrastructure sector
continues to be an area of concern. The performance
of the electricity sector was adversely affected by
capacity constraints, which were caused, inter alia,
by problems relating to coal and ash handling units,
and water availability, and slow implementation of the
setting up of new power capacities. Such issues
restrained the operationalisation of new units
commercially and hampered power generation in
both thermal and hydro power plants. As
uninterrupted quality power supply is the basic
requirement for industrial development, the Eleventh
Five Year Plan proposes to overcome the current
power deficit of over 9 per cent by the close of the
Plan period. However, the capacity addition
programme of the Government shows that only about
64 per cent of the targeted capacity was added
during the Tenth Five Year Plan (2002-07) in the
power sector. As power is the basic input in almost
all economic activities, project delays in the power
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sector could constrain the ability of the economy to
sustain projected high rates of growth. During
2007-08, about 9,263 MW capacity has been added
as against the target of 16,335 MW. Another 11,000
MW of capacity is expected to be added during 2008-
09. The slow progress in capacity additions has
accentuated the power supply deficits and any
slippage in achieving the targets may worsen the
situation further in the face of increasing demand
for power from industry and other sectors. In this
context, the concerns relating to the performance of
new units and their commercial operationalisation are
being examined by the Central Electricity Authority.
The Union Budget 2008-09 has budgeted to provide
Rs. 800 crore for the Accelerated Power
Development and Reforms Programme in 2008-09.
Furthermore, there is a proposal to create a national
fund for transmission and distribution reforms. One
of the major reasons for deficiency in the availability
of power is the lower user charges, which in many
cases do not reflect the cost of generation and
transmission of power. The need is to adjust the user
charges whereby the power companies find the
generation of power a viable activity. Users are also
likely to be willing to pay the appropriate charges if
they are assured of good quality and uninterrupted
power supply. For instance, according to some
reports, some industrial units in a particular city
agreed to make available excess electricity to the
grid, which, in turn, was made available to consumers
but at a higher price.

1.62 Among the core sectors, the coal sector was
the only exception during 2007-08, which recorded
accelerated growth. While measures have been
initiated to increase the coal production to meet the
growing demand not only from the electricity sector
but also from other utilities, environmental concerns
and issues relating to rehabilitation of displaced
population due to mining activities and construction
of dams also need to be addressed proactively. A
new coal distribution policy seeks to facilitate supply
of assured quantities and quality of coal to various
categories of consumers at pre-determined prices
in a regime of enforceable obligations on the part of
both the suppliers and consumers of coal.
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1.63 In view of shortages and rising prices of
petroleum products in recent times, keen interest is
being shown globally in setting up of thermal power
plants that are not based on oil. As such thermal
plants are dependent on coal and gas, the thermal
based additions to capacity in India would have
implications for the cost of power generation due to
increasing prices of gas and coal, and erratic gas
supplies would lower plant load factor. Besides, a
rise in mineral oil prices could also have an impact
on gas prices, which would hamper the production
of power. At the margin, renewable energy sources
offer an alternative for meeting the growing demand
for power. A grid interactive renewable energy
capacity of 11,449 MW has already been installed in
the country by the end of March 2007. Capacity
addition of 15,000 MW from the renewable energy
sources has been proposed during the Eleventh
Plan period, but progress in this direction is slow.
Though the country has hydro potential of over
150,000 MW capacity, new projects in this sector are
held up due to various disputes, and other
implementation difficulties.

1.64 With rapid urbanisation, the issue of
inadequacy of urban infrastructure, including, inter
alia, mass rapid transport system, drinking water,
sewage system, solid waste management, roads and
lightings, has come to the fore. The improvement in
urban infrastructure can lead to significant gains in
productivity. So far, 26 projects with a total cost of
Rs.1,766 crore, involving central grant of Rs.952
crore have been sanctioned under the industrial
infrastructure upgradation scheme (11US). The work
on these projects is at different stages of
implementation, which would improve the urban
infrastructure to some extent. Furthermore, to
improve the urban infrastructure, the Union Budget
2008-09 increased the allocation to the Jawaharlal
Nehru National Urban Renewal Mission (JNNURM)
from Rs.5,482 crore in 2007-08 to Rs.6,866 crore in
2008-09.

1.65 The Approach Paper to the Eleventh Plan
(2007-12) has noted the absence of world class
infrastructure as the most critical short-term barrier
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to the growth of the manufacturing sector. It is, thus,
imperative that the existing infrastructure facilities,
particularly roads, ports, airports, power and urban
and rural infrastructure are strengthened to provide
growth-enabling environment for the industry. This,
in turn, would require augmentation of infrastructure
investment. The Planning Commission has projected
that the investment in the infrastructure sector should
increase to 9.3 per cent of GDP during the Eleventh
Plan period from 5.4 per cent in 2006-07. In order to
facilitate such investment levels, private participation
and public-private partnerships are envisaged to be
encouraged.

1.66 While recent data indicate some moderation
in the industrial growth, it is possible that some recent
developments will improve the prospects for recovery
in momentum. Fiscal concessions in the form of
raising of income tax exemption limits and adjustment
of tax slabs could enhance disposable income of
middle-class, which may have a positive impact on
consumption demand for industrial goods.
Furthermore, reduction in excise duties in respect
of various commodities could not only ease
inflationary pressures but also lower the prices of a
number of consumer goods, thereby making them
more affordable. There are, however, also some
downside risks to the industrial growth momentum
during 2008-09. The under-performance of the
power sector in the last couple of months, especially
in respect of nuclear and gas-based power plants,
might have an adverse impact on the industrial
growth. Besides, the elevated global crude oil prices
could further add to the inflationary pressures in the
economy and dampen industrial growth prospects,
both from demand and supply sides. During the past
five years of industrial upturn, the core sector growth
has not kept pace with the growth in the
manufacturing sector, thereby causing
apprehensions regarding the sustainability of
industrial sector growth.

Services

1.67 The services sector continues to propel the
overall growth momentum in India. The phase of
robust growth in the Indian economy coincided with
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marked acceleration in the growth of the services
sector beginning from 2003-04. The services sector
recorded double-digit growth during the three year
period from 2005-06 to 2007-08, underpinned by a
significant increase in demand for domestic services.
The hotel and tourism industries recorded strong
growth on the back of rise in domestic tourism and
increased interest of foreign travellers in India. The
‘trade, hotels and restaurants' sector grew at double
digit rate in the last five years. The domestic retail
boom supported the performance of trade, while the
improved performance, especially of railways and civil
aviation, provided a boost to the transportation sector.
Furthermore, the civil aviation sector witnessed
unprecedented upsurge in recent years with
passengers flown in by domestic operators recording
robust growth in the past five years. The operation
of low cost airlines, which has made air travel
attractive, has resulted in high growth in domestic
air passenger traffic, apart from facilitating elevated
levels of trade traffic. However, in recent months some
moderation is noticed in expansion of activities in
hotels, passengers handled at international/domestic
terminals and airlines traffic due to several reasons.
The rise in aviation turbine fuel (ATF) costs has led
to a hike in air fares.

1.68 A surge in exports of business process
outsourcing (BPO) and ITES in conjunction with
higher demand for real estate and spurt in capital
market activity led the growth of 'finance, real estate
and business services' during 2007-08. India is a
major force in the information technology sector. A
number of multi-nationals have leveraged the relative
cost advantage and highly skilled manpower base
available in India, and have established shared
services and call centres in India to cater to their
worldwide needs. The IT/ITES sector's contribution
to the country's GDP steadily increased from 1.2 per
centin 1997-98 to 6.0 per cent in 2007-08. The ITES
sector's export earnings are expected to touch a level
of US$ 40.3 billion in 2007-08. The direct
employmentin the IT/ITES sector is expected to have
reached about 2.0 million by the end of 2007-08,
an increase of about 375,000 professionals over
2006-07.
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1.69 Rising merchandise trade, high inflow of FDI,
encouraging investment climate, high level of non-
food credit, buoyant domestic demand conditions,
and rise in some categories of consumption are likely
to provide the necessary growth momentum to the
services sector from the demand side. Both domestic
and external demand could continue to provide the
necessary support to the services sector growth.

1.70 The telecom sector remains at the centre-
stage due to strong demand for cellular phones
largely in the rural areas, small towns and cities, and
steady growth in broadband connections. The
monthly addition to mobile subscribers has multiplied
in recent years, making communications as one of
the fastest growing segments. With growth of network
and increased subscriber base, additional spectrum
is allotted subject to availability as per the eligibility
based on the number of active subscribers, peak
traffic of the operator's network, and demographic
features of the service area. These criteria are
reviewed from time to time taking into account the
relevant factors and technological developments.
However, there is a need for a transparent spectrum
allocation policy to induce healthy competition
among operators and enable them to reach out to
people in the rural areas.

.71 There are some concerns that construction
activity may be affected in view of the sluggishness
in steel and cement production. There are some
reports suggesting deceleration in growth of the
construction equipment industry. While the slowdown
in construction activity in commercial real estate is a
welcome development, any deceleration of
investment in infrastructure would be a matter of
concern. There is, therefore, a need to carefully
watch the developments in the construction
equipment industry so that it does not affect the
speed and quality of infrastructure development.

1.72 Services sector activity is labour intensive
and adequate availability of skilled manpower in the
economy is critical for its sustained growth.
Furthermore, companies worldwide are trying to take
advantage of India's labour force. There are signs
that rapid growth has resulted in shortage of high
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quality skills, especially in knowledge intensive
industries. There is a need to bridge the demand-
supply gap of skilled resources. On the one hand,
there is a severe shortage of skilled labour, and on
the other, there are a large number of people who
are unemployed. The emerging skill shortages in the
economy need appropriate policy intervention if India
has to retain its competitive position in the services
sector. There is need for an increased focus on
education at all levels, which will facilitate absorption
of unemployed youth in rural areas and at the same
time provide skilled resources for the expanding
economy, especially the services sector. Issues of
both quality and quantity need to be given
comparable weight. Vocational training institutes also
need to be substantially expanded for meeting the
industry requirements as well as generating self-
employment opportunities.

.73 At this juncture, several factors such as
strong market demand, upbeat investments, surging
new orders, vigorous technology transformation, and
adoption in communications, business services,
software exports and IT-enabled services are likely
to provide strong anchor for the future growth of the
services sector. However, rise in international mineral
oil prices poses a downside risk to the outlook. Rise
in mineral prices may particularly affect the
performance of the transport sector, which had 10.4
per cent weight in the services sector and constituted
6.4 per cent of GDP as in 2006-07. A sharp increase
in input prices of aviation fuels and petroleum
products may also impinge on the pace of growth of
this sector. The tourism sector, which heavily relies
on various transport services, would also be
impacted as tour package costs would soar impacting
the hotel industry. Furthermore, as the services
sector derives its demand to a large extent from the
industrial sector, moderation in the industrial growth
momentum might also impact the services sector
growth prospects.

1.74 The global slowdown raises uncertainties
about the prospects of external demand for both the
industry and services sectors in India. Although the
Indian industry remains primarily domestic demand
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driven, there are a few industries, including gems
and jewellery, textiles and engineering goods, which
have higher dependence on external demand
conditions. In the event of some export demand
compression for some of India's manufactured
exportable items, there could be some impact on
certain segments of the manufacturing sector. On
the other hand, it could be expected that many global
giants such as those in the global automobile sector
could continue to outsource their manufacturing
operations to low cost destinations like India. In the
case of services, those sectors, that have significant
dependence on global markets could be affected with
a slowdown in global economy. In particular,
deceleration in global economic activity could impact
the domestic trade and transportation sectors.
Furthermore, a loss in the growth momentum globally
could also limit business and leisure tourism, which,
in turn, could have implications for the performance
of hotels. The Indian ITES-BPO industry remains
highly dependent on external market conditions as
India's ITES exports account for about two-thirds of
its ITES-BPO revenues. The impact of lacklustre
global economic activity on Indian ITES and BPO
services, however, remains uncertain. While cost
cutting measures in the developed countries might
increase outsourcing to India, a reduction in IT
spending in these economies, on the contrary, might
work against Indian ITES industry. On the one hand,
as the global economy slows down, companies —
largely from the developed economies — in their
guest for reducing their cost of production/operation
might outsource some or a larger part of their
operations to cheaper and efficient markets such as
India. However, as the global slowdown this time has
hit the financial services industry the most, it might
see a decline in outsourcing activities to India as the
financial services companies reduce their
geographical operations.

FISCAL POLICY

1.75 The Central Government was mandated
under the FRBM Act, 2003 to reduce its gross fiscal
deficit-GDP ratio to three per cent and eliminate its
revenue deficit by 2008-09. The fiscal correction
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process was set to continue in 2008-09 in tune with
the legislative mandate with the Centre's gross fiscal
deficit-GDP ratio budgeted to decline to 2.5 per cent
during 2008-09. It, however, budgeted revenue
deficit-GDP ratio at 1.0 per cent and rescheduled its
elimination by 2009-10, primarily in order to meet
the necessary requirements of revenue expenditure-
intensive programmes, particularly at the
commencement of the Eleventh Five Year Plan. The
systemic rigidity of containing non-Plan committed
expenditures in the short run was another
contributory factor. Nevertheless, the progress of the
Central Government in achieving the quantitative
targets has been satisfactory so far under the FRBM
Act/Rules.

1.76 Fiscal consolidation of the Central
Government under the FRBM Act, 2003 has been
revenue-led, underpinned by a significant increase
in the tax-GDP ratio. Robust economic growth and
macroeconomic stability during the last four years
have also resulted in higher than anticipated tax
receipts. A steady increase in the tax-GDP ratio for
the Central Government was led by direct tax
revenues, the share of which in total taxes increased
from 41.3 per cent in 2003-04 to 52.1 per cent in
2007-08 (RE). Within direct taxes, the share of
corporation tax increased from 60.0 per cent in
2003-04 to 61.1 per cent in 2007-08 (RE). As
proportion to GDP, corporation tax increased from
2.3 per cent to 4.0 per cent over the same period,
while the personal income tax increased from 1.5
per cent to 2.2 per cent. The scope of deepening
fiscal empowerment further through improved tax
revenues lies in maintaining a moderate tax structure.
In the case of indirect taxes, the services tax has
emerged as a rapidly growing source of revenue.
The share of the service tax in total indirect taxes
increased from 5.3 per cent in 2003-04 to 18.0 per
cent in 2007-08 (RE). As a proportion of GDP, the
share increased from 0.3 per cent to 1.1 per cent
over the same period. There is a need to bring more
services into the tax net in consonance with the rise
in the share of the services sector in GDP. On the
indirect taxes side, the objective has been to integrate
the taxes on goods (central excise) and services and
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finally move to a comprehensive Goods and
Services Tax (GST). The stock of tax revenues raised
but not realised increased by 10 per cent during
2006-07 to Rs. 99,293 crore at end-March 2007.

.77 Expenditure management policy of the
Central Government in recent years has aimed at
containing non-developmental expenditure and
providing adequately for priority spending on social
development and infrastructure. However, the
progress in this regard shows that the non-
development expenditure of the Central Government
declined from 8.8 per cent of GDP in 2003-04 to 8.3
per cent in 2007-08 (RE) and is further budgeted to
come down to 7.4 per cent in 2008-09. Although 80
per cent of non-plan expenditure is obligatory in
nature on items like defence, interest payments,
subsidy and transfers to the State Governments, the
Government has considered creation of further fiscal
space through carefully calibrated fiscal consolidation
in support of inclusive growth as an important part
of its expenditure management. The share of
expenditure on education in the combined
expenditure of the Centre and States was budgeted
to increase from 10.0 per cent in 2007-08 to 10.8
per cent in 2008-09, and that of health from 4.9 per
cent to 5.0 per cent. It may, however, be noted that
the share of public expenditure on education and
health in India is low by international standards.
According to the World Bank, the share of public
expenditure on health in India at 1.0 per cent of GDP
was lower than that in Brazil (3.5 per cent), China
(1.8 per cent) and least developed countries
(1.9 per cent) in 2005. Under the FRBM Act
obligations, containing revenue expenditure and
encouraging capital expenditure for productive
assets are critical for sustaining the fiscal correction.
Keeping this in view, Government expenditure has
increasingly focused on improving the quality of
implementation and enhancing the efficiency and
accountability of the delivery mechanism for
translating budgetary outlays into intended
outcomes. In order to improve transparency and
accountability, Ministries are being encouraged to
release summaries of their monthly receipts and
expenditure to general public (through their website)
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and in particular, disclose scheme-wise funds
released to different States. The consolidated
monthly position of receipts and payments is being
placed in public domain every month.

1.78 Finances of the Central Government may
come under pressures with the implementation of
the Sixth Pay Commission (SPC) award (estimated
at 0.4 per cent of GDP), loss of revenues on account
of reduction in duties on petroleum products
(estimated direct impact of 0.4 per cent of GDP),
likely increase in fertiliser subsidy due to sharp rise
in international prices of raw materials and fertilisers
and implementation of debt waiver and debt relief
scheme for farmers (1.4 per cent of GDP spread
over four fiscal years). Furthermore, as announced,
the Government may additionally incur increasing
liabilities towards additional issuances of oil and
fertilisers bonds, which would impact the level of
public debt. Interest expenditure on account of these
bonds would, however, tend to increase revenue
expenditure and widen revenue and fiscal deficits.
Although the issuance of such bonds does not
directly increase the conventionally measured fiscal
deficit, the proceeds from such bonds are used to
effectively fund current subsidy expenditures. Their
macroeconomic and financial market impacts, and
crowding out of resource availability to the private
sector are similar to expansion of the fiscal deficit.
Therefore, in order to ensure that fiscal imbalances
do not diverge from the budget estimates, efforts
are needed to improve tax buoyancy through
widening of tax base and further improvement in tax
administration. In the near term, tax buoyancy and
the process of fiscal consolidation would also crucially
hinge upon macroeconomic growth and stability.

1.79 Finances of the State Governments
witnessed significant improvement with the
implementation of Fiscal Responsibility Legislations
(FRLs). As the State Governments come closer to
meeting the objective of reduction in deficit
indicators, they need to place greater emphasis on
sustaining the progress. It would be important to
generate adequate fiscal space through revenue
augmentation that could be utilised for financing
development expenditure. The generation of
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revenues through improvement in efficiency of tax
collection and appropriate charges on public services
assume added significance under the rule-based
fiscal framework on account of implicit cap on
financing of expenditure by borrowings. The States
can, however, price a range of services that they
provide appropriately only by improving the quality
of delivery. While the fiscal consolidation efforts have
enabled a reduction in key deficit indicators, the level
of States' outstanding liabilities continues to remain
high as compared with many emerging and
developing countries. Although there has been some
reduction in the debt-GDP ratio due to the debt
consolidation and relief measures, the States
continue to hold a large chunk of high cost debt.
Some States have prepaid high cost debt on account
of comfortable cash balance position. The States
need to factor in the impact of higher staff
remuneration based on the recommendation of the
Sixth Pay Commission of the Central Government.
The State Governments may incur revenue losses
due to lower tax devolution on account of reduction
in excise and customs duties on petroleum products
by the Centre and reduction in sales tax on these
products by some States. In the near future, State
finances would be shaped by the recommendations
of the Thirteenth Finance Commission that was set
up in November 2007 (award period: 2010-15) and
the implementation of the Goods and Services Tax
(GST), which is expected to come into force from
April 1, 2010.

1.80 The management of public finances during
the last four years, mandated under FRBM Act, 2003,
has been broadly on track so far. The robust
economic growth and macroeconomic stability, in
general, resulted in higher than anticipated tax
revenues and created fiscal space for meeting the
demand for resources. The revenue-led
consolidation reflected the combined effect of a
balanced and reasonable tax rate structure with
fewer exemptions and wider coverage of tax base,
and efficiency of tax administration. The ongoing
reforms and fiscal correction initiatives, in turn,
supported domestic demand and investment,
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thereby propelling the economic growth.
Notwithstanding the improved position, there are
several underlying fiscal pressures that are not
entirely evident in the headline fiscal indicators.
Although implementation of fiscal rules have had a
positive effect of focusing attention on fiscal issues,
there has been an increased recourse to extra-
budgetary fiscal liabilities, as alluded to above. The
issue is not merely one of transparency in fiscal
operations or a de facto larger Government
borrowing programme than admitted, but of greater
significance for the Government debt market and
monetary management. The issuance of bonds has
been resorted to frequently for financing not only
fuel, food and fertiliser subsidies, but also deferred
liabilities with regard to bank loan waivers and
contribution to capital of public sector banks. The
significant quasi-fiscal transactions to finance
recurrent revenue expenditures through de facto
borrowings create apprehensions about the quality
of the fiscal consolidation process that is underway
and poses challenges for fiscal, external and
monetary management. There is, however, a need
to recognise that while insulation of the economy
from temporary shocks emanating from higher
international commodity prices cannot be avoided,
withholding the pass-through of the permanent
component of the elevated levels of commodity
prices may continue to maintain the demand at the
elevated level.

1.81 While the need to eliminate revenue deficit
and target a nominal limit on fiscal deficit is important,
the mode of financing of the fiscal deficit and the
appropriate use of resources so raised are equally
important, particularly in the context of pressing
requirements for adequate investment in social and
financial infrastructure. Furthermore, there is a need
to work towards durable fiscal correction and
consolidation through fiscal empowerment, i.e., by
expanding the scope and size of revenue flows.
Exclusive focus on fiscal deficit may tend to reduce
the role of the Government, thereby hampering the
process of growth, especially when the focus is on
inclusive growth. The Indian economy is undergoing
structural transformation and it needs large
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investments in social and financial infrastructure.
There is, therefore, a need to step up investment in
certain critical areas such as education, health care
and physical infrastructure. The role of fiscal
authority also assumes importance in the light of
ongoing financial turbulence across the world as it
must be recognised that when everything else fails,
it is only the fisc that has to take the hit and come to
rescue.

EXTERNAL SECTOR

1.82 India's balance of payments is increasingly
being influenced by global developments, reflecting
its growing linkages with the rest of the world through
real as well as financial flows. The ratio of
merchandise exports to GDP has risen since the
early 1990s. During 2002-2007, India's export growth
was placed higher than its key competitors in the
Asian region (except China). Simultaneously, import
intensity has also risen steadily as domestic entities
have expanded access to internationally available
raw material and intermediate goods as well as quality
inputs for providing the cutting edge to domestic
production and export capabilities. Services exports,
led by buoyancy in software and business services,
and overseas remittances, have progressively
become larger and more stable since the mid-1990s,
thereby imparting resilience to India's invisible
receipts. The net invisibles surplus has offset a
significant part of the expanding trade deficit and
helped in containing the current account deficit to
an average of around one per cent of GDP since
the early 1990s. Gross current receipts
(merchandise exports and invisible receipts) and
gross current payments (merchandise imports and
invisible payments) taken together now constitute
more than one half of GDP, suggesting the growing
integration of the Indian economy with the global
economy. Unlike significant current account surpluses
in many other Asian economies, India recorded
current account deficits in recent years. In regard to
capital account also, India’'s linkages with the global
economy are getting stronger, underpinned by the
growing openness of the economy and a two way
movement in financial flows.
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1.83 In the capital account, the liberalised external
payments regime has been facilitating the process
of acquisition of foreign companies by Indian
corporates, both in the manufacturing and services
sectors, with the objectives of reaping economies of
scale, access to technology knowhow and capturing
offshore markets to face the global competition.
Notwithstanding higher outflows, capital inflows (net)
increased to nine per cent of GDP in 2007-08 from
an average of two per cent during 2000-01 to
2002-03. Net capital inflows during the period
2003-2008 on an average, amounted to US $ 44.8
billion. At this level, capital inflows (net) remained
higher than the average for any five year period in
the independent India. Inflows as well as outflows
have shown significant increases in the recent
period, reflecting the strong fundamentals of the
economy as well as the conducive policy
environment. Gross inflows and outflows constituted
around 64 per cent of GDP during 2007-08.
Persistently large capital inflows (net) above the
current account deficit have implications for the
monetary management. Similarly, persistently large
outflows (net) would also complicate the task of
monetary and liquidity management, particularly in
the face of liquidity pressures.

1.84 In the medium term, the continued focus on
financial market development could potentially
mitigate the challenge of capital flows. However, it is
important to recognise that the development of
financial markets is a gradual process. Hence, while
continuing to work on development of the financial
markets, capital flows have to be managed through
other tools in the short term. The gradual process of
fuller capital account liberalisation could be pursued
over the medium-term, keeping in view particularly
the issues raised by the recent financial market
turbulence in advanced economies. Therefore, the
issue is not either financial market development or
management of capital account, but how much of
each approach should be adopted in a given situation
and over time while recognising and taking into
account the scope and prospects for reforms in the
fiscal and real sectors.
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1.85 The overall approach to the management of
India's foreign exchange reserves would continue to
take into account the changing composition of the
balance of payments and endeavour to reflect the
'liquidity risks' associated with different types of flows
and other requirements. Furthermore, the reserves
would continue to be invested in major economies,
adhering to the principles of according priority to
safety, liquidity and return. As regards the reserve
management, a related issue is the valuation of
foreign exchange reserves on a marked-to-market
basis on the balance sheet of the Reserve Bank. In
this regard, the Reserve Bank has adopted a
conservative accounting practice, whereby
unrealised gains are not shown, while losses are
booked.

1.86 In India, the foreign exchange reserves are
reflected on the balance sheet of the Reserve Bank
and are managed as per the provisions of the RBI
Act, 1934 consistent with the global best practices.
The Reserve Bank adheres to appropriate prudential
norms and the transparency and data dissemination
standards with regard to reserves management.

FINANCIAL SECTOR

1.87 In recent years, the Reserve Bank has
emphasised credit quality, improvement of the credit
delivery system (with specific focus on agriculture,
micro, small and medium enterprises) and financial
inclusion. The Reserve Bank has also been
continuously upgrading risk management practices
in banks and supervisory processes so as to meet
the challenges arising from financial innovations and
simultaneously laying down robust arrangements for
dealing with stress in the financial system. The
importance of adequate, timely and hassle free credit
delivery, appropriate credit pricing related to risk and
conducive credit culture need hardly be over
emphasised. In response to the various initiatives
taken by the Government and the Reserve Bank,
there has been significant increase in the credit flow
to agriculture, small and medium enterprises and
crop loans at administered interest rates. Various
measures such as one-time settlement (OTS) and
rescheduling/restructuring schemes for distressed
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farmers, simplification of procedures, adoption of
business correspondent model and the use of smart
cards have also facilitated increased credit to the
rural sector. Furthermore, the linking of credit to a
broader base of adjusted net bank credit, including
their non-SLR investments, in respect of priority
sector targets, also seeks to promote credit to the
priority sectors. The regulations under the Credit
Information Companies (Regulation) Act were notified
and operation of credit information companies under
the regulations is expected to reduce information
asymmetries and facilitate efficient credit allocation
and pricing, while fostering a better credit culture.
While concessional credit and debt relief are intended
to alleviate farmers' distress and reopen the credit
lines that have been choked, sustaining an
appropriate credit culture going forward would
require incentive systems for greater flow and
efficient allocation of credit.

1.88 The asset quality and soundness parameters
of the Indian banking sector have improved
significantly in the recent period, and are now
comparable with global levels. In consonance with
the policy emphasis on gradual harmonisation with
the international best practices, foreign banks
operating in India and Indian banks having presence
outside India have already migrated to the
standardised approach for credit risk and the basic
indicator approach for operational risk under Basel
I with effect from March 31, 2008. All other scheduled
commercial banks would migrate to these
approaches under Basel Il not later than March 31,
2009. The Pillar 2 guidelines were issued during the
year. Certain amendments were also carried out in
the Basel Il framework issued earlier. Newer avenues
of raising capital were provided to banks to accord
them with greater flexibility in meeting the Basel Il
requirement. Special emphasis was laid on liquidity
and asset liability management. The policy initiatives
also focussed on strengthening the corporate
governance practices in banks and improving
customer service.

1.89 In contrast to the global situation, India has
been, by and large, spared of global financial
contagion resulting from the sub-prime turbulence
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for a variety of reasons. The credit derivatives market
in India is in an embryonic stage. The originate-to-
distribute model in India is not comparable to the
ones prevailing in advanced markets. There are
restrictions on investments by residents in such
products issued abroad and regulatory guidelines
on securitisation do not permit immediate profit
recognition. Financial stability in India has been
achieved through perseverance with prudential
policies that prevent institutions from excessive risk
taking, and financial markets from becoming
extremely volatile and turbulent. As a result, financial
markets remained orderly, and financial institutions,
especially banks, remained financially sound.
Supervision of financial institutions is exercised by a
guasi-independent Board carved out of the Reserve
Bank's Central Board. Close co-ordination also exists
with other regulators on market regulation. Afew such
instances of pre-emptive regulation to ensure
financial stability include, inter alia, prescription of a
Board mandated policy in respect of real estate
exposure of banks and increasing risk weights for
various segments of the financial sector, provisioning
against standard assets, norms on exposure to inter-
bank liability, norms on financial regulation of
systemically important NBFCs and banks’
relationship with them, norms for securitisation and
non-SLR investments and marking-to-market
valuation norms. The regulatory guidelines are
supplemented by moral suasion and supervisory
review.

1.90 The Reserve Bank's broad approach to
financial sector reforms has been to develop
institutional and financial infrastructure and lay down
appropriate regulatory and supervisory regime to
ensure financial stability consistent with the overall
objectives of growth with price stability. The pace of
reforms has been contingent upon putting in place
appropriate systems and procedures, technologies
and market practices. As a result of various reforms,
the financial markets have transited to a regime
characterised by market-determined interest and
exchange rates, price-based instruments of
monetary policy, current account convertibility,
phased capital account liberalisation and an auction-
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based system in the government securities market.
In recent years, a new challenge for the financial
sector in the context of inclusive growth is how to
extend itself and innovate to meet the demands for
financial inclusion and respond adequately to new
opportunities and risks. Innovative channels for credit
delivery need to be developed, perhaps with greater
use of information technology and intensified skills
development in human capital. Strong demand for
housing and buoyancy in real estate prices in an
environment of non-transparency, could potentially
pose risks to the banking system. In conjunction with
the interest rate cycles, the banking system as well
as the regulator would need to be vigilant to future
non-performing assets (NPAs) and the US-like sub-
prime woes. The vulnerability of financial
intermediaries can be addressed through prudential
regulations and their supervision. Risk management
of non-financial entities could be addressed through
further development of the financial markets, which
enable them to manage their risks using appropriate
products.

MONETARY POLICY

1.91 The conduct of monetary policy in India has
been guided by the objectives of maintaining price
stability and ensuring adequate flow of credit for
sustaining overall growth. The relative emphasis
between these two objectives has varied according
to prevailing circumstances and the underlying
macroeconomic conditions, which are set out in the
Reserve Bank's policy statements issued from time
to time. In recent years, there has been a confluence
of several global and domestic factors impinging on
inflation expectations, growth momentum and
financial stability. The Reserve Bank, therefore, has
been taking measures in a calibrated manner to
contain inflation and inflationary expectations and
maintain financial stability. Accordingly, the stance
of monetary policy switched from 'a very close watch
on the movements in the price level' (May 2004) to
‘equal emphasis on price stability' to ‘consideration
of calibrated measures for stabilising inflationary
expectations' (October 2004). Similarly, liquidity
management was emphasised with a switch from
provision of 'adequate liquidity' to 'appropriate
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liquidity'. Recognising the long and variable lags of
monetary policy, the Reserve Bank had begun a
phased withdrawal of monetary accommodation in
September/October 2004, when it raised the CRR
(50 basis points) and LAF reverse repo rate (25 basis
points). The Reserve Bank continued to persevere
with its calibrated monetary measures along with
active management of liquidity, depending on the
evolving global and domestic situation impinging on
inflation expectation and growth momentum.
Between September 2004 and April 2007, the
Reserve Bank raised the CRR and the repo rate by
200 basis points and 175 basis points, respectively.
The reverse repo rate was raised by 150 basis points.
It may be recalled that the Reserve Bank had
provided an unprecedented alert about 'early signs
of overheating of the Indian economy' during
2006-07 on the back of some evidence of firming up
of demand pressures, in particular, the combination
of high growth and consumer inflation coupled with
escalating asset prices and tightening infrastructural
bottlenecks. In this context, to supplement monetary
measures and in order to protect the banking system
from a possible enduring asset bubble without
undermining growth impulses, prudential measures
were also initiated in the form of enhanced
provisioning requirements and risk weights in specific
sectors in addition to select supervisory reviews.

1.92 The monetary policy stance of withdrawing
monetary accommodation continued during 2007-08.
In view of unprecedented turbulence in global
financial markets beginning August 2007 following
the sub-prime crisis and the unconventional policy
response of major central banks, monetary policy
resolved to be vigilant and proactive in cushioning
the real economy from excess volatility in financial
markets (October 2007 and January 2008). This
warranted more intensified monitoring and swift
responses with all the available instruments to
preserve and maintain domestic macroeconomic and
financial stability. While domestic factors dominated
the policy stance, monetary policy recognised the
risks to inflation from high and volatile international
food, fuel and metal prices. In view of these factors,
the stance of monetary policy in January 2008
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focussed on swift response to the evolving
constellation of adverse international developments
and to the domestic situation impinging on inflation
expectations, financial stability and growth
momentum, with both conventional and
unconventional measures, as appropriate on a
continuing basis. In view of heightened global
uncertainties and mounting inflationary pressures
from escalated and volatile food and energy prices,
which possibly contained some structural
components, and persistence of demand pressures,
albeit with some improvement in supply response,
Annual Monetary Policy Statement of April 2008
noted that while it had to respond proactively to
immediate concerns, it could not afford to ignore
considerations over a longer term perspective with
respect to overall macroeconomic prospects.
Accordingly, the Reserve Bank emphasised the need
to demonstrate on a continuing basis the
determination to act decisively, effectively and swiftly
to curb any signs of adverse developments with
regard to inflation expectations. In view of
unprecedented uncertainties and dilemmas, it also
emphasised the importance of taking informed
judgements with regard to the timing and magnitude
of policy actions based on an evaluation of incoming
information on a continuous basis. In line with the
stance set out in April 2008, monetary policy
statement underlined the need to eschew any further
intensification of inflationary pressures and firmly
anchor inflation expectations.

1.93 Mirroring inflation trends in many advanced
as well as emerging economies, inflation in India also
hardened significantly in recent months above the
Reserve Bank's tolerable level, amidst strong
evidence of aggregate demand pressures,
exacerbated by the slack in the supply response.
Recognising that high and volatile energy prices were
not a temporary phenomenon and the evolving
complexities in globally transmitted inflation, the First
Quarter Review (July 2008) accorded the highest
priority to bringing down inflation from the prevailing
high levels to a level close to 7.0 per cent by end-
March 2009 and stabilising inflationary expectations.
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Furthermore, monetary policy reiterated its resolve
to bring down inflation from the prevailing intolerable
level to a tolerable level of below 5.0 per cent as
soon as possible and around 3.0 per cent over the
medium term. In this backdrop, the Reserve Bank
felt the need to smoothen the adjustment of demand
on an economy-wide basis to ensure that
generalised instability did not develop. The stance
of monetary policy of withdrawing monetary
accommodation and appropriate prudential
measures were supplemented by the fiscal and
supply augmenting measures by the Government.
As a result, although, the commodity prices have
hardened in recent times, the order of increase in
prices in India even in respect of commodities that
were major contributors to domestic inflation was
significantly lower than that in several developed and
other emerging market economies.

1.94 The conduct of monetary policy has become
more challenging recently for a variety of factors.
First, it is necessary to recognise the global
dimensions of the crisis, which is threatening the
credibility of monetary policy world wide. The
unfolding of global developments and the responses
of monetary authorities seem to suggest that, on the
one hand, there are threats to growth and financial
stability particularly in the wake of ongoing
turbulence in international financial markets. On the
other hand, high and volatile international prices of
fuel, food and metal prices pose a serious risk to
inflation. Global developments have considerably
heightened the uncertainty surrounding the outlook
on capital flows to India, thereby complicating the
conduct of monetary and liquidity management in
India. While continued strong domestic fundamentals
and massive injections of liquidity by central banks
in advanced economies increase the possibility of
sustained inflows, abrupt changes in sentiment or
global liquidity conditions also raise the possibility of
large and volatile capital outflows. Accordingly,
monetary policy in India has to be vigilant and
proactive in cushioning the real economy from
excess volatility in financial markets while recognising
that India cannot be totally immune to global
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developments. In this context, it may be noted that
apart from using monetary instruments flexibly in both
directions, the Reserve Bank can also use the
prudential measures flexibly, in the given context of
capital account management.

1.95 Second, localised factors such as banks'
balance sheet adjustments in the run-up to the year-
end closure of accounts and advance tax flows have
also influenced liquidity conditions. However,
additional liquidity management operations in
anticipation of these developments during 2007-08,
by and large, smoothened market interest rates and
enabled their orderly evolution. Another factor that
has also produced large swings in market liquidity in
recent years is the sizeable movements in
Government cash balances. Uncertainty over the
movement of Government cash balances can further
complicate the management of liquidity, especially
when the drawdown of cash balances by the
Government coincides with an increase in capital
inflows necessitating Reserve Bank's intervention in
the foreign exchange market, thereby injecting
liquidity into the system.

1.96 Third, the evolving fiscal situation in an
atmosphere of persistent inflationary pressures
poses severe challenges to monetary management,
especially if supply inelasticities continue to prevail
in the short-term. Thus, there is a need to ensure
that effectiveness of monetary policy is not diluted
by fiscal expansion. It is important to recognise that
in an environment of limited supply elasticities in the
short run, an adjustment of overall aggregate
demand on an economy-wide basis is warranted to
ensure that generalised instability does not develop
and erode the hard-earned gains in terms of both
outcomes of and positive sentiments on India's growth
momentum. On the other hand, it is also necessary
to nurture and consolidate the recent gains in
augmenting supply capacities and improvements in
productivity and efficiency which accrue over a
longer term horizon. Fourth, it is necessary to
recognise that monetary policy has also to reckon
with the structural components embedded in the
drivers of inflation which, unlike cyclical elements,
are somewhat impervious in the short run to
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instruments of aggregate demand management.

1.97 Fifth, it needs to be recognised that
existence of this stipulated SLR prescription of 25
per cent of net domestic demand and time liabilities
of banks hampers the genuine development of the
government securities market. The dilemma arises
as to whether it can be assumed that there is a
genuine government securities market, and hence
reinforce more marketisation by rapidly reducing SLR
or ensure a viable market borrowing programme and
reduce SLR in tandem. In this context, there is a need
to assess the sensitivity of the fisc to interest rate
burden if SLR is reduced rapidly. The importance of
SLR status for bonds issued by the Government has
also come to the fore recently when oil bonds issued
by the Government turned out to be illiquid despite
carrying a yield of 25 basis points higher than the
SLR-eligible bonds of similar maturity. It needs to be
recognised that issuance of special bonds increases
the overall supply of Government bonds and thus
leads to an upward pressure on yields. The
undoubtedly desirable reform of the debt markets in
India needs to recognise these realities in addition
to the ongoing reforms in the corporate debt market.

1.98 Sixth, the domestic financial markets
continue to exhibit orderly conditions, except the
equity markets which have reflected the risk aversion
and increased uncertainty in line with the international
financial market developments. The heightened
uncertainty surrounding global financial markets and
the unusual policy responses of major central banks
suggest that the threats to global growth and stability
that loom over the near-term horizon, continue to be
significant, for the evolving monetary policy stance
in 2008-09. The major source of the direct impact is
through the financial flows, in particular, the equity
market and the foreign exchange market.

1.99 Seventh, although growth rates of monetary
and banking aggregates have started to dip since
June 2008 in line with the projected trajectories, the
demand for bank credit continues to be strong. While
credit to the petroleum sector has risen sharply due
to the funding requirements of oil companies in the
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context of escalation in international crude prices,
bank credit to other sectors has also picked up,
particularly to infrastructure, cement, chemicals,
transport operators and professional and other
services, reflecting resilience of activity in these
sectors. On the other hand, bank credit to
agriculture, housing, real estate, construction, metal
products, textiles, gems and jewellery and
engineering has moderated on account of sector-
specific factors. The growth in credit during
2008-09 (year-on-year up to August 1, 2008)
resulted in increase in the incremental non-food
credit-deposit ratio to 85.4 per cent. It needs to be
recognised that banks cannot sustain such a high
incremental credit-deposit ratio as they are required
to maintain more than 33 per cent of their net demand
and time liabilities in the form of CRR and SLR.
Therefore, it is important that the banking system
strives to maintain a balance between the credit
growth and the deposit growth.

.L100 Finally, the continued dominance of
administered interest rates in some form or the other
indicates that the extent of monetary policy measures
need to take cognisance of rigidities in transmission
on this account.

1.101 In this background of severe challenges as
well as prevailing structure of financial markets and
institutions in India, it is important to take informed
judgments with regard to the timing and magnitude
of monetary policy actions; and judgments need to
have the benefit of evaluation of incoming information
on a continuous basis.

1.102 As the inflation rates have hardened beyond
tolerable levels, monetary policy would continue to
address aggregate demand pressures which appear
to be strongly in evidence. However, at the same
time, there is need to improve the supply position in
some critical sectors. In order to tackle food price
inflation, the demand-supply mismatches need to be
addressed over the medium term, which, would
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necessitate raising crop yields through the use of
modern technology, improved irrigation facilities as
well as provision of market-based incentive systems
for the farmers both in the credit and product markets.
In view of large dependence on crude oil imports,
limiting the adverse impact of higher international oil
prices would require adopting strategies of greater
decontrol of petroleum product pricing with targeted
subsidies, rationalisation of applicable taxes and
duties to appropriate levels, and gradual but regular
pass-through of prices to consumers so as to avoid
the risk of large one-off adjustments in headline
inflation. As prices of manufactured products in an
open economy are sensitive to both import and
export prices, containment of manufactured products
inflation would, apart from domestic demand, hinge
upon creating conducive environment for industrial
and productivity growth through the provision of
adequate infrastructure as well as increased access
to key industrial inputs. Trade and competition
policies could aim at promoting flexible price setting
behaviour of firms. As sectoral shocks in the face of
even moderate increase in demand have the
potential to raise inflation beyond levels justified by
the overall supply-demand balance, fiscal and
supply-side measures can help in containing sector-
specific inflationary pressures from becoming
generalised. An overriding priority for monetary policy
would be to eschew any further intensification of
inflationary pressures.

1.103 Notwithstanding some downside risks to
growth and upward pressures on inflation in the near
term, the medium to long-term prospects of the Indian
economy continue to be robust. There is, however,
a need to persist with the reform efforts in all the
sectors of the economy to realise the full potential of
the economy. The immediate challenge is to bring
down inflation to a tolerable level as soon as possible
and maintain financial stability while taking account
of improvements in the fiscal sector and supply
elasticities in the real sector.
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I. MACROECONOMIC POLICY ENVIRONMENT
Global Economy

I.L1.1 The global economic growth moderated
marginally to 5.0 per cent in 2007 from 5.1 per cent
in 2006, but remained higher than the average
growth of 4.5 per cent per annum during the four-
year period 2003-2006. The growth is, however,
projected to decelerate sharply to 4.1 per cent in
2008, reflecting the expected slowdown in most of
the advanced economies. After stronger than
expected growth in the third quarter of 2007, growth
in most of the advanced economies such as the US,
Japan and Euro area decelerated sharply in the last
quarter of 2007, mainly on account of the turbulence
in the US sub-prime mortgage market and its spread
to international financial markets. The deceleration
in economic activity in several advanced economies
was offset by robust growth in emerging and
developing economies led by China and India. The
spillover to emerging markets and developing
countries has remained relatively contained so far
because of their limited exposure to sub-prime
related structured products. Consumption activity
supported domestic demand in emerging Asian
economies, while export growth showed some signs
of moderation. The increased domestic demand
combined with rising food, metal and energy prices,
however, led to the build-up of inflationary pressures
in a number of countries in emerging Asia. Apart from
the possibility of further credit crunch, downside risks
to global growth include contagion from the likely US
recession, increased inflationary pressures and
persisting global imbalances. In response to high
food prices and their implications for inflation and
inflationary expectations and to protect food
consumption by vulnerable sections of the
population, both developed and developing countries
resorted to various forms of market interventions such
as price controls, reduction of import barriers and/
or imposition of export restrictions.

II.L1.2 The Indian economy continued to exhibit
robust growth during 2007-08. Although the real GDP
growth moderated to 9.0 per cent in 2007-08 from
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9.6 per cent in 2006-07, it was higher than the
average growth performance of the preceding four-
year period (2003-04 to 2006-07). During the Tenth
Five Year Plan period (2002-03 to 2006-07), the
average growth rate was placed at 7.8 per cent per
annum, marginally short of the Plan target of 8 per
cent — the fastest pace of expansion in any Plan
period so far. Growth in per capita income (i.e., per
capita net national product at factor cost)
decelerated to 7.8 per cent in 2007-08 from 8.1 per
cent during 2006-07. However, it was higher than
the average growth of 7.2 per cent per annum during
four-year the period (2003-04 to 2006-07). Per
capita income growth averaged 6.1 per cent per
annum during the Tenth Plan period.

I.L1.3 Policy measures taken in 2007-08 in the
various sectors of the economy helped sustain the
growth momentum. In addition, specific measures
were also taken to contain domestic inflationary
pressures which intensified due to high and volatile
international prices of fuel, food and metal. The
Central Government initiated a number of fiscal and
supply augmenting measures during 2007-08, which
included reducing customs duties on imports;
allowing imports of some commaodities at zero duty;
and imposing ban on exports of some sensitive items.
These measures were supplemented by monetary
measures in the form of several rounds of increase
in the cash reserve ratio (CRR) during the year
aimed at active management of liquidity. The major
policy measures undertaken in the real, fiscal,
external, monetary and financial sectors are covered
in the first part of this Chapter, while the
developments in these sectors are covered in the
subsequent parts of this Chapter.

REAL SECTOR POLICIES
Agriculture and Allied Activities

I.L1.4 Recognising the crucial role played by the
agricultural sector in bolstering macroeconomic
stability and growth prospects, the Government
continued to accord high priority to this sector in
pursuance of its policy of broad-based and inclusive
growth. It undertook a number of new initiatives
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during 2007-08 to step up agricultural growth and
improve the condition of the farming community.
These included measures to improve productivity,
irrigation facilities, institutional credit and rural
infrastructure. Steps were also taken to increase
investment in agriculture by the States and provide
debt relief to distressed farmers.

.15 Concerned with the slow growth in the
agriculture and allied sectors, the National
Development Council (NDC), in its 53rd meeting held
on May 29, 2007, adopted a resolution that the
Central and State Governments would undertake
measures to rejuvenate agriculture and meet the
needs of the farmers. In accordance with this
resolution, the Ministry of Agriculture launched a
centrally-sponsored scheme, National Food Security
Mission (NFSM) in 2007-08 with the objective of
increasing production of rice, wheat and pulses
through area expansion and yield improvement in
the targeted districts with high potential but relatively
low level of productivity performance at present (Box
I.1).

I.L1.6 The NDC resolution also proposed to launch
a programme to incentivise the States to increase
the share of investment in agriculture in their State
plans and also provide flexibility and autonomy to
them in the process of planning and executing
agriculture and allied sector schemes. Accordingly,
on August 16, 2007, the Government approved the
Rashtriya Krishi Vikas Yojana (RKVY) with an
allocation of Rs.25,000 crore for the Eleventh Five
Year Plan. The RKVY will be a State Plan Scheme
and the eligibility for assistance under the scheme
would depend upon the amount provided in the State
Budgets for agriculture and allied sectors, over and
above the baseline percentage expenditure incurred
on these sectors. The funds under the RKVY would
be provided to the States as 100 per cent grant by
the Central Government.

I.L1.7 The Government approved the National
Policy for Farmers, 2007, with a focus on the
economic well-being of the farmers in addition to
production and productivity. The broad areas to be
covered under this Policy include asset reforms to
improve farmers’ access to productive assets and
marketable skills; water use efficiency embodying the
idea of more crop per drop; and frontier technologies
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and Gyan Chaupals to provide for a holistic approach
to development of the farm sector.

I.L1.8 The Government approved a rehabilitation
package of Rs.16,979 crore for 31 districts prone to
farmers’ suicides in the four States of Andhra
Pradesh, Maharashtra, Karnataka and Kerala in
2007-08. The rehabilitation package, to be
implemented over a period of three years, aims at
establishing a sustainable and viable farming and
livelihood support system through debt relief to
farmers, improved supply of institutional credit, crop-
centric approach to agriculture, assured irrigation
facilities, watershed management, better extension
and farming support services, and subsidiary income
opportunities through horticulture, livestock, dairying
and fisheries.

I.L1.9 The Government expected to complete 24
major and medium irrigation projects and 753 minor
irrigation schemes in 2007-08 under the Accelerated
Irrigation Benefit Programme (AIBP), creating
additional irrigation potential of 500,000 hectares.
The Union Budget 2008-09 increased the estimated
outlay during the current financial year to Rs.20,000
crore with a grant component of Rs.5,550 crore as
against Rs.11,000 crore and Rs.3,580 crore,
respectively, during the previous year.

11L1.10 The Union Budget 2008-09 raised the corpus
of Rural Infrastructure Development Fund (RIDF)-
X1V in 2008-09 to Rs.14,000 crore to meet the funding
requirement for rural infrastructure. In addition, a
separate window under RIDF-XIV for rural roads with
a corpus of Rs.4,000 crore was also proposed in
the Union Budget 2008-09.

11.1.11 The flow of credit to the agricultural sector
exceeded the target for the fourth consecutive year
during 2007-08. As against a target of Rs.2,25,000
crore for 2007-08, the actual distribution of farm
credit by the banking system was Rs.2,25,348 crore.
The Union Budget has set the total agricultural credit
target for 2008-09 at Rs.2,80,000 crore. The Budget
also provided for the continuance of the short-term
crop loans at 7 per cent per annum and made an
initial provision of Rs.1,600 crore for interest
subvention in 2008-09.
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Box II.1
National Food Security Mission

In the Indian context, domestic availability of foodgrains at
an affordable price to the common people has been a major
yardstick of food security. Keeping this in view, the Green
Revolution was launched in the mid-1960s with the aim of
attaining food self-sufficiency while simultaneously
increasing the incomes of the rural poor. The Green
Revolution focused on high yielding varieties of seeds,
expansion in irrigation coverage, increased use of fertilisers
and chemicals, institutional support (including credit) and
supportive price policies, which helped in stepping up the
foodgrains production. The production of foodgrains
increased from around 51 million tonnes in 1950-51 to
around 95 million tonnes in 1967-68 and thereafter touched
a peak of 230.7 million tonnes (estimated) in 2007-08. This
enabled India to become an exporter of foodgrains in
contrast to the 1960s when it imported foodgrains.

The average growth rate of foodgrains production at 1.2 per
cent during 1990-2007, however, trailed behind the average
population growth of 1.9 per cent. According to the Economic
Survey 2007-08, the per capita availability of cereals and
pulses declined during this period. The consumption of
cereals declined from a peak of 468 grams per capita per
day in 1990-91 to 412 grams per capita per day in 2005-06,
while that of pulses declined from 42 grams per capita per
day (72 grams in 1956-57) to 33 grams per capita per day
during the same period. Furthermore, access to food for a
large section of the population is hindered due to chronic
poverty, unemployment and lack of purchasing power. The
challenge of food security remains a daunting task with
nearly half of the population still suffering from chronic under-
nutrition in the country.

In view of the need to address the problem of food shortage
in the country, the National Development Council (NDC) in
its 53 meeting held on May 29, 2007 adopted a resolution
to launch a Food Security Mission to increase the production
of rice, wheat and pulses by 10 million tonnes, 8 million
tonnes and 2 million tonnes, respectively, by the end of the
Eleventh Plan (2011-12). Accordingly, ‘National Food Security
Mission’ (NFSM), a centrally sponsored scheme, was
launched in 2007-08. The Mission aims at increasing
production of rice, wheat and pulses through area expansion
and productivity enhancement in a sustainable manner in
the identified districts of the country; restoring soil fertility
and productivity at the individual farm level; creating
employment opportunities; and enhancing farm level
economy (i.e., farm profits) to restore confidence amongst
the farmers.

The NFSM is envisaged to focus on districts which have
high potential but relatively low level of productivity
performance at present. The approach is to bridge the yield
gap in respect of rice, wheat and pulses through
dissemination of improved technologies and farm
management practices. A series of programme interventions

I1.L1.12 Inaccordance with the announcement in the
Union Budget 2008-09, the Government of India
issued in May 2008, the guidelines for the scheme
of debt waiver and debt relief for farmers to mitigate
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has been designed to reach resource scarce farmers and
for continuous monitoring of various activities. Panchayati
Raj Institutions will be actively involved in the activities like
selection of beneficiary, identification of priority areas and
implementation of local initiatives in the identified districts.

To achieve its objectives, the strategies of NFSM would
consist of implementation through active engagement of all
the stakeholders at various levels; promotion and extension
of improved technologies; close monitoring of flow of funds
to ensure that interventions reach the target beneficiaries
on time; integration of proposed interventions with the district
plan; fixing targets for each identified district and constant
monitoring and concurrent evaluation for assessing the
impact of the interventions for a result oriented approach by
the implementing agencies. The NFSM is being
implemented in 305 districts of 16 States in the country. The
identified districts are given flexibility to adopt any local area
specific interventions as are included in the Strategic
Research and Extension Plan (SREP) prepared for
agriculture development of the district. An amount of Rs.149.4
crore was released to various States to plan and implement
various interventions during 2007-08. The total outlay of
NFSM has been fixed Rs.4,882.5 crore during the Eleventh
Five Year Plan (Table A).

Table A: Allocation Proposed under NFSM

(Rs. crore)
Year Rice Wheat Pulses Total
2007-08 70.8 234.6 96.9 402.3
2008-09 384.1 682.7 285.9 1,316.8
2009-10 366.3 290.8 287.2 944.2
2010-11 428.3 341.5 286.4 1,056.3
2011-12 508.8 370.8 283.4 1,163.0
Total 1,722.3 1,920.3 1,239.9 4,882.5

India is one of the few countries which have experimented
with a broad spectrum of programmes for improving food
security. The latest endeavour embodied in the form of NFSM
is expected to give a palpable thrust to food production in
the country in a time bound manner.
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the distress of the farming community, especially the
small and marginal farmers. The Government
estimates that about 30 million small and marginal
farmers and about 10 million other farmers will
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benefit from the scheme. The revised cost of the
scheme was placed at Rs.71,680 crore in May 2008.

I.L1.13 The allocation for National Rural
Employment Guarantee Scheme (NREGS), which is
a demand-driven scheme carrying a legal guarantee
for employment, was budgeted at Rs.16,000 crore
for 2008-09 and the scheme was proposed to be
rolled out to all 596 rural districts in the country.

Manufacturing and Infrastructure

11.L1.14 Sector-specific policies were continued in
2007-08 to provide stimulus to the manufacturing
sector, the growth of which had slowed down during
the year. Steps continued to be taken to strengthen
the micro, small and medium enterprises (MSMES)
in order to improve their competitiveness. Fiscal
measures were also undertaken to address the
concerns of a slowdown in specific sectors, which
are important from the perspective of growth and
employment and also have large externalities.

1L1.15 A High Powered Group (Chairman:
Dr. V. Krishnamurthy) was constituted by the
Government of India in January 2008 to suggest
measures to ensure the continuing growth of the
manufacturing sector in the country. The terms of
reference of the Group include suggesting policy
measures to (a) ensure sustained growth of the
Indian manufacturing industries for the next 10-15
years; (b) reverse the recent deceleration in the
growth of the manufacturing industries; (c) boost
exports of Indian manufactured goods in the face of
appreciation of the rupee and high interest rates,
particularly with respect to labour intensive sectors
such as textiles, leather and handicrafts; (d) leverage
foreign direct investment (FDI) to modernise
manufacturing in India and create a strong
technological base.

11.1.16 A new Coal Distribution Policy was notified
in October 2007 to facilitate the supply of assured
guantities of coal to various categories of consumers
at pre-determined prices in a regime of enforceable
obligations on the part of both the suppliers and
consumers of coal. This policy also envisaged an
enlarged role for the State Governments in the supply
of coal to a large number of small and medium
industries. Based on the provisions of the policy, e-
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auction of coal was reintroduced with certain modified
features to facilitate the emergence of proper coal
market in the country. Under the new mode of e-
auction, there will be no floor price for bidding as
was the case in the earlier phase of e-auction of
coal; coal public sector undertakings (PSUs) will,
however, have the liberty of having a reserve price,
which is not lower than the notified prices of coal for
appropriate commercial decision making. There will
be two platforms for e-auction, one for the supply of
coal for a longer period of one year or more and the
other for supply of coal for shorter periods as per
the frequency of offer of e-auction. All the coal PSUs
will be required to announce a schedule of offer of
coal for sale under e-auction mode at the start of
the year for proper planning, both by the coal
suppliers and consumers.

IL1.17 The pace of de-reservation of products
reserved for exclusive manufacturing by the micro
and small enterprises (MSESs) has accelerated since
2005 with a view to increase the competitiveness of
the industry, upgrade technology, compete with
imports and achieve the economies of scale. The
Government de-reserved 79 items in February 2008.
With this de-reservation, only 35 items remain
exclusively reserved for manufacturing by the MSEs.
In continuation of support to micro, small and medium
enterprises (MSMESs), the Union Budget 2008-09
proposed to create a risk capital fund in the Small
Industries Development Bank of India (SIDBI). The
Budget also envisaged that SIDBI will reduce the
guarantee fee from 1.5 per cent to 1.0 per cent and
annual service fee from 0.75 per cent to 0.5 per cent
for loans up to Rs.5 lakh.

[1.L1.18 The Government also announced 10-point
initiatives under the National Manufacturing
Competitiveness Programme (NMCP) for promotion
and development of MSMEs to be implemented
during the Eleventh Plan period in MSME clusters in
the Public Private Partnership (PPP) mode. The
measures include ongoing schemes as well as new
schemes under the Package for Promotion of Micro
and Small Enterprises announced in February 2007.
Some of the new initiatives for promotion and
development of MSMEs include a scheme for
financial assistance to select management/business
schools and technical institutes to conduct tailor
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made courses; scheme for financial assistance to
five select universities/colleges to run 1,200
entrepreneurial clubs and scheme for rejuvenation,
modernisation and technological upgradation of the
coir industry. The Government also launched the
Rajiv Gandhi Udyami Mitra Yojana in February 2008
to provide handholding assistance to first generation
entrepreneurs through lead agencies or Udyami
Mitras in the establishment and management of the
new enterprises, in dealing with various procedural
and legal hurdles, and in completion of various
formalities required for setting up and running of the
enterprises. In order to provide a more focused
identification and targeting of beneficiaries belonging
to the marginalised section, a new credit linked
subsidy programme, Prime Minister's Employment
Generation Programme (PMEGP), was launched on
August 15, 2008 by merging the Prime Minister’s
Rojgar Yojana (PMRY) and Rural Employment
Generation Programme (REGP). The programme
sought to generate employment opportunities
through establishment of micro enterprises in rural
as well as urban areas.

11L1.19 The Union Budget 2008-09 proposed to
continue the Scheme for Integrated Textile Parks
(SITP) and the Technology Upgradation Fund (TUF)
during the Eleventh Plan period, with special thrust
on spinning, weaving, Kknitting, garment
manufacturing, technical textiles and processing
segments of the textiles industry in view of their
potential for value-addition and employment
generation. The cluster approach to handloom sector
has made rapid progress and 250 clusters are being
developed. Under the health insurance scheme, 1.8
million weavers were covered by March 2008. The
scheme has been extended for 2008-09 and ancillary
handloom workers have also been brought within the
ambit of the scheme.

11.1.20 The Government pursued measures aimed
at expansion of infrastructure. In the power sector,
the Union Budget 2008-09 made a provision of
Rs.5,500 crore for the Rajiv Gandhi Grameen
Vidyutikaran Yojana. In view of the poor state of
transmission and distribution of electricity, a national
fund for transmission and distribution was proposed
to be created. To improve the road network, the
Union Budget increased the allocation for National

37

Highway Development Programme to Rs.12,966
crore in 2008-09 from Rs.10,867 crore in 2007-08.

I.L1.21 The Government constituted a High
Powered Committee in June 2008 (Chairman:
Dr. Arvind Virmani) to examine the financial position
of oil companies. The Group was required to
(i) examine the impact of the increase in oil prices
between 2004-05 and 2007-08 on the financial
position of oil companies, including upstream
exploration companies, refiners and downstream oil
marketing companies (OMCs); (ii) analyse the cash
flows and the profitability of all three groups of
companies so as to get a clear picture of the changes
taking place in their operating positions, particularly
the impact on access to credit and cash availability
for their operations; (iii) revisit the concept of ‘under
recoveries’ and examine the reported deficit and the
real deficit faced by OMCs as a result of price
constraints imposed on them; (iv) estimate the
financial needs of the refiners and OMCs in order to
continue their normal business activities and to meet
the energy needs of the economy, and the possible
sources of funds to meet their financial needs; and
(v) examine the available options for burden sharing
by all stakeholders, including upstream exploration
companies, refiners, downstream OMCs and stand
alone refiners.

I1.L1.22 In order to provide fillip to the industry,
promote value addition, and remove duty inversions
and other anomalies, the Union Budget 2008-09
altered customs duties across various categories.
Accordingly, the customs duty on project imports,
phosphoric acid and specified machinery for
manufacture of sports goods was reduced from 7.5
per cent to 5 per cent; customs duty on certain
specified life saving drugs, bulk drugs used for the
manufacture of such drugs, polished cubic zirconia,
convergence products and rough coral was reduced
from 10 per cent to 5 per cent while on crude and
unrefined sulphur, the duty was brought down from
5 per cent to 2 per cent. The customs duty on steel
melting scrap, aluminium scrap and bactofuges was
reduced to nil. Full exemption from duty was granted
for specified parts of set top boxes, specified raw
materials for use in the IT/electronic hardware
industry, specified raw materials for sports goods,
rough cubic zirconia, naphtha imported for the
production of fertilizers, cut and polished coloured
gemstones and rough synthetic gemstones.
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11.1.23 Excise duty was reduced for a wide variety
of goods. These included goods produced in the
pharmaceutical sector, water purification devices,
veneers and flush doors, sterile dressing pads,
specified packaging material, and breakfast cereals
(from 16 per cent to 8 per cent); buses and their
chassis, small cars, two wheelers and three wheelers
(from 16 per cent to 12 per cent); hybrid cars (from
24 per cent to 14 per cent); paper, paper board and
articles made therefrom, and certain varieties of
writing, printing and packing paper (from 12 per cent
to 8 per cent). All electric vehicles were exempted
from excise duty. Effective August 14, 2008, full
exemption from central excise duty was granted to
goods procured for setting up ultra mega power
projects based on super critical coal thermal
technology.

FISCAL POLICY

I1.L1.24 The process of fiscal consolidation in 2007-08
continued as stipulated under the Fiscal
Responsibility and Budget Management (FRBM)
Rules, 2004. Fiscal policy simultaneously pursued
the objectives of economic growth, equity and
macroeconomic stability. The revised estimates of
finances of the Central Government for 2007-08
showed improvement, with the key deficit indicators,
viz., revenue deficit (RD) and gross fiscal deficit
(GFD) as a ratio to GDP, declining by 0.1 per cent
and 0.2 per cent, respectively, over the budget
estimates. This was on account of robust economic
growth coupled with buoyant tax revenue. The tax-
GDP ratio in the revised estimates of 2007-08
improved to 12.5 per cent from the budgeted level
of 11.8 per cent.

11.L1.25 The tax policy for 2007-08 focused on a
balanced tax structure in terms of reasonable tax
rates, fewer exemptions, wider tax base and recovery
of arrears. The overall rates of personal income and
corporation taxes were kept unchanged, while the
threshold limit of exemption from personal income
tax was raised by Rs.10,000. The surcharge on
companies with a taxable income of Rs.1 crore or
less was removed. The rate of dividend distribution
tax (DDT) was raised from 12.5 per cent to 15 per
cent on dividends distributed by companies and to
25 per cent on dividends paid by money market
mutual funds and liquid mutual funds.
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11.L1.26 In order to expand the existing tax base,
several measures were taken. First, the minimum
alternate tax (MAT) base was widened by bringing
the profits of Software Technology Parks of India
(STPI) units and Export Oriented Units (EOUs) within
its ambit. Second, the provision of Tax Deduction at
Source (TDS) was extended to payments made to
contractors by individuals and Hindu Undivided
Families (HUFs) engaged in business and having
turnover above a specified limit. Third, the scope of
fringe benefit tax (FBT) was expanded to include the
benefits provided under the employees’ stock option
plan (ESOP) under its ambit.

11.1.27 Amongst the major reliefs granted under the
direct taxes, cash withdrawals by the Central and
State Governments were exempted from the scope
of banking cash transactions tax (BCTT), while the
BCTT exemption limits for individuals and HUFs were
raised from Rs.25,000 to Rs.50,000. The 100 per
cent deduction provided for 10 years in respect of
profits and gains provided for infrastructure facilities
was extended to cross-country natural gas
distribution network. Furthermore, the expression
‘infrastructure facility’ was expanded to include
navigational channel in the sea within its ambit. To
facilitate the creation of urban infrastructure, the
issue of tax-free bonds was sanctioned through State
Pooled Finance Entities formed for raising funds for
a group of urban local bodies. The weighted
deduction of 150 per cent given for expenditure
relating to in-house research and development was
extended for five more years till March 31, 2012. The
exemption from tax given to venture capital funds
was restricted only to investments in venture capital
undertakings in biotechnology, information
technology relating to hardware and software
development, nanotechnology, seed research and
development, research and development of new
chemical entities in the pharmaceutical sector, dairy
industry, poultry industry and production of bio-fuels.

11.L1.28 Significant changes were also made in
indirect taxes. Continuing with the policy of bringing
about moderate, rational and simplified tax structure
and reducing customs duty rates to ASEAN levels,
the peak rate of customs duty for non-agricultural
imports was reduced from 12.5 per cent in 2006-07
to 10 per cent in 2007-08. In order to make available
input materials at competitive rates to domestic
manufacturers, the import duty on chemicals and
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plastics was reduced substantially across the various
categories. The simple average tariff for non-
agricultural goods was reduced from 12.2 per cent
in 2006-07 to about 9.4 per cent in 2007-08. With
the aim of advancing research and development in
the country, the concessional rate of 5 per cent duty
available to public funded research institutions was
extended to all research institutions registered with
the Directorate of Scientific and Industrial Research.
The strategy with respect to excise duties continued
to be focused on expanding the tax base rather than
moderating rates. Accordingly, the Union Budget
2007-08 kept the general CENVAT rates unchanged.
The ad valorem component of excise duty on petrol
and diesel was, however, reduced from 8 per cent to
6 per cent in order to share the burden of higher
international crude prices.

Union Budget 2008-09

11.1.29 The Union Budget 2008-09 reiterated its
commitment to a faster and more inclusive growth
and also emphasised the need to address supply
constraints on growth. The Budget sought to make
2008-09 the year of consolidation by (i) securing the
ongoing programmes on firm financial foundation;
(ii) closely monitoring implementation and enforcing
accountability; and (iii) measuring the outcomes in
terms of the targets achieved as well as their quality.
Despite pressure from committed and non-
discretionary expenditures such as interest
payments, defence, pensions, salaries and
subsidies, the Budget for 2008-09 committed to the
overarching objectives of achieving faster and more
inclusive growth by increasing allocation for social
sectors, including rural employment, education and
health. The Budget also sought to ensure adequate
resources for improving physical infrastructure
including rural roads and electrification to tap the
potential of rural India.

1.1.30 The process of fiscal consolidation as
outlined in the Union Budget 2008-09 would continue
to be revenue-led, while focusing on reprioritisation
and improvement in the quality of expenditure,
particularly in infrastructure development and in
social sectors like health and education. Under
education, the focus would be on enhancing
retention in primary level and strengthening
secondary and technical education. In the area of
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health care, allocations were increased for
establishing a decentralised health delivery system.

1111.31 The tax proposals announced in the Union
Budget 2008-09 aimed at sustaining the growth in
tax revenue and consolidating the achievements
made in the last four years. This was sought to be
achieved through appropriate policy intervention
coupled with improvement in the quality, efficiency
and effectiveness of tax administration. The policy
strategy was to be oriented towards moderate and
fewer tax rates, removal of exemptions and
broadening of the tax base. In the case of tax
administration, emphasis was placed on recovery of
arrears of tax revenue, improvement in service
delivery to the tax payer and enhancement of
deterrence levels. Overall, the direct tax measures
in the Union Budget 2008-09 were expected to be
revenue neutral, whereas the indirect proposals
were estimated to involve a loss of Rs.5,900 crore.

11.1.32 With regard to direct taxes, the corporate tax
rates and surcharges were kept unchanged. The
threshold limit of exemption for personal income tax
(PIT) was raised from Rs.1,10,000 to Rs.1,50,000
for all assessees, thus giving every assessee a relief
of a minimum of Rs.4,000. The basic exemption limit
was raised to Rs.1,80,000 for women and to
Rs.2,25,000 for senior citizens above 65 years of
age. The four slabs for personal income tax were
also revised upwards. With a view to encouraging
small savings, the Senior Citizens’ Savings Scheme
2004 and the Post Office Time Deposit Account were
included under Section 80C of the Income Tax Act.
An additional deduction of Rs.15,000 was allowed
under Section 80D to an individual who pays medical
insurance premium for his/her parent or parents. The
banking cash transaction tax (BCTT) is being
withdrawn with effect from April 1, 2009.

I1.L1.33 The corporate debt instruments issued in
demat form and listed on recognised stock
exchanges were exempted from tax deduction at
source. The rate of tax on short-term capital gains
was raised to 15 per cent to bring it in line with the
dividend distribution tax rate. A parent company was
allowed to setoff the dividend received from its
subsidiary company against dividend distributed by
it, provided the latter has suffered dividend
distribution tax (DDT) and the parent company is not
a subsidiary of another company.
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I1.L1.34 The Union Budget 2008-09 provided some
reliefs to corporates and firms in the fringe benefit
tax (FBT) by excluding créche facilities, guest
houses, sponsorship of an employee-sportsperson
and expenses relating to organising sports events
for employees from the purview of FBT. The rebate
given to securities transaction tax (STT) against tax
liability was removed and STT paid would be treated
like any other deductible expenditure against
business income. Furthermore, for options which are
not exercised, the levy of STT would be on the option
premium, and the liability will be on the seller; for
options which are exercised, the levy would be on
the settlement price and the liability would be on the
buyer. The Budget introduced a commodities
transaction tax (CTT) on the same lines as STT on
options and futures traded in commodity exchanges.

11.1.35 Inthe case of indirect taxes, the peak rate of
customs duty on non-agricultural goods was
maintained at 10 per cent for 2008-09. Sector specific
reductions in customs duties were undertaken to
promote industry. Special countervailing duty (CVD)
at the rate of 4 per cent was imposed on a few
specified projects in the power sector. In order to
prevent price distortions and revenue losses arising
on account of a complex regime of export benefits
and duty exemptions, the duty exemption granted
on naphtha for use in the manufacture of polymers
was withdrawn and was subjected to the normal rate
of 5 per cent. However, naphtha imported for the
production of fertilisers would continue to be
exempted from import duty.

1L1.36 In order to provide stimulus to the
manufacturing sector, the Union Budget 2008-09
reduced the general CENVAT rate on all goods from
16 per cent to 14 per cent. The excise duty in the
case of growth and employment oriented sectors
were reduced. On certain goods, such as composting
machines, wireless data cards, packaged coconut
water, tea and coffee mixes, and puffed rice, excise
duty was reduced from 16 per cent to nil. The ad
valorem component of the excise duty on unbranded
petrol and unbranded diesel was abolished and
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replaced by an equivalent specific duty of Rs.1.35
per litre. As a result, the specific duty on unbranded
petrol and unbranded diesel was fixed at Rs.14.35
per litre and Rs.4.60 per litre, respectively.

11.L1.37 While the service tax rate was kept
unchanged, in keeping with the growing share of
service sector in the economy, the coverage was
widened to include asset management service
provided under unit linked insurance plan (ULIP);
services provided by stock/commodity exchanges
and clearing houses; right to use goods, in cases
where value added tax (VAT) is not payable; and
customised software. In order to facilitate small
service providers and to ensure optimum utilisation
of the administrative resources, annual threshold
limit of service tax exemption for small service
providers was increased from Rs. 8 lakh per year to
Rs.10 lakh per year. This exemption was expected
to benefit about 65,000 small service providers.

11.1.38 The Government intended to request the
Thirteenth Finance Commission to revisit the
roadmap for fiscal adjustment and suggest a suitably
revised roadmap after the obligations on account of
the Sixth Central Pay Commission (SPC) become
clear. The SPC submitted its Report to the
Government on March 24, 2008. Subsequently, the
Central Government approved the implementation
of the recommendations of the SPC with some
moadifications. The financial implications of the SPC
award as modified by the Central Government is
estimated to be around Rs.22,100 crore (Box 11.2).

11.L1.39 Following an agreement between the Central
Government and the State Governments and in
pursuance of the announcement made in the Union
Budget 2008-09, the rate of central sales tax (CST)
was reduced from 4 per cent to 3 per cent in 2007-
08 and further to 2 per cent from June 1, 2008.
Compensation for revenue loss to the States in any
year arising from the lowering of CST will be limited
to the proportionate loss based on the actual
collection of CST in the relevant year. The
Government noted that considerable progress had
been made in preparing a road map for introducing
the goods and services tax with effect from April 1,
2010.
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11.1.40 The expenditure policy for 2008-09 was
aimed at containing non-plan expenditure while
providing adequately for spending on social
development and infrastructure needs. In this regard,
every ministry/department is required to effect a
mandatory cut of 10 per cent on specified heads of
non-plan expenditure. The remaining heads of non-
plan expenditure except interest payment, repayment
of debt, defence capital, salaries, pensions and

Finance Commission grants to States, were to be
subjected to a mandatory cut of 5 per cent. The fiscal
policy strategy was to remain accommodative
towards expenditures relating to inclusive growth,
human capital development and critical infrastructure
development to achieve the growth objectives set
out for the Eleventh Five Year Plan. Outcome
budgets for 2008-09 were presented by various
ministries/departments to identify, monitor and

Box II.2
Impact of the Sixth Pay Commission on Government Finances

The Sixth Central Pay Commission (SPC) (Chairman: Justice
B.N.Srikrishna), which was constituted by the Government
on October 5, 2006, submitted its Report on March 24, 2008.
The terms of reference envisaged transforming the
organisations of the Central Government into modern,
professional and citizen friendly entities that are dedicated
to the service of the people. Accordingly, the SPC evolved a
pay package for the Government employees and made
recommendations for rationalising the Governmental
structure with a view to improving the delivery mechanisms
for providing better services to the common man. In order to
achieve the objectives, the Commission recommended a
reduction of layers within the Governmental structure so as
to expedite decision making and improve delivery
mechanism. It also suggested Performance Related
Incentive Scheme (PRIS) and variable increments in the
basic scheme of pay scales. The PRIS envisaged a
pecuniary component, over and above the salary, for higher
performance that would be judged by improved delivery to
the end user by an external independent agency. Pay scales
and revision of pension were proposed to take effect
retrospectively from January 1, 2006, while other
recommendations will be implemented prospectively.

Salient features of the SPC’s recommendations included:
(a) four distinct running pay bands for both civilian and
defence forces in addition to distinct pay scales for the
Secretary to Government of India/equivalent and Cabinet
Secretary; (b) fixing of minimum salary at the entry level of
pay band (PB-1) at Rs.6,660 (revised to Rs.7,000 by the
Union Cabinet in August 2008); maximum salary at the
Secretary level at Rs.80,000; minimum:maximum ratio to
be 1:12; (c) doubling of most of the allowances of both civilian
and defence forces along with indexation of all fixed
allowances to inflation; (d) 40 per cent increase in pension;
(e) revision of base year of consumer price index, as
frequently as feasible, for computing dearness allowance;
and (f) provision of military service pay for all personnel of
defence forces up to the level of brigadier/equivalent.

The impact of the pay hike on Government finances was
estimated to be Rs.12,561 crore per annum (Table A), of
which Rs.9,242 crore would be borne by the Central
Government and the remaining Rs.3,319 crore would be
borne by the Railway Budget. The Commission, however,
projected savings of Rs.4,586 crore per annum on account
of the (i) recommended rectification of commutation pension
formula; (ii) revised scheme for payment of pension
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commutation; (i) revised scheme for payment of advances
and lateral movement of defence forces personnel. Thus,
the net additional financial burden for Government was
projected to be Rs.7,975 crore per annum. The Commission,
however, noted that there might not be any accrual of savings
in the first year of the implementation of the
recommendations.

Table A: Financial Impact per annum
(Rupees crore)

Head Implications
Revised pay scales for civilians 3,828
Revised pay scales for defence forces 1,640
Military service pay for defence forces 1,497
Transport Allowances (civilians and defence forces) 241
HRA (civilians and defence forces) 1,100
Pension (civilians and defence forces) 1,365
Gratuity (civilians and defence forces 410
Leave encashment (civilians and defence forces) 180
Defence forces allowances 1,750
Other allowances 400
Miscellaneous (up-gradations of individual posts,

individual allowances) 150
Total 12,561

The one-time expenditure impact on account of payment of
arrears retrospectively from January 1, 2006 was estimated
at Rs.18,060 crore. Of this, Rs.12,642 crore would be borne
by the Budget of the Central Government and the remaining
Rs.5,418 crore by the Railway Budget. The Union
Government has approved the recommendations of the SPC
awards on August 14, 2008. The financial implications in
2008-09 on account of implementation of the
recommendations of the SPC as modified by the Central
Government would be around Rs.22,100 crore. Of this,
around Rs.15,700 crore would be borne by the Central
Budget and Rs.6,400 crore by the Railway Budget.

Reference:
Government of India (2008), Report of the Sixth Central Pay
Commission, March.

Government of India (2008), Press Information Bureau,
Ministry of Finance, August, 14.
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assess actual outcomes. With a shift in focus from
outlays to outcomes, the need for efficient tracking
of expenditure, improving the quality of expenditure
and enhancing the efficiency and accountability of
the delivery mechanism were recognised as critical
for obtaining value for money. In order to ensure
better expenditure discipline, the accounting system
was being expanded to provide online tracking of
status on Government receipt and expenditure
through various Central Government ministries/
departments to capture the online releases status
on various Central/States schemes.

I1.L1.41 The Budget continued to place emphasis on
social sector infrastructure through higher outlays
to the flagship programmes relating to rural
employment, education, health, water supply, women
and child development and other welfare
programmes and through monitoring the
achievement of physical targets set out in these
programmes. The allocations for health and
education were increased considerably for 2008-09
keeping in view their importance in social sector
reforms. The Union Budget 2008-09 proposed to shift
the focus of Sarva Shiksha Abhiyan (SSA), a flagship
programme under Bharat Nirman, from access and
infrastructure at the primary level to enhancing
retention, improving quality of learning and ensuring
access to upper primary classes. It also proposed a
new scheme to establish 6,000 high quality model
schools, extend the coverage of mid-day meal
scheme to upper primary classes in Government and
Government-aided schools in all blocks in the country
and setting up institutes of higher education in various
States. Based on the recommendation of the National
Knowledge Commission, the Ministry of Information
and Technology would establish a National
Knowledge Network to encourage sharing of
resources and collaborative research. The Union
Budget 2008-09 increased the allocation for National
Rural Health Mission (NRHM), aimed at establishing
a fully functional, community owned decentralised
health delivery system, to Rs.12,050 crore.

I1.L1.42 The Government introduced three schemes
that are designed to provide social security to
workers in the unorganised sector in a phased
manner in anticipation of the enactment of ‘The
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Unorganised Sector Workers’ Social Security Bill
2007’. These were (i) the Aam Admi Bima Yojana that
would provide insurance cover to poor households;
(ii) the Rashtriya Swasthya Bima Yojana to provide
a health cover of Rs.30,000 for every worker in the
unorganised sector falling under the below poverty
line (BPL) category and his/her family; and (iii) the
Indira Gandhi National Old Age Pension Scheme that
was enlarged with effect from November 19, 2007 to
include all persons over 65 years falling under BPL
category.

State Governments

I1.L1.43 The State Governments continued to make
progress in fiscal correction and consolidation
programme during 2007-08 in terms of the path of
fiscal restructuring prescribed by the Twelfth Finance
Commission (TFC) and targets fixed under their
respective Fiscal Responsibility Legislation (FRL).
As at end-June 2008, all States, barring West Bengal
and Sikkim, had enacted FRL. All States have
implemented Value Added Tax (VAT) in lieu of sales
tax, with the last State, viz., Uttar Pradesh,
implementing VAT with effect from January 1, 2008.
The State Governments have been preparing
Medium Term Fiscal Plan (MTFP) as a requirement
under their FRL, which define the strategic priorities,
key policies and rolling targets for the three-year
period.

I1.L1.44 The Thirteenth Finance Commission was
constituted in terms of Article 280 of the Indian
Constitution on November 13, 2007, which will have
an award period spanning 2010-2015. As per its
terms of reference, the Commission would make
recommendations on the distribution between the
Union and the States of the net proceeds of taxes,
which are to be or may be divided between them,
the principles which should govern the grants-in-aid
of the revenues of the States out of the Consolidated
Fund of India and the measures needed to augment
the Consolidated Fund of a State to supplement the
resources of the Panchayats and Municipalities in
the State on the basis of the recommendations made
by the Finance Commission of the State. Apart from
the above, the Commission will also consider, inter
alia, (a) the impact of the proposed implementation
of goods and services tax (GST); (b) the need
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to improve the quality of public expenditure; and
(c) the need to manage ecology, environment and
changed climate consistent with sustainable
development.

11.1.45 The States, while presenting their budgets
for 2008-09, announced a number of policy initiatives
aimed at augmenting revenues and directing
expenditure towards the priority areas. Allocations
for agriculture and water conservation were proposed
to be raised in 2008-09 by most of the States, viz.,
Andhra Pradesh, Assam, Bihar, Chhattisgarh, Goa,
Gujarat, Haryana, Himachal Pradesh, Jharkhand,
Kerala, Maharashtra, Manipur, Meghalaya,
Nagaland, Orissa, Punjab, Rajasthan, Tamil Nadu,
Uttar Pradesh and West Bengal. All the States
proposed higher expenditure on health and
education sectors. State Governments of Andhra
Pradesh, Assam, Bihar, Chhattisgarh, Goa, Gujarat,
Haryana, Himachal Pradesh, Jharkhand, Kerala,
Maharashtra, Manipur, Punjab, Rajasthan,
Uttarakhand, Uttar Pradesh and Tamil Nadu also
placed emphasis on development of infrastructure,
with higher allocations for development of roads and
urban transport. A number of States, viz., Assam,
Bihar, Goa, Haryana, Jammu and Kashmir,
Maharashtra, Manipur, Meghalaya, Mizoram,
Nagaland, Punjab, Rajasthan, Tamil Nadu and Uttar
Pradesh, announced schemes for the power sector.
A few States, viz., Andhra Pradesh, Assam, Bihar,
Gujarat, Haryana, Jharkhand, Manipur, Orissa,
Rajasthan, Tamil Nadu, Uttarakhand and Uttar
Pradesh, proposed higher allocations for urban
development and housing sectors. The State
Governments are also undertaking construction of
houses for low and middle income group families,
slum dwellers and below poverty line families under
various schemes, including Indira Awas Yojana and
Jawaharlal Nehru National Urban Renewal Mission
(JNNURM). Several States including Andhra Pradesh,
Bihar, Goa, Himachal Pradesh, Jammu and Kashmir,
Madhya Pradesh, Manipur, Rajasthan, Uttarakhand
and Uttar Pradesh also proposed computerisation
of treasuries and tax departments. Maharashtra
implemented a computerised budget distribution
system in order to improve the cash flow system.
Some more States, including Arunachal Pradesh,
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introduced gender budgeting for the empowerment
of women. Kerala announced setting up of a Gender
Board. Manipur proposed to set up Guarantee
Redemption Fund and Consolidated Sinking Fund.

EXTERNAL SECTOR POLICIES

[1.L1.46 In the Annual Supplement (2008) to Foreign
Trade Policy (2004-09), the Government announced
a set of policy measures to strengthen the export
sector through sectoral initiatives, promotional
measures, relief to sectors affected by rupee
appreciation, measures to reduce transaction cost
and procedural simplification. Under the promotional
measures, the customs duty under the Export
Promotion Capital Goods (EPCG) scheme was
reduced from 5 per cent to 3 per cent with the
objective of modernisation of manufacturing and
services exports. The Duty Entitlement Pass Book
(DEPB) scheme was extended up to May 2009. As a
relief measure to exporters in select sectors affected
by the appreciation of rupee, the interest rate
subvention already granted to the specified sectors
was extended for one more year and the average
export obligation under EPCG was reduced for the
affected sectors. The other sectoral measures
announced comprised specific initiatives for sectors
such as IT hardware, telecom, toys and sports goods.
These included setting up of a new Export Promotion
Council for the telecom sector and inclusion of
specific items in the IT hardware sector for benefits
under high tech product scheme. The coverage
under the Focus Market Scheme (FMS), which aims
at increasing export competitiveness to select
international markets by offsetting the high freight
costs and other externalities to these markets, was
extended to include 10 additional countries. The
export facilitation measures announced, inter alia,
included payment of interest to exporters in case of
delay in refund of duties; free disposal of waste/scrap/
remnant generated in manufacturing or processing
activities of a special economic zone (SEZ) unit/
developer/co-developer in domestic tariff area (DTA),
subject to payment of applicable customs duty;
withdrawal of requirement of submission of non-
availment of MODVAT certificate in specified cases;
and inclusion of some additional ports under export
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promotion schemes for reducing costs and adhering
to the delivery schedules. Measures to reduce
transaction cost to exporters included Electronic Data
Interchange (EDI)-enabling of advance authorisation
scheme and EPCG scheme through electronic
message exchange; treating all existing EDI ports
as a single port; reduction in application fee for duty
credit scrips; EPCG authorisations and importer-
exporter code number; and reduction of fee in case
of supplementary claims. The main procedural
simplifications consisted of allowing export oriented
units (EOUSs) to pay excise duty on a monthly basis
against the present system of paying duty on a
consignment basis, subject to certain conditions; and
allowing pro-rata enhancement/reduction in ‘cost,
insurance and freight’ (CIF) value or duty saved
amount beyond 10 per cent under the EPCG scheme.

Foreign Exchange Transactions?

I.L1.47 During 2007-08, the Reserve Bank
continued to take several measures to further
simplify and liberalise the external payments regime
and deepen the foreign exchange market. The policy
initiatives undertaken to further liberalise cross-
border capital flows, both inflows and outflows,
included, inter alia, increase in the overseas
investment limits for Indian entities, including mutual
funds, and widening of investment avenues for
mutual funds and venture capital funds; enhanced
limits for portfolio investment in equities of foreign
companies where the requirement of reciprocal stake
of at least 10 per cent in Indian companies was
dispensed with; permission to cancel forward
contracts for overseas direct investments (equity and
loan) and rebook 50 per cent of such cancelled
contracts; permission to hedge currency exposures
of resident individuals, small and medium enterprises
in respect of inward/outward remittances and
enhanced prepayment limits for the external
commercial borrowings (ECB). Effective June 2, 2008,
companies in the service sector have been permitted
to avail of ECB up to US $ 100 million per financial
year, for the purpose of import of capital goods under
the approval route.

11.1.48 With regard to current account transactions,
important liberalisation measures taken during
2007-08 included enhancement of limits for
remittances under the Liberalised Remittance Scheme
(LRS) for resident individuals (from US $ 50,000 to
US $ 100,000 per financial year in May 2007 and
further to US $ 200,000 per financial year in
September 2007), subject to certain conditions;
permission to allow refund of export proceeds for
goods to be re-imported into India on account of poor
guality; enhancement of limits for consultancy
services for infrastructure projects; and
enhancement of limits for imports of rough diamonds.

I.L1.49 Keeping in view the prevailing
macroeconomic situation and experience gained in
administering the ECB policy, a review of the ECB
guidelines was undertaken in August 2007.
Accordingly, the exemption for utilisation of ECB
proceeds for development of integrated township was
dispensed with. Furthermore, ECB up to US $ 500
million per borrower per financial year was permitted
only for foreign currency expenditure for permissible
end-uses of ECB under the automatic route and
funds were required to be parked abroad. For
meeting rupee expenditure for permissible end-uses,
ECB up to US $ 20 million (raised in June 2008 to US
$ 100 million for borrowers in infrastructure sector
and to US $ 50 million for other borrowers) would be
considered by the Reserve Bank under the approval
route. The all-in-cost ceilings for ECBs were reduced
in May 2007 (but were subsequently restored in May
2008).

MONETARY POLICY FRAMEWORK?

11.1.50 The conduct of monetary policy during 2007-
08 was shaped by the need to meet the challenges
arising out of large capital flows, turbulence in global
financial markets and increase in inflation and
inflationary expectations due to both global and
domestic factors. Framed against the backdrop of
intensified demand pressures coupled with supply-
side constraints resulting from the slowdown in

1 A detailed discussion of policies relating to foreign exchange transactions is presented in Chapter V (Development and Regulation of

Financial Markets) of the Report.

2 A detailed discussion of monetary management is presented in Chapter Il (Monetary Policy Operations) of the Report.
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agricultural growth rate, the Annual Policy Statement
for 2007-08 (April 2007) emphasised that in order
to achieve a judicious balancing of weights assigned
to monetary policy objectives, priority needed to be
accorded to stability in order to support sustainable
growth. The stance of monetary policy was “to
respond swiftly with all possible measures as
appropriate to the evolving global and domestic
situation impinging on inflation expectations and the
growth momentum” (April 2007). While the
macroeconomic performance in the first quarter of
2007-08 was favourable both in terms of growth and
inflation, monetary policy, nevertheless, emphasised
the need to continuously assess the overall inflation
outlook. Under-pricing and wide diffusion of risks in
global financial markets imparted considerable
uncertainty. The stance of monetary policy, as set
out in the First Quarter Review, therefore, indicated
that while there would be continued emphasis on
price stability and well-anchored inflation expectations
to sustain the growth momentum, “contextually,
financial stability may assume greater importance in
the months to come” (July 2007). Accordingly, higher
priority was accorded to managing appropriate
liquidity conditions in the policy hierarchy. Monetary
policy was faced with the challenge of managing large
capital flows and the attendant implications for
liquidity and overall stability, particularly in the context
of growing threats to inflation emanating from global
factors. Beginning July 2007, global financial markets
experienced unusual volatility, strained liquidity and
heightened risk aversion. In view of the heightened
global uncertainties and unconventional policy
responses by the central banks, the Mid-term Review
resolved to take recourse to all possible options for
maintaining stability and growth momentum in the
economy, even while persisting with the stance as
articulated in the Annual Policy Statement for 2007-
08 and the First Quarter Review. During the third
guarter of 2007-08, while domestic outlook remained
positive, global economic outlook worsened, with the
sub-prime crisis and volatile global prices of food,
fuel and metal, accentuating the risks to both growth
and inflation. The stance of monetary policy was,
therefore, “to monitor the evolving heightened global
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uncertainties and domestic situation impinging on
inflation expectations, financial stability and growth
momentum in order to respond swiftly with both
conventional and unconventional measures, as
appropriate” (January 2008).

I1.1.51 The Annual Policy Statement for 2008-09
(April 2008) recognised the increased threats to
growth and stability from global developments with a
highly uncertain likelihood of early resolution. The
Statement, however, noted that the policy setting
would continue to be dominated by domestic factors
with contextual emphasis on inflationary
expectations. Accordingly, the overall stance of
monetary policy was set in terms of ensuring a
monetary and interest rate environment that
accorded high priority to price stability, well-anchored
inflation expectations and orderly conditions in
financial markets while being conducive to the
continuation of the growth momentum. The policy
resolved to respond swiftly on a continuous basis to
the evolving constellation of adverse international
developments and to the domestic situation
impinging on inflation expectations, financial stability
and growth momentum, with both conventional and
unconventional measures, as appropriate. This
stance was reiterated in the First Quarter Review of
the Annual Policy Statement (July 2008) which noted
that in view of the unprecedented uncertainties and
dilemmas, “it is important to take informed judgements
with regard to the timing and magnitude of policy
actions; and such judgements need to have the
benefit of evaluation of incoming information on a
continuous basis.”

11.1.52 In recognition of the cumulative and lagged
effects of monetary policy, the withdrawal of
monetary accommodation, which began in September
2004, continued in 2007-08 and 2008-09 so far. The
cash reserve ratio (CRR) was raised by a total of
150 basis points during 2007-08. In view of the
progressive building up of underlying inflationary
pressures besides oil prices during 2008-09 so far,
monetary policy recognised the need to smoothen
and enable the adjustment of demand on an
economy-wide basis so that inflation expectations are
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contained. Accordingly, the Reserve Bank has been
acting preemptively. The CRR was raised by a total
of 125 basis points during 2008-09 (up to end-July
2008) and will be raised further by 25 basis points
with effect from the fortnight beginning August 30,
2008. The cumulative increase in the CRR since
September 2004 would aggregate to 450 basis
points. Furthermore, the Reserve Bank also
increased the repo rate by a total of 125 basis points
during June-July 2008 to 9.0 per cent, while keeping
other policy interest rates unchanged.

CREDIT DELIVERY?

11.1.53 During 2007-08, the Reserve Bank
continued with its policy to improve the credit delivery
mechanism to the small borrowers, particularly to the
agriculture and small enterprises sector by creating
a conducive environment for banks to provide
adequate and timely finance at reasonable rates
without procedural hassles. The Reserve Bank also
emphasised the importance of greater financial
inclusion, promotion of credit delivery for employment
generation in rural areas, encouraging financial
literacy and improving credit quality. Towards this
end, it continued to take a number of initiatives
including revision of guidelines on lending to priority
sector, strengthening of the rural co-operatives and
regional rural banks, encouraging multiple channels
of lending such as self-help groups (SHGs), micro-
finance institutions (MFIs), adoption of business
facilitator (BF)/business correspondent (BC) model
and information and communication technology (ICT)
solutions for achieving greater outreach and reducing
transaction cost. During 2008-09, the Reserve Bank
continued to place emphasis on credit quality as well
as credit delivery, in particular, for employment-
intensive sectors, while pursuing financial inclusion.

FINANCIAL SECTOR POLICIES*

11.1.54 The regulatory purview of the Reserve Bank
extends to a large segment of the financial system
including commercial banks, co-operative banks,
non-banking financial institutions and various
segments of the financial market (money market,

government securities market and foreign exchange
market). During 2007-08, the Reserve Bank
continued to undertake measures to facilitate the
appropriate development of the financial system with
a view to support sustained economic growth and
ensure financial stability. The focus of various policy
measures continued to be on appropriate safeguards
by way of prudential regulations and disclosure
standards, and strengthening of supervisory
processes and risk management systems. The
financial sector remained resilient in the face of the
recent global financial market turmoil.

I.1.55 Foreign banks and Indian banks with
overseas presence smoothly migrated to the Basel
Il framework on March 31, 2008. Guidelines were
issued by the Reserve Bank on Pillar 2 of the Basel
Il framework. Banks were allowed newer avenues of
raising capital to enable them to meet the Basel Il
requirement. An important initiative in the area of
corporate governance included guidelines on ‘fit and
proper’ criteria for elected directors on the boards
of public sector banks. Another initiative in this
direction was the issue of guidelines on corporate
social responsibility, sustainable development and
non-financial reporting. Significant measures were
also undertaken in the area of anti-money laundering
(AML) and know your customer (KYC) guidelines and
customer service including guidelines for recovery
agents, grievance redressal mechanism and
national do-not-call registry. Policy measures
emanating from the Vision Document for urban
cooperative banks (UCBs) placed emphasis on
enhanced prudential standards, continuance of
differentiated regulatory regime for smaller UCBs with
limited outreach and various other customer service
and business facilitation related measures including
permitting ATM-cum-debit card and money transfer.
The process of mergers and amalgamation in the
UCBs sector gained further momentum during the
year. The Reserve Bank continued its efforts to
strengthen the non-banking financial institutions
(NBFIs) in order to make them more vibrant and
healthy. Important developments included the

3 A detailed discussion of policies relating to credit delivery is presented in Chapter IV (Credit Delivery) of the Report.
4 A detailed discussion of financial sector policies is presented in Chapter V (Development and Regulation of Financial Markets) and Chapter

VI (Financial Regulation and Supervision) of the Report.
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issuance of guidelines on registration and operations
of mortgage guarantee companies (MGCs) and
prudential norms and investment directions
applicable to them; move towards transparency on
interest rates charged; FIMMDA reporting platform
for corporate bond transactions; and measures for
application of KYC norms.

Policies for Financial Markets

I.L1.56 The Reserve Bank continued to take
measures to broaden and deepen the financial
markets and allow operational flexibility to market
participants within an environment secured by
effective regulation and oversight. With the
withdrawal of the Reserve Bank from the primary
market in accordance with the provision of the Fiscal
Responsibility and Budget Management Act, 2003,
measures were initiated to strengthen the
Government securities market. These included
permitting the cover leg of short sales transactions
and “when issued” to be undertaken outside order
matching segment of negotiated dealing system
(NDS-OM); extending the facility of indirect access
through the constituents’ subsidiary general ledger
(CSGL) route to the NDS-OM to the systemically
important non-deposit taking NBFCs (NBFC-ND-SI);
and introducing a new settlement mechanism in the
Government securities segment (Multi-Modal
Settlement) through designated settlement banks for
non-bank/non-primary dealer(PD) entities such as
mutual funds.

11.1.57 Capital market policies during 2007-08 were
directed at making the Indian capital market efficient,
transparent and investor friendly. To enable well
established and compliant listed companies to
access the Indian primary market in a time effective
manner through follow-on public offerings and rights
issues, the Securities and Exchange Board of India
(SEBI) allowed listed companies satisfying certain
specified requirements to make fast track issues
(FTIs). Fees were revised downwards for (a) filing
an offer document for public issue, (b) rights issue
and (c) buy back of securities. As a first step to
progressively encourage markets to move onshore,
SEBI approved, in principle, the introduction of new
derivative products for the Indian market based on
the interim recommendations made by the SEBI
Committee on Derivatives. Another major initiative
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undertaken was the introduction of short selling for
all classes of investors subject to a broad framework.
SEBI decided to set up a full-fledged securities
lending and borrowing (SLB) scheme for all
participants in the market under the overall
framework of “Securities Lending Scheme, 1997".

[1.L1.58 A number of initiatives were taken to make
the operations of mutual funds more transparent and
investor-friendly. This included waiver of entry load
for direct applicants in mutual funds, removal of issue
expenses for close-end schemes and removal of
entry as well as exit load on bonus units and on units
allotted on reinvestment of dividend. Furthermore,
the aggregate ceiling for overseas investments by
mutual funds was raised to US $ 5 billion in September
2007 and further to US $ 7 billion in April 2008.

I1.1.59 To encourage foreign investments in the
Indian capital market, SEBI allowed foreign
institutional investors to provide AAA-rated foreign
government securities as collateral for margins
against transactions in the derivatives segment. SEBI
decided to further enhance the cumulative debt
investment limit available for investments by Flls/sub-
accounts in Government securities/Treasury bills to
US $ 3.2 billion in January 2008 and further to
US $ 5 billion in June 2008. Unregulated foreign
entities were banned from issuing participatory notes
(P-Notes). To accommodate more investors through
the registration route, SEBI made several
modifications in the registration criteria. The broad-
based criterion was modified to include entities having
at least 20 investors with no single investor allowed
to hold more than 49 per cent (instead of 10 per
cent at present). The SEBI Board also advised that
entities such as foundations, endowments, university
funds and charitable trusts or societies, which are
not regulated with any regulatory authority, may be
registered as Flis.

11.1.60 Several measures were also initiated during
2007-08 to develop the private corporate debt
market. SEBI institutionalised the setting up of
corporate bond trading platform following which
trading platforms were set up at the Bombay Stock
Exchange Limited (BSE) and National Stock
Exchange of India Limited (NSE). SEBI rationalised
the provisions of continuous disclosures made by
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issuers who have listed their debt securities. SEBI
also implemented measures to streamline the activity
in the corporate bond market by reducing the shut
period in corporate bonds in line with Government
securities, reducing the tradable lots in corporate
bonds in respect of all entities, including qualified
institutional investors (QIll) to Rs.1 lakh and
standardising the day count convention®. With regard
to safety of investors, SEBI made it mandatory that
the companies issuing debentures and the respective
debenture trustees/stock exchanges shall
disseminate all information regarding the debentures
to the investors by displaying information through
respective websites and press releases.
Furthermore, SEBI amended Disclosure and Investor
Protection (DIP) Guidelines, 2000 to facilitate
issuance of below investment grade bonds.

I.1.61 The Union Budget 2008-09 announced
measures to develop bond, currency and derivatives
markets that will include launching exchange-traded
currency and interest rate futures and developing a
transparent credit derivatives market with
appropriate safeguards. Subsequently, in view of
certain adverse developments witnessed in

international financial markets, particularly the credit
markets, the Reserve Bank decided that the time
was not opportune to introduce credit derivatives in
India for the present. To enhance the tradability of
domestic convertible bonds, the Budget proposed
to put in place a mechanism that would enable
investors to separate the embedded equity option
from the convertible bond and trade it separately.
The Budget also proposed to exempt corporate debt
instruments issued in demat form and listed on
recognised stock exchanges from TDS. Effective
August 6, 2008, trading in currency futures were
permitted at recognised exchanges for Indian entities,
including banks.

Legal Framework

I1.L1.62 The Government Securities Act, 2006 and
the Government Securities Regulations, 2007 were
notified on December 1, 2007 (Box 11.3).

11.1.63 To enable the Reserve Bank to transfer its
shareholding in State Bank of India (SBI) in favour of
the Central Government, certain amendments were
carried out in the State Bank of India Act, 1995
through State Bank of India (Amendment) Ordinance,

Box 1.3
Government Securities Act, 2006 and Government Securities Regulations, 2007

The Government Securities Act, 2006 (GS Act) enacted in
August 2006 replaced the Public Debt Act, 1944 and repealed
the Indian Securities Act, 1920. The Government Securities
Regulations, 2007 (GS Regulations) were framed by the
Reserve Bank in terms of Section 32(1) of the GS Act, which
along with the GS Act, came into force with effect from
December 1, 2007.

The main features of the GS Act and the GS Regulations
include: (i) investor friendly automatic redemption facility,
i.e., no physical discharge is required if the investors submit
bank account details for receiving redemption proceeds of
Government security held in the form of bond ledger account
(BLA), subsidiary general ledger (SGL) or stock certificate;
(ii) facility of pledge or hypothecation or lien of Government
security; (iii) legal recognition of beneficial ownership of
constituents in respect of Government securities held in
the constituents’ subsidiary general ledger (CSGL)
account; (iv) simplified procedure/documentation for
recognition of title to a Government security of a deceased
holder; (v) nomination facility for Government securities held
in the form of stock certificate and BLAs; (vi) stripping of a

Government security separately for principal and interest
and reconstitution thereof; (vii) simplified procedure for issue
of duplicate Government securities; (viii) simplified
procedure for making vesting order; and (ix) debarring
holders of SGL account from trading in case of misuse of
SGL account. The GS Act empowers the Reserve Bank to
call for information, cause inspection and issue directions
in relation to Government security as also to impose penalty
up to Rupees five lakh in case of contravention of the GS Act
and further penalty of Rupees five thousand for every day
after first day during which such contravention continues.

For better customer service, the investor friendly features of
the GS Act and the GS Regulations have been widely
disseminated through a press release. Frequently Asked
Questions (FAQs) on the GS Act and the GS Regulations, in
an easy to understand language, have also been prepared
and placed on the Reserve Bank’s website for the benefit of
investors/agency banks. Furthermore, an advertisement,
highlighting the investor friendly features of the GS Act and
the GS Regulations, is also being released in print media in
English and vernacular languages.

5 The day count convention is used to determine the number of days between coupon dates which is important in calculating the accrued
interest for bonds and present value when the next coupon payment is less than a full coupon period away.
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2007, which came into force on June 29, 2007. The
Ordinance was later replaced by the State Bank of
India (Amendment) Act, 2007 (which by a deeming
provision also came into force on June 29, 2007).

11.1.64 The Micro Financial Sector (Development
and Regulations) Bill, 2007 was introduced in the
Lok Sabha on March 20, 2007. The Bill, inter alia,
includes provisions for (i) constitution of Micro
Finance Development Council; (ii) registration of
micro finance organisations with NABARD;
(iii) settlement of disputes through micro finance
ombudsman; and (iv) penalties relating to offences.
The Bill has been referred to the Standing Committee
on Finance.

11.1.65 The Securities Contracts (Regulation)
Amendment Act, 2007, which had amended the
Securities Contract (Regulation) Act, 1956 so as to
provide a legal framework for trading in securitised
debt, including mortgage backed debt, was passed
in May 2007. The Act, inter alia, provides for
(a) including securitisation certificates or instruments
under the definition of ‘securities’; and (b) obtaining
approval from SEBI for issue of securitisation
certificate or instrument and procedure thereof.

11.1.66 The State Bank of India (Subsidiary Banks
Laws) Amendment Act, 2007, which had amended

the State Bank of Saurashtra Act, 1950, the State
Bank of Hyderabad Act, 1956 and the State Bank of
India (Subsidiary Banks) Act, 1959, came into effect
on July 9, 2007. The Act, inter alia, provides for
enhancing the capital of the subsidiary banks;
enables them to raise resources from the market;
and provides flexibility in the management of these
banks. The major provisions of the Act include
(a) increasing the authorised capital of subsidiary
banks of the SBI to Rs.500 crore; (b) fixing of their
issued capital by SBI with the approval of the Reserve
Bank; (c) raising of such issued capital through
preferential allotment/private placement/public issue
in accordance with the specified procedure, with the
approval of SBI and the Reserve Bank; (d) issuance
of bonus shares to the equity shareholders with the
approval of SBI and the Reserve Bank; and
(e) reduction of SBI's mandatory shareholding from
55 per cent to 51 per cent of the issued capital
consisting of equity shares.

I1.L1.67 A comprehensive legislation in the form of
Payment and Settlement Systems Act, 2007 was
enacted on December 20, 2007, to ensure smooth
operations of the payment and settlement systems,
to authorise the Reserve Bank to regulate and
supervise the payment systems in India, and to give
a legal recognition to the netting procedure and
settlement finality (Box I1.4).

Box 1.4
Payment and Settlement Systems Act, 2007

Payment and Settlement systems need to function on a well
founded legal basis. The Reserve Bank presently uses its
powers derived from the Banking Regulation Act, 1949 as
the regulator of the banking system to ensure smooth and
efficient functioning of the payment systems in the country.
In order to address the need for an explicit law to facilitate
the direct regulation and oversight of the diverse payment
systems in the country, the Payment and Settlement Systems
Act, 2007 was enacted in December 2007 and has been
brought into force from August 12, 2008. The Act gives legal
recognition to the netting procedure and settlement finality.

The Act empowers the Reserve Bank to (a) regulate and
oversee the various payment systems in the country,
including those operated by non-banks like CCIL, card
companies, other payment system providers and the
organisation for payments to be set up in future; (b) lay down
the procedure for authorisation of payment systems as well
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as revocation of authorisation; (c) lay down operational and
technical standards for the various payment systems; (d)
call for information and returns and documents from the
service providers; (e) issue directions and guidelines to the
system providers; (f) audit and inspect the systems and
premises of the system providers; (g) lay down the duties of
the system providers; and (h) levy fines and impose
penalties for not providing information or documents or
wrongfully disclosing information.

The Reserve Bank is empowered under the Act to make
regulations to operationalise the provisions of the Act.
Accordingly, two sets of regulations, viz., (i) Board for
Regulation and Supervision of Payments and Settlement
Systems Regulations, 2008; and (ii) Payments and
Settlement Systems Regulations, 2008 were framed by the
Reserve Bank and were notified on August 12, 2008.
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IIl. THE REAL ECONOMY

I.2.1  The Indian economy maintained high growth
momentum during 2007-08 for the fifth year in
succession, although there was some moderation.
Real GDP growth was placed at 9.0 per cent during
2007-08 as compared with 9.6 per cent in 2006-07,
reflecting moderation in industry and services. The
industrial growth slowed down during 2007-08 from
the strong growth performance during previous yeatr,
while the services sector growth moderated for the
first time since 2000-01. A positive feature during
the year, however, was a recovery in the growth of
real GDP originating in the agricultural sector after
the slowdown experienced a year ago (Table 2.1 and
Appendix Tables 2 and 3). Despite moderation, the
overall growth performance was strong during
2007-08 and India remained one of the fastest
growing economies among the major advanced and
emerging market economies.

I1.2.2  The real GDP growth for 2007-08 was higher
than the average growth for the Tenth Five Year Plan

as also for the current decade so far. During the last
five years (2003-04 to 2007-08), the agriculture
sector contributed 11.1 per cent to GDP growth, while
industry contributed 18.3 per cent. The services
sector continued to be the mainstay of the economy,
contributing 70.6 per cent to overall growth, thereby
providing resilience to the growth process.

I.2.3 The growth performance of the Indian
economy was also noteworthy in the global context.
As per World Economic Outlook (July 2008), the
world economy expanded at 5.0 per cent in 2007,
India and China grew at a faster pace. In the face of
slowing down of the global economy in 2007-08,
India and China remained the main drivers of global
growth backed by strong productivity gains and
progressive integration into the global economy.
According to the World Bank estimates of
purchasing power parity (PPP), based on
International Comparison Programme (ICP), India
and China’s shares in the global GDP in PPP terms
were placed higher in 2007 than those in 2006.

Table 2.1: Growth Rates of Real GDP (at 1999-2000 Prices)

(per cent)
Sector 1990-91 to 2000-01 to 2002-03 to 2005-06@ 2006-07* 2007-08# 2007-08
1999-2000 2007-08 2006-07
(Average) (Average) (10th Plan) QL Q2 Q3 4
1 2 3 4 5 6 7 8 9 10 11
1. Agriculture and Allied Activities 3.2 2.9 25 5.9 3.8 4.5 44 47 6.0 29
(29.6) (18.5) (17.8)
1.1 Agriculture 3.3 n.a 25 6.1 3.8 n.a. n.a. n.a. na. na.
2. Industry 5.7 7.1 8.0 8.0 10.6 8.1 96 86 86 58
(29.4) (29.5) (19.4)
2.1 Mining and Quarrying 4.8 4.9 6.1 4.9 5.7 4.7 1.7 55 57 59
2.2 Manufacturing 5.6 7.8 8.6 9.0 12.0 88 109 92 96 538
2.3 Electricity, Gas and Water Supply 7.3 4.8 5.6 4.7 6.0 6.3 79 69 48 56
3. Services 7.1 9.0 9.7 11.0 11.2 10.7 10.6 10.7 10.0 11.4
(61.1) (61.9) (62.9)
3.1 Trade, Hotels, Transport
Storage and Communication 7.5 10.3 111 115 11.8 12.0 131 11.0 115 124
3.2 Financing, Insurance, Real
Estate and Business Services 8.1 8.8 9.5 11.4 13.9 11.8 126 12.4 11.9 10.5
3.3 Community, Social and
Personal Services 6.5 5.8 6.1 7.2 6.9 7.3 52 7.7 6.2 95
3.4 Construction 5.6 10.6 12.9 16.5 12.0 9.8 77 118 7.1 126
4. Real GDP at Factor Cost 5.7 7.3 7.8 9.4 9.6 9.0 92 93 88 88
(100.0) (100.0) (100.0)

@ : Provisional Estimates. *: Quick Estimates.
Note
2. Q1: First Quarter (April-June);

Q4: Fourth Quarter (January-March).

Source : Central Statistical Organisation.

# : Revised Estimates.
1. Figures in parentheses denote percentage shares in real GDP.
Q2: Second Quarter (July-September);
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China’s share of global output increased from 10.2
per cent in 2006 to 10.8 per cent in 2007, while that
of India from 4.4 per cent to 4.6 per cent during the

same period. In purchasing power parity (PPP)
exchange rate terms, the Indian economy was the
fourth largest economy in 2007 (Box 11.5).

Box II.5
International Comparison Programme

The United Nation’s System of National Accounts 1993 (SNA93)
provides a common international framework for the measurement
of economic activity. The standard method, based on market
exchange rates, does not necessarily reflect differences in price
levels and may, therefore, understate or overstate the real value
of an economy’s output and the standard of living of its residents.
Therefore, the SNA93 recommended that the real value of economic
activity be determined using purchasing power parities.

The need for a more meaningful tool for comparing price levels
between economies led to the creation of the International
Comparison Programme (ICP). The ICP is a global statistical initiative
involving national, regional and international agencies. It produces
internationally comparable price levels, expenditure values and
purchasing power parity (PPP) estimates for use by the national
policymakers, economists, international organisations and
academicians.

The program was first established in 1968 as a joint venture of
the United Nations and the International Comparisons Unit of the
University of Pennsylvania, with financial contributions from the
Ford Foundation and the World Bank. Starting with a modest project
to undertake comparisons in 10 countries in 1970, further ICP
rounds were conducted in 1975, 1980, 1985, 1990, 1993 (only
partial) and 2007. At present, the collection of price data and
calculation of PPPs in 107 countries of the world is coordinated by
the ICP global office in the World Bank. ICP results combined with
the Eurostat/OECD PPP Programme would bring the total number of
participating countries to about 150, making it the largest international
data collection exercise in the world.

The ICP uses ‘ring comparison’ for the purpose of constructing the
PPP based estimates. Ring comparison is a multilateral approach to
link regional PPPs to generate global PPPs expressed in a common
currency. The multilateral ring comparison requires select countries
from each region to participate in a separate comparison, organised
specifically to provide a link between regions. The ‘ring countries’
are expected to price a common global ring product list in addition
to their individual regional lists. This approach provides the most
robust link between regions because products can be matched
between ring countries in any pair of regions.

In the previous approach called ‘bridge method’, the linking of the
regions was often through only one or two countries, in which
case the results could turn out to be quite sensitive to the particular
link countries. In ICP, a method less sensitive to the choice of
countries was adopted. Under the ring system, the parity in each
region is achieved by converting the national currency
expenditures in each country to a volume in the currency of the
numeraire country of a region, like Oman in western Asia. The
next step is to aggregate these expenditures and parities for each
region to a total, like consumption or GDP. In 2005, this was done

by EKS method®, which gives equal weight to Africa, Asia, OECD,
South America and Western Asia (Heston, 2008).

Independent evaluations of the previous rounds found the ‘bridge
method’ of linking regions unsatisfactory. Subsequently, the
multilateral approach ‘ring method’ was undertaken. From a global
perspective, the ‘ring countries’ serve as a small sample of countries
stratified by regions.

Implications for Global GDP Growth

Following the release of new estimates based on revised PPP
estimates under ICP in December 2007, global growth estimates in
World Economic Outlook (April 2008) released by the IMF were
revised downwards by about 0.5 percentage point for the period
2000-07. The revisions to PPP exchange rates imply a substantial
reduction in the PPP rates of some key emerging economies and
an upward revision in others, including oil exporters. The changes
have implications for both aggregate global growth based on PPP
exchange rates and the share of global GDP accounted for by
individual countries and groups.

As per the World Economic Outlook (April 2008), the estimated
global growth of 4.9 per cent in 2007 (revised to 5.0 in World
Economic Outlook Update, July 2008) reflects the 0.5 percentage
point reduction, purely due to PPP weights (from 5.2 per cent
global growth forecast in the October 2007 World Economic
Outlook) and a 0.2 percentage point upward revision based on
revisions to the estimates of country growth rates since the last
World Economic Outlook (October 2007).

Although PPP estimates have been revised substantially for a
large number of countries, the impact on global growth estimates
is driven to a large extent by the implied changes in the relative
shares of India, China and the United States in global output. India’s
share of global output in 2007 was estimated at 4.6 per cent
(revised from 6.4 per cent), while that of China was at 10.8 per
cent (down from 15.8 per cent) and the United States was at 21.4
per cent (up from 19.3 per cent). Notwithstanding these changes,
the broad picture of the global growth does not undergo much
alteration. The emerging economies like India and China still continue
to be the drivers of the global growth.
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AGGREGATE SUPPLY
Agriculture

I.2.4  According to the CSO’ s revised estimates,
real GDP growth of agriculture and allied activities
recovered to 4.5 per cent during 2007-08 from 3.8
per cent during 2006-07 (Table 2.1). This reflected
the impact of an all-time peak level of 230.7 million
tonnes touched by total foodgrains production, an
increase of 6.2 per cent over the previous year
(217.3 million tonnes). While kharif production at
121.0 million tonnes recorded a growth of 9.4 per
cent, rabi production remained subdued at 109.7
million tonnes, exhibiting a growth of 2.8 per cent.
(Appendix Table 4).

.25 During the year 2007, the South-West
monsoon turned out to be 5 per cent above normal
as against one per cent below normal in 2006
(Table 2.2). The monsoon arrived over Kerala on
May 28, 2007, four days ahead of the normal date.
After a brief hiatus during early June in the

advancement of monsoon due to the formation of a
Super Cyclone “Gonu” over the East-Central Arabian
Sea, the South-West monsoon advanced
progressively and covered the entire country by July
4, 2007, nearly 11 days ahead of the normal
schedule. Thus, although monsoon was subdued at
the beginning of the season with large rainfall
deficiencies observed during the first week of June,
third and fourth weeks of July and third week of
August 2007, it became well-distributed during the
rest of the season. Cumulative rainfall over the
country as a whole was always above normal after
the last week of June 2007. The month-wise
distribution showed that rainfall was above normal
in June (19 per cent) and September 2007 (18 per
cent), while it was marginally below normal during
July (3 per cent) and August 2007(1 per cent). Of
the 36 meteorological sub-divisions, cumulative
rainfall was excess/normal in 30 sub-divisions (26
sub-divisions during last year) and deficient/scanty/
no rain in 6 sub-divisions (10 sub-divisions during

Table 2.2: Spatial Distribution of Rainfall

South-West Monsoon (June-September)

North-East Monsoon (October-December)

Year Cumulative Excess Normal Deficient  Scanty/ Cumulative Excess Normal Deficient Scanty/

Rainfall: Rainfall Rainfall Rainfall No Rain Rainfall: Rainfall Rainfall Rainfall No Rain

Above(+)/ Above(+)/

Below (-) Below (-)

Normal Normal

(per cent) Number of Sub-Divisions (per cent) Number of Sub-Divisions
1 2 3 4 5 6 7 8 9 10 11
1998 6 12 21 3 0 47 28 6 1 1
1999 -4 3 26 7 0 19 20 7 6 3
2000 -8 5 23 8 0 -47 0 4 13 19
2001 -8 1 30 5 0 13 14 10 9 3
2002 -19 1 14 19 2 -33 3 7 12 14
2003 2 7 26 3 0 9 9 9 6 12
2004 -13 0 23 13 0 -11 8 10 17 1
2005 -1 9 23 4 0 10 11 6 5 14
2006 -1 6 20 10 0 -21 3 6 14 13
2007 5 13 17 6 0 -32 2 7 9 18
2008* 2 10 22 4 0
*:As on August 13, 2008.
Note : Excess: +20 per cent or more. Normal : +19 per cent to -19 per cent. Deficient : -20 per cent to -59 per cent.

Scanty : - 60 per cent or less. No Rain : -100 per cent.
All distributions are with respect to the long period average.

Source : India Meteorological Department.
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last year). Among the four broad homogeneous
regions’ , while the South-West monsoon season
rainfall was below normal in the North-West India at
85 per cent of the long-period average (LPA), it was
above normal in the South Peninsula (126 per cent
of LPA), Central India (108 per cent of LPA) and North-
East India (104 per cent of LPA). Five sub-divisions
(West Uttar Pradesh, Haryana, Chandigarh and Delhi,
Punjab, Himachal Pradesh and East Madhya Pradesh)
experienced moderate drought® conditions (rainfall
deficiency of 26 to 50 per cent) at the end of the
season. Water stock in the 81 major reservoirs,
accounting for around 72 per cent of the total reservoir
capacity of the country, was 79 per cent of the full
reservoir level (FRL) at the end of the South-West
monsoon season (September 27, 2007), lower than
87 per cent during the corresponding period of the
previous year but higher than the average of 67 per
cent during the last 10 years. As against the above
normal South West monsoon, the North-East
monsoon (October 1 to December 31, 2007) was
deficient with cumulative rainfall at 32 per cent below
normal as compared with 21 per cent below normal
during the corresponding period of the previous year.

I.2.6  According to the Fourth Advance Estimates,
foodgrains production at 230.7 million tonnes during
2007-08 turned out to be above the target of 221.5
million tonnes for 2007-08 and production of 217.3
million tonnes in the previous year (Table 2.3 and
Appendix Table 4). This reflected a record
achievement of production levels across all
foodgrains, led particularly by coarse cereals and
rice due to favourable South-West monsoon. Wheat
production, however, increased moderately. In
respect of non-food grains, oilseeds and cotton were
also estimated to reach an all-time record production
during 2007-08. However, jute and mesta and
sugarcane were likely to register a decline over the
previous yeatr.

I1.2.7  Notwithstanding record production of cereals,
pulses and oilseeds during 2007-08, there has been

Table 2.3 : Agricultural Production

Crop 2004-05 2005-06 2006-07 2007-08#

1 2 3 4 ©

1. Growth Rate (Per cent) ##

All Crops -1.6 12.1 11.6 6.6
a. Foodgrains -7.1 5.8 3.6 5.7
b. Non-foodgrains 1.6 16.0 15.6 7.9
2. Production (Million Tonnes)
a. Foodgrains 198.4 208.6 217.3 230.7
i. Rice 83.1 91.8 93.4 96.4
ii. Wheat 68.6 69.4 75.8 78.4
iii. Coarse Cereals 33.5 34.1 33.9 40.7
iv. Pulses 13.1 13.4 14.2 15.1
b. Non-foodgrains
i. Oilseeds+ 24.4 28.0 24.3 28.8
ii. Sugarcane 237.1 281.2 3555 340.6
iii. Cotton@ 16.4 18.5 22.6 25.8
iv. Jute and Mesta++ 10.3 10.8 11.3 11.2
v. Tea** 893.0 946.0 955.9* 944.7*
vi. Coffee** 275.5 274.0 280.0 262.0
# . Production based on Fourth Advance Estimates released on July
9, 2008.

: Growth rates are based on the Index of Agricultural Production
with base triennium ended 1993-94=100.

+ : For nine oilseeds out of eleven in all.

@ : Million bales of 170 kg. each.

. Million bales of 180 kg. each.

* : Estimated production for April-November.

** : Million kilograms; data for tea on a calendar year basis.

Source : Ministry of Agriculture, Government of India.

some slowdown in the growth of yield of these crops
in recent years (Table 2.4). Stagnation in yield
emanated from limited varietal breakthrough, decline
in agricultural investment, almost non-existent
extension services and low resilience to moisture
stress and pest infestation. Furthermore, as noted
by the Steering Committee on Agriculture and Allied
Sectors for the Eleventh Five Year Plan, a number
of factors such as land degradation, scarcity of water
and slow progress in public and private investment
in rural infrastructure (including irrigation) have also
contributed to stagnation in the agriculture, especially
since the 1990s. While much of agricultural growth
has originated from the expansion of irrigation and
increased productivity of irrigated land, rain-fed

7 The four broad homogeneous regions are: (1) North-West India (Uttar Pradesh, Rajasthan, Haryana, Chandigarh and Delhi, Punjab, Uttarakhand,
Himachal Pradesh and Jammu and Kashmir); (2) Central India (Madhya Pradesh, Chhattisgarh, Maharashtra, Orissa, Gujarat and Goa);
(3)South Peninsula (Andhra Pradesh, Karnataka, Tamil Nadu and Puducherry, Kerala, Lakshadweep and Andaman and Nicobar Islands); and
(4) North-East India (Bihar, Jharkhand, West Bengal, Sikkim, Assam, Arunachal Pradesh, Meghalaya, Nagaland, Manipur, Mizoram, Tripura).

8 According to IMD, the departure of aridity index from the normal value is expressed in percentage and accordingly drought is categorised as
severe (more than 50 per cent), moderate (26-50 per cent) and mild (up to 25 per cent).
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Table 2.4: Production of Major Crops

(Million tonnes)

Year Rice Wheat Pulses Total Oilseeds
Foodgrains
1 2 3 4 5 6
1990-91 74.3 55.1 14.3 176.4 18.6
1995-96 77.0 62.1 12.3 180.4 22.1
1996-97 81.7 69.4 14.2 199.4 24.4
1997-98 825 66.4 13.0 192.3 21.3
1998-99 86.1 71.3 14.9 203.6 24.8
1999-2000 89.7 76.4 13.4 209.8 20.7
2000-01 85.0 69.7 1.1 196.8 18.4
2001-02 93.3 72.8 13.4 212.9 20.7
2002-03 71.8 65.8 11.1 174.8 14.8
2003-04 88.5 722 14.9 213.2 25.2
2004-05 83.1 68.6 13.1 198.4 24.4
2005-06 91.8 69.4 13.4 208.6 28.0
2006-07 93.4 75.8 14.2 217.3 24.3
2007-08 96.4 78.4 15.1 230.7 28.8

Source : Ministry of Agriculture, Government of India.

agricultural productivity has been more or less
stagnant. Moreover, as noted by a recent research
study conducted by the Reserve Bank, the slower
growth in public expenditure in agriculture (real terms)
inhibited the development of adequate research and
extension system for supporting farming, particularly,
in a more open economy. Furthermore, the study
also noted that the practice of borrowing short-term
credit by farmers for meeting their input needs to
maintain continuity in operations without increasing
long-term capital formation inhibited investment in
agriculture.

I1.2.8 Productivity increase in agriculture is critically
contingent on enhanced capital formation both from
the public and private sectors. Investment in
agriculture as a proportion of overall GDP remained
stagnant in recent years. However, gross capital
formation in agriculture relative to GDP in this sector
improved significantly from 9.6 per cent in 2000-01
to 12.5 per cent in 2006-07 (Table 2.5). This,
according to the Economic Survey 2007-08, needs
to be raised to 16 per cent during the Eleventh Five
Year to achieve the target growth of 4 per cent in
the agricultural sector.

11.2.9 Inflation in the recent past was triggered, inter
alia, by the rapid rise in the prices of primary articles,
although this phenomenon was not confined to India
alone. In an open economy, domestic prices have
increasingly become susceptible to the movement
of prices of various commodities in the world markets.
The transmission of international price shocks
combined with stagnation in the production of major
agricultural crops continued to pose a challenge to
the macroeconomic management.

[1.2.10 The Government has accorded top priority
to the revival of the agriculture sector. Accordingly,
an enhanced outlay was committed for expanding
irrigation and improving agriculture research and
extension system in the next four years (2008-09 to
2011-12). In addition, a Centrally Sponsored

Table 2.5: Gross Capital Formation in Agriculture (At 1999-2000 prices)

Year Investment in Agriculture Share in Agricultural Gross Gross Capital Investment in
(Rupees crore) Investment (per cent) formation/ Agriculture (per
GDP at cent of GDP at
constant prices) constant prices)

Total Public Private Public Private
1 2 3 4 5 6 7 8
1999-00 43,473 7,716 35,757 17.7 82.3 10.6 2.4
2000-01 39,027 7,156 31,871 18.3 81.7 9.6 2.1
2001-02 48,215 8,746 39,469 18.1 81.9 111 2.4
2002-03 46,823 7,962 38,861 17.0 83.0 11.8 2.3
2003-04 44,833 9,376 35,457 20.9 79.1 10.2 2.0
2004-05 49,108 12,273 36,835 25.0 75.0 111 2.1
2005-06 54,905 15,005 39,900 27.3 72.7 11.7 2.1
2006-07 60,762 n.a. n.a. n.a. n.a. 12.5 2.1

n.a. : Not available
Source: Central Statistical Organisation.
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Scheme, ‘National Food Security Mission’ was
launched from 2007-08 to step up the production of
major foodgrains in the country (see Box Il.1).

11.2.11 India is bestowed with varied agro-climatic
conditions providing immense potential for growing
a large number of horticultural crops. The total
production of fruits and vegetables was estimated
at 57.7 million tonnes and 111.8 million tonnes,
respectively, during 2006-07, constituting 15 per cent
and 11 per cent, respectively, of total world
production. The horticulture sector in 2005-06
contributed around 28 per cent of GDP in agriculture.
The production of horticultural crops, which
registered an increase of 8.9 per cent in 2005-06,
decelerated to 2.8 per cent in 2006-07, mainly
because of the decline in the production of onions
and stagnation in the production of spices.
Vegetables, fruits, plantation crops and spices
contributed 59.8 per cent, 30.9 per cent, 6.5 per cent
and 2.1 per cent, respectively, to total horticulture
production in 2006-07. India produced 186.9 million
tonnes of horticultural crops during 2006-07.

I1.2.12 India has one of the largest livestock
population in the world. The livestock sector plays a
crucial role in the economic development of the
country. It has been closely associated with
agriculture in India and provides an important source
of supplementary income to the small and marginal
farmers and women in the rural areas of the country,
besides providing cheap nutritional food to millions
in the country. It is of special significance in the arid
and semi-arid regions of the country, where it is the
main source of family income.

11.2.13 The livestock sector contributes over 4 per
cent to the total GDP and about a quarter of the
GDP originating from agriculture and allied activities.
The Eleventh Five Year Plan envisages an overall
growth of 6-7 per cent per annum for the sector. In
2006-07, production in this sector contributed 101
million tonnes of milk, 51 billion eggs, 45 million
kilograms of wool and 2.3 million tonnes of meat.
India ranks first in the world in milk production, which
increased from 17 million tonnes in 1950-51 to about
102 million tonnes by 2007-08. The per capita
availability of milk also increased from 112 grams
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per day in 1968-69 to 246 grams during 2006-07.
However, it was still lower in comparison with the world
average of 265 grams per day.

Food Management

I1.2.14 The procurement of foodgrains (rice and
wheat) during 2007-08 was 37.4 million tonnes. The
procurement of wheat increased from 9.2 million
tonnes in 2006-07 to 11.1 million tonnes in 2007-08
(Table 2.6 and Appendix Table 5). The offtake of rice
and wheat during 2007-08 at 37.4 million tonnes was
higher by 1.8 per cent over the corresponding period
of the previous year, mainly due to enhanced offtake
under the Targeted Public Distribution System
(TPDS). The total stock of foodgrains with the Food
Corporation of India (FCI) and other Government
agencies increased to 30.7 million tonnes as on May
1, 2008 from 25.1 million tonnes a year ago, which
was also higher than the buffer stock norms (16.2
million tonnes as on April 1, 2008). The stocks of
both rice (12.9 million tonnes) and wheat (17.7 million
tonnes) were higher than their buffer stock norms of
12.2 million tonnes and 4.0 million tonnes,
respectively.

I1.2.15 Subsequent to liberalisation of the Indian
economy beginning with the early 1990s, a series of
steps were taken to liberalise the commaodity forward
markets with gradual opening up of forward trading
in several commodities. An institutional framework
for orderly development of the commodity futures
market commenced with the enactment of Forward
Contract (Regulation) Act, 1952, which provided the
legal framework for organising forward trading in the
country and recognition of exchanges. The
commodity futures market got a boost with the
establishment and recognition of national exchanges
with on-line trading and professional management.
Accordingly, the total volume of trade in the
commodity futures market rose from Rs. 5.72 lakh
crore in 2004-05 to Rs. 40.65 lakh crore in 2007-08.
The commodity futures markets facilitate the price
discovery process and provide for risk management.
Their effectiveness depends on the participation of
all the stakeholders. At the same time, it is important
to ensure that such trading does not become an
instrument for pronounced speculation. Recently,
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Table 2.6: Management of Foodstocks

(Million Tonnes)

Year/Month Opening Stock of Procurement of Foodgrains offtake Closing Norms

Foodgrains Foodgrains Stock

Rice Wheat Total Rice Wheat Total PDS ows OMS - Exports Total
Domestic
1 2 3 4 5 6 7 8 9 10 11 12 13 14
2004-05 13.1 6.9 20.7 24.0 16.8 40.8 29.7 10.6 0.2 1.0 415 18.0
2005-06 13.3 4.1 18.0 26.7 14.8 41.5 314 9.8 11 0.0 423 16.6
2006-07 13.7 2.0 16.6 26.3 9.2 355 31.6 5.1 0.0 0.0 36.8 17.9
2007-08 13.2 4.7 17.9 26.3 11.1 37.4 BSI5 3.9 0.0 0.0 374 19.8
2008-09* 13.8 5.8 19.8 4.5 22.5 27.1 n.a. n.a. n.a. n.a. n.a. n.a.
(4.3) (11.1) (15.4)

2007
January 12.0 5.4 17.5 4.3 0.0 4.3 2.7 0.4 0.0 0.0 3.1 18.1 20.0
February 12.6 5.4 18.1 2.4 0.0 2.4 2.7 0.5 0.0 0.0 3.1 19.1
March 14.0 5.1 19.1 1.2 0.0 1.2 2.7 0.5 0.0 0.0 3.2 17.9
April 13.2 4.7 17.9 0.9 7.9 8.7 2.6 0.2 0.0 0.0 2.8 25.1 16.2
May 13.5 11.6 25.1 1.5 2.6 4.0 2.8 0.2 0.0 0.0 3.0 25.9
June 12.6 13.3 25.9 13 0.7 2.0 2.7 0.4 0.0 0.0 3.0 23.9
July 11.0 12.9 23.9 0.8 0.0 0.8 2.9 0.4 0.0 0.0 3.2 21.2 26.9
August 9.2 12.0 21.2 0.1 0.0 0.1 2.8 0.3 0.0 0.0 3.0 17.9
September 6.9 11.0 17.9 0.1 0.0 0.1 2.7 0.3 0.0 0.0 2.9 15.6
October 5.5 10.1 15.6 7.4 0.0 7.4 2.7 0.3 0.0 0.0 2.9 19.7 16.2
November 10.7 9.0 19.7 1.8 0.0 1.8 2.7 0.3 0.0 0.0 2.9 18.5
December 10.1 8.4 18.5 3.5 0.0 S5 2.7 0.3 0.0 0.0 3.0 19.2
2008
January 11.5 7.7 19.2 4.5 0.0 4.5 2.9 0.3 0.0 0.0 3.2 214 20.0
February 14.0 7.2 214 3.0 0.0 3.0 2.9 0.4 0.0 0.0 3.4 214
March 14.7 6.5 214 1.6 0.0 1.6 3.1 0.5 0.0 0.0 3.5 19.8
April 13.8 5.8 19.8 11 12.6 13.7 n.a. n.a. n.a. n.a. n.a. 30.7 16.2
May 12.9 17.7 30.7 2.1 8.8 10.9 n.a. n.a. n.a. n.a. n.a. n.a.
June n.a. n.a. n.a. 1.2 0.9 2.2 n.a. n.a. n.a. n.a. n.a. n.a.
July* n.a. n.a. n.a. 0.1 0.2 0.3 n.a. n.a. n.a. n.a. n.a. n.a. 26.9

PDS: Public Distribution System.

OWS: Other Welfare Schemes.

OMS: Open Market Sales.

n.a.: Not Available.

*: Procurement up to July 31, 2008.
Note
as stocks also include coarse grains.

: 1. Closing stock figures may differ from those arrived at by adding the opening stocks and procurement and deducting offtake,

2. Figures in parentheses indicate procurement of foodgrains during the corresponding period of 2007-08.

Source :

concerns were raised that excessive speculation in
the commodity futures market could be a contributory
factor behind the increase in the prices of many
agricultural commodities. In response, the
Government had appointed a Committee (Chairman:
Prof. Abhijit Sen) to study the impact, if any, of futures
trading on agricultural commaodity prices. The report
of the Committee noted that there was no clear
evidence of futures trading having either reduced
or increased volatility of spot prices. Further, the
report also argued that the period during which
futures trading had been in operation was too short
to discriminate adequately between the effect of
opening up of futures markets and what might simply
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Ministry of Consumer Affairs, Food and Public Distribution, Government of India.

be the normal cyclical adjustment. However, the
Committee gave wide ranging recommendations
such as enabling wider participation of farmers in
the futures market; expediting reforms in agricultural
marketing; and designing appropriate contracts to
serve the objective of risk management.

11.2.16 However, as noted by the Abhijit Sen
Committee, direct participation of the farmers in the
commodity futures markets is somewhat difficult at
this stage as the large lot size, daily margining and
high membership fees work as a deterrent for farmers’
participation in these markets. Farmers can directly
benefit from the futures market if institutions are
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allowed to act as aggregators on behalf of farmers.
The Forward Market Commission (FMC), the
regulatory body for the commodity futures market,
has been placing special emphasis on creating
awareness about the futures market among the
participants in the physical markets, including
farmers. The FMC has initiated various steps to
attract larger participation of all the stakeholders in
the supply-chain so as to make the price discovery
process more efficient. The awareness programmes
are designed to make farmers aware of the benefits
of the futures market and to utilise the price signals
emanating from the futures exchanges in taking
various decisions.

Industrial Performance

[1.2.17 The growth of the industrial sector witnessed
moderation during 2007-08. According to the revised
estimates released by the CSO, growth in real GDP
originating from industry decelerated from 10.6 per
cent during 2006-07 to 8.1 per cent during
2007-08, led by a moderation in the manufacturing
activity (Table 1.1 and Appendix Table 2). However,
the industrial growth was still a shade higher than
the average growth of 8.0 per cent achieved during
the Tenth Five Year Plan.

11.2.18 Interms of Index of Industrial Production (1IP),
the industrial growth moderated to 8.5 per cent during

2007-08 from its peak level of 11.5 per cent in
2006-07. The industrial performance during
2007-08 was marked by several features. First, the
IIP recorded double-digit growth in nine months
during 2006-07—almost matching the impressive
performance witnessed during 1995-96, when IIP
registered double—digit growth throughout the year.
Thus, to an extent, deceleration during 2007-08
reflected the base effect, particularly during the
second half of the year (Table 2.7). Furthermore,
barring 2006-07 when the IIP showed exceptional
growth, the industrial performance during 2007-08
has remained impressive recording double digit-
growth during four months of the year as compared
with the fiscal years in the recent past-posting double
digit growth only in one month during 2004-05 and in
two months during 2005-06 (Appendix Table 6).
Accordingly, the IIP growth during 2007-08 remained
comparable with the average growth of 8.2 per cent
recorded during the Tenth Plan period.

1.2.19 Second, decline in the consumer durables
sector and supply side constraints emanating from
the sluggish performance of the infrastructure sector
also impinged on the pace of industrial expansion.
Finally, the continued industrial buoyancy in India
even amidst global uncertainties, rise in crude oil
prices and commodity prices (which form inputs for
the industrial sector) reflects the critical role played
by domestic demand in supporting industrial growth.

Table 2.7: Performance of the Industrial Sector - Growth

(Per cent)

Month Mining and Quarrying Manufacturing Electricity IIP - General
2006-07 2007-08 P 2006-07 2007-08 P 2006-07 2007-08 P 2006-07 2007-08 P
1 2 3 4 5 6 7 8 9
April 3.4 2.6 11.0 12.4 5.9 8.7 9.9 11.3
May 2.9 3.8 13.3 11.3 5.0 9.4 11.7 10.6
June 4.7 1.5 10.7 9.7 4.9 6.8 9.7 8.9
July 5.1 3.2 14.3 8.8 8.9 7.5 13.2 8.3
August -1.7 14.7 11.9 10.7 4.1 9.2 10.3 10.9
September 4.3 4.9 12.7 7.4 11.3 4.5 12.0 7.0
October 5.9 5.1 3.8 13.8 9.7 4.2 4.5 12.2
November 8.8 6.3 17.2 4.7 8.7 5.8 15.8 4.9
December 6.1 5.0 145 8.6 9.1 3.8 13.4 8.0
January 7.7 2.9 12.3 6.7 8.3 3.7 11.6 6.2
February 7.5 7.9 12.0 9.6 3.3 9.8 11.0 9.5
March 8.0 4.9 16.0 5.7 7.9 3.7 14.8 5.5
April-March 5.3 5.1 12,5 9.0 7.3 6.4 11.5 8.5

P: Provisional.
Source: Central Statistical Organisation, Government of India.
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11.2.20 The slowdown in industrial growth was
mainly observed in the manufacturing sector, with
its relative contribution in the 1IP growth declining
from 91.1 per cent during 2006-07 to 89.5 per cent
during 2007-08. The mining and electricity sectors
also grew at a slower pace during 2007-08 (Chart
I1.1). The impressive growth, which was observed in
the electricity sector during the first half of the year,
moderated in the second half on account of lower
power generation in all the three plants, viz.,
thermal, hydro and nuclear power.

I1.2.21 The manufacturing sector, which had
powered industrial growth beginning 2002-03, turned
sluggish during 2007-08. The growth of index of
manufacturing production at 9.0 per cent during
2007-08 was the lowest in the last four years
(Table 2.8 and Appendix Table 6). Eleven industry
groups accounting for 56.0 per cent weight in the IIP
(including ‘textile products’, ‘non-metallic mineral
products’, ‘metal products and parts’, ‘cotton textiles’,
‘paper and paper products’ and ‘transport equipment
and parts’), registered a lower growth during
2007-08. On the other hand, ‘wood and wood
products’ and ‘jute and other vegetable fibres’
registered improved performance during 2007-08 in
comparison with 2006-07. The ‘chemicals and
chemical products’, ‘basic metal and alloy industries’

Chart I1.1: Index of Industrial Production -
Sectoral Growth Trends
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Table 2.8: Index of Industrial Production:
Sectoral and Use-Based Classification of Industries

(Per cent)
Industry Weight Growth Rate Weighted
Group in the Contribution #
P 2006-07 2007-08 P 2006-07 2007-08 P
1 2 3 4 5 6
Sectoral Classification
Mining 10.5 53 5.1 34 4.2
Manufacturing 79.4 125 9.0 91.1 89.5
Electricity 10.2 7.3 6.3 55 6.3
Use-Based Classification
Basic Goods 35.6 10.3 7.0 27.2 24.7
Capital Goods 9.3 18.2 18.0 17.6 25.0
Intermediate Goods 26.5 12.0 89 27.0 274
Consumer Goods (a+h) 28.7 101 6.1 285 229
a) Consumer
Durables 54 9.2 -1.0 6.7 -1.0
b) Consumer
Non-durables 233 10.4 85 21.8 24.0
General 100.0 115 83 100.0 100.0

P : Provisional. # : Figures may not add up to 100 due to rounding off.
Source : Central Statistical Organisation.

and ‘machinery and equipments’ groups remained
the main drivers, contributing over 54.8 per cent to
the manufacturing growth. At the two-digit level
classification, 16 out of 17 manufacturing industry
groups registered positive growth during the year
(Appendix Tables 7 and 8).

11.2.22 In terms of use-based classification, the
industrial activity moderated across all the sectors
during 2007-08, with a marked slowdown in the
consumer goods sector. The basic goods sector,
which registered double-digit growth in the first half
of 2007-08, lost momentum in the second half mainly
on account of slowdown in cement, electricity,
nitrogenous and phosphatic fertiliser segments, and
some steel products (such as carbon steel, steel
wires, coil and H.R. sheets) (Appendix Table 9). The
intermediate goods sector also recorded lower
growth on account of base effect and moderation in
growth in production of cotton yarn, filament yarn,
polyester fibre, viscose staple fibre, auto ancillary
and parts, and some chemicals alongwith decline in
production of certain chemical dyes, tin metal
containers, and ball and roller bearings.

11.2.23 The growth of the capital goods sector, which
accelerated from 10.5 per cent 2002-03 to 18.2 per
cent in 2006-07, moderated to 18.0 per cent during
2007-08. The moderation was more pronounced in
the machinery and equipment segment, which was
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impacted by decline in production of complete
tractors, telephone instruments, cutting tools and
material handling equipments. Notwithstanding the
moderation, growth in the capital goods sector
remained strong. Certain capital goods segments
such as printing machinery, industrial machinery,
laboratory and scientific instruments and agricultural
implements recorded over 27 per cent growth in
production during 2007-08, while growth of the
exports of machinery (in US dollar terms) also
remained high at 25 per cent. The exports of
engineering goods, which mainly represent the
capital goods, increased by over 20 per cent during
the year. This implies that the performance of the
capital goods industries was driven by strong
domestic as well as export demand. The continued
buoyancy in capital goods production facilitated
capacity expansions across industries such as
electricity sector, metal and metal products,
chemicals, and machinery and transport equipments.

I1.2.24 The consumer goods sector (with a weight
of 28.7 per cent) lost momentum with its growth being
placed at 6.1 per cent during 2007-08 as compared
with 10.1 per cent during 2006-07 and 12.0 per cent
during in 2005-06. While the growth of non-durables,

which have relatively inelastic demand, moderated,
the production of consumer durables declined,
adversely affecting the overall performance of the
consumer goods sector (Table 2.9). Out of 63 non-
durable items (with a weight of 23.3 per cent in the
IIP), 20 items accounting for 7.4 per cent weight,
recorded a decline in production during 2007-08.
Furthermore, lower growth in respect of sugar (with
weight of 2.2 per cent in the 1IP) and some other non-
durables such as chocolate and sugar confectionery,
beer and edible oils also led to moderation in the non-
durables. Unfavourable weather conditions in
Rajasthan and Madhya Pradesh adversely affected
the production of edible oils.

11.2.25 In the context of the sluggish performance of
consumer durables, the current series of the 1P (with
1993-94 as base year) based on the product
baskets and weights assigned in the last decade
does not adequately capture the changing dynamics
of the consumer durables sector (Box I1.6).

Capacity Utilisation

I.2.26 The capacity utilisation of the Indian
industries was estimated higher at 83.9 per cent
during 2007-08 as compared with 81.8 per cent

Table 2.9: Trends in Growth of Consumer Goods

(Per cent)

Month Consumer Goods (28.7) Consumer Durables (5.4) Consumer Non-Durables (23.3)

2005-06 2006-07 2007-08 P 2005-06 2006-07 2007-08 P 2005-06 2006-07 2007-08 P
1 2 3 4 5 6 7 8 9 10
April 135 8.9 14.7 18.7 7.4 24 11.9 9.4 18.7
May 18.4 10.5 8.7 17.7 17.5 -0.7 18.6 8.2 12.1
June 23.7 6.1 3.6 12.8 19.9 -3.6 27.5 18 6.3
July 45 16.8 7.1 3.8 16.1 -2.7 4.7 17.1 10.5
August 9.3 15.0 0.0 13.0 19.0 -6.2 8.0 13.6 2.4
September 11.9 12.1 -0.2 15.2 11.8 -7.3 10.5 12.2 2.6
October 14.6 -2.8 13.7 16.4 0.2 9.0 14.0 -4.1 15.8
November 11.1 135 -2.9 16.2 10.1 -5.5 9.3 14.8 -2.0
December 7.3 10.7 8.7 12.0 1.8 2.8 6.0 13.5 10.3
January 8.0 8.2 8.4 15.9 5.3 -0.5 5.7 9.1 11.1
February 12,5 7.4 11.7 20.3 1.8 3.1 10.1 9.3 14.3
March 12.4 15.8 0.9 21.0 3.8 -1.8 9.5 20.2 1.9
April-March 12.0 10.1 6.1 15.3 9.2 -1.0 10.9 10.4 8.5
P : Provisional.
Note : Figures in brackets indicate weights in IIP.

Source : Central Statistical Organisation, Government of India.
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Box 11.6: Recent Performance of the Consumer Durables
Sector: Some Perspectives

The sluggish performance of the consumer goods sector
for the second year in succession during 2007-08 raised
concerns about the sustainability of the overall growth
momentum of the industrial sector. The production of
consumer durables (5.4 per cent weight in the IIP) declined
during 2007-08 as against the robust performance in three
consecutive years from 2003-04 to 2005-06, with the
average growth rate being 13.8 per cent. The decline in
production of consumer durables segment could be
attributed to sluggish demand. Certain industry quarters
have attributed the slackness in demand to hardening of
interest rates.

A disaggregated analysis of the consumer durables sector,
however, reveals that hardening of interest rates may not
have been a critical factor affecting demand. Six out of 26
items in the consumer durables segment are usually
characterised by interest elastic demand as they may
require loan financing. Of these interest sensitive
segments, except for two-wheelers, other segments such
as passenger cars, refrigerators, air conditioners and
washing machines recorded reasonably good growth
during 2007-08, albeit with some moderation. Second, it
may be noted that out of the remaining items, ten items
(such as tape recorders, telephone instruments,
typewriters, wrist watches, alarm time-pieces) with weight
of 2.2 per cent in the IIP and nearly 41 per cent weight in the
consumer durables recorded a decline, which led to the
lacklustre performance of the consumer durables segment.
A closer examination of the composition of this subset of
the consumer durables sector shows that these items have,
in fact, become obsolete both on account of supply side
and demand side factors. On the supply side, with the
advancement in technology and innovations, newer variants
of consumer durables have flooded the market, while on
the demand side, growing prosperity of the middle-class
households and consumerism have seen a growing
market for an array of high technology, semi-luxury and luxury
durables. The changing demand patterns in the economy
have turned the luxuries of the yesteryears into necessities
as evident in the case of mobile phones. The emergence
of multi-use products, product obsolescence and
replacement by newer products, have rendered a setback

estimated for the previous year, as per the peak-
output approach (Table 2.10). The capacity utilisation
in respect of several industries (such as paints,
enamels and varnishes, matches, asbestos cement
pressure and building pipes, textiles machinery,
lighting, fitting and fixtures, electric fans and zip
fasteners, which are mainly in the SSI sector, and
other sectors such as diesel engines, optical
whitening agents, air and gas compressors, power
and distribution transformers, soaps, electric motors,
bolts and nuts, paper and paper board, pipes and
tubes, steel wires, machine tools, stainless/alloy
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to production of certain durables such as telephone
instruments, television sets, tape recorders and
typewriters, among others. Hence, the decline in production
of the products, which have become redundant with the
emergence of high technology options, cannot be
overlooked while examining the growth performance of
consumer durables. The relative switch from traditional
consumer durables towards new products, however, is not
adequately reflected in the IIP with base 1993-94. This
brings to the fore the issue of revision of the IIP basket to
include the new products.

The IIP basket revision in 1997-98 (with 1993-94 as the
base year) resulted in increase in the number of consumer
items, while the number in the case of basic and capital
goods sectors remained the same and, in fact, declined in
respect of intermediate goods sector. The weight of
consumer goods in the IIP was augmented by 5.0
percentage points to 28.7 per cent (from 23.7 per cent
earlier), and more than half of the incremental weight was
added to consumer durables, thereby enlarging the
durables weight from 2.6 per cent (1980-81 series) to 5.4
per cent (1993-94 series). The current |IP series for
consumer durables in India comprises goods in the
categories such as rubber, plastic, petroleum and coal
products; metal utensils; electronic equipments, transport
equipments, and other manufacturing industries. The index
revision in the last decade reflected the shifting demand
patterns and growing preference for durable luxury goods
such as washing/laundry machines (also micro-electronic
equipments). However, such contemporary choice variations
over time do not appear to be captured well by the current IIP
index with base 1993-94.
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steel, biscuits, steel castings, Indian type leather
footwear, cotton yarn, ferro manganese, ferro alloys,
ferro chrome, carbon black, fluorescent tubes and
oxygen) was more than 95 per cent during the year.
However, capacity utilisation in some industries such
as petroleum coke calcined, groundnut oil, vitamin
C, til seed oil, salt and di-methyl tetrapthalate (DMT)
was less than 40 per cent during the year.

Infrastructure Industries

11.2.27 The infrastructure sector, which gained
momentum during 2006-07, decelerated significantly
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Table 2.10: Capacity Utilisation

(Per cent)

Industry Weight Capacity Utilisation
2005-06 2006-07 2007-08
1 2 3 4 5
Food products 9.08 66.1 67.8 68.9
Beverages, tobacco and related products 2.38 84.2 84.2 83.4
Cotton textiles 5.562 97.4 94.6 96.5
Wool, silk and man-made fibre textiles 2.26 90.8 87.4 86.8
Jute and other vegetable fibre textiles (except cotton) 0.59 83.5 71.4 90.4
Textile products (including wearing apparel) 254 92.7 92.3 95.6
Wood and wood products, furniture and fixtures 2.70 81.4 69.6 88.9
Paper and paper products and printing, publishing and allied activities 2.65 88.2 93.8 93.3
Leather, and leather and fur products 1.14 77.5 81.1 89.1
Chemicals and chemical products except products of petroleum and coal 14.0 81.2 79.2 81.1
Rubber, plastic, petroleum and coal products 5.73 86.1 86.8 86.5
Non-metallic mineral products 4.40 82.5 85.8 86.8
Basic metal and alloy Industries 7.45 82.8 83.4 85.3
Metal products and parts (except machinery and equipment) 2.81 68.8 65.3 74.2
Machinery and equipment other than transport equipment 9.57 75.0 74.9 77.0
Transport equipment and parts 3.98 82.3 80.7 814
Other manufacturing industries 2.56 71.7 73.4 73.4
Manufacturing Industry 79.36 80.7 80.1 82.5
Mining and Quarrying 10.47 85.3 83.2 83.3
Electricity 10.17 94.0 93.4 95.9
All Industries 100 82.5 81.8 83.9

Note : 1. Data are provisional.

2. Capacity utilisation has been calculated from the production data for 296 industries supplied by the Ministry of Statistics and Programme

Implementation.

3. Capacity utilisation has been estimated using the peak output approach. Under this approach, the peak monthly output during a financial
year for a particular industry is regarded as its installed productive capacity for that year, while the monthly actual output is regarded as
its actual utilisation level for that month. Accordingly, monthly capacity utilisation of a particular industry is the ratio of monthly production to
the peak level of production during the year. The average of twelve months’ utilisation is considered as the annual capacity utilisation for

that industry.

4. The capacity utilisation estimated under the peak-output approach is only indicative of the trends and may not be viewed as reflecting the
actual capacity utilisation levels. In the absence of any other data or indicator on capacity utilisation, peak-output approach is used as a

proxy for capacity utilisation.

Source : Based on data from Ministry of Statistics and Programme Implementation, Government of India.

during 2007-08. The sector (with a weight of 26.7
per cent in the IIP) recorded growth of 5.6 per cent
during 2007-08 as compared with 9.2 per cent during
the previous year (Chart 11.2). All the segments of
the infrastructure sector, barring coal, recorded
decelerated growth during 2007-08. The electricity
sector recorded deceleration on account of decline
in power generation in all the segments, viz., thermal,
hydro and nuclear. Furthermore, adverse ‘balance
of plants’® situation in respect of new thermal plants
hampered their commercial operationalisation and
stemmed thermal power generation. Hydro power

generation turned out to be lower due to inadequate
water inflows, whereas nuclear power generation
suffered a setback due to shortage of uranium. The
capacity constraints faced by major steel and
cement producers adversely affected their
production. The decline in production in plants of
Oil India Limited (OIL) and Oil and Natural Gas
Company (ONGC) due to inadequate availability of
off-shore rigs coupled with lower than anticipated
gains from new wells contributed to the decelerated
growth in crude oil production. The decline in the
production in certain public sector refineries along

9 Adverse ‘balance of plants’ situation implies inability of auxiliary plants to be in readiness for putting new thermal units into commercial
operations. Auxiliary plants refer to coal handling plants, ash handling plants and pre-heating plants.
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11.2.28 The production of shipping and railways
carriages and petroleum refinery products exceeded
the targets set for 2007-08. The power, finished steel
and crude petroleum sectors, however, achieved less
than targeted production during 2007-08, in addition
to the shortfalls in coal and natural gas production
(Table 2.11). The significance of infrastructure
availability and its role in the development process

Table 2.12: Performance of Central Sector Projects

(end-March)
Item 2001 2005 2006 2007 2008#
1 2 3] 4 5) 6
1. Number of Projects (a to d) 187 327 396 491 514
(@) Ahead 5) 16 6 6 18
(b) On Schedule 58 65 113 179 138
(c) Delayed* 65 125 149 171 221
(d) Without Date of

Commissioning 59 121 128 135 137

2. Cost Overrun of Total
Projects (Rupees crore) 40,303 39,585 47,337 39,741 40,313

3. Cost Overrun of Total
Projects (% of original cost) 36.4 19.2 182 124 1.5

4. Cost Overrun of Delayed
Projects (Rupees crore)

5. Cost Overrun of Delayed
Projects (% of original cost)

23,374 25,388 29,655 20,808 22,786

91.6 45.2 35.6 19.8 15.1

* ! Includes some of the projects for which information about the delay is not
available, but have date of commissioning.
# : Data for 2008 are up to end-February.
Source : Ministry of Statistics and Programme Implementation, Government
of India.

brings to the fore issues in energy availability and
infrastructure development (Box I1.7).

Performance of Central Sector Projects

11.2.29 The number of delayed central sector
projects increased from 171 at end-March 2007 to
221 at end-February 2008. However, the number of
projects ahead of schedule saw a steep increase
from six projects at end-March 2007 to 18 projects
at end-February 2008 (Table 2.12). The problems
on account of acquisition of land, environmental

Table 2.11: Targets and Achievements of Infrastructure Industries

Sector Unit 2006-07 2007-08

Target Achievement Gap (%) Target Achievement Gap (%)
1 2 3 4 5 6 7 8
Power Billion Units 663.0 662.5 -0.1 710.0 704.5 -0.8
Coal Million Tonnes 425.1 425.0 0.0 454.9 450.5 -1.0
Finished Steel Million Tonnes 52.1 52.5 0.8 57.0 55.2 -3.1
Railways Million Tonnes 726.0 728.8 0.4 790.0 794.2 0.5
Shipping (Major Ports) Million Tonnes 465.7 463.8 -0.4 515.3 519.2 0.7
Fertilisers Million Tonnes 16.3 16.1 -1.1 16.8 14.7 -12.6
Cement Million Tonnes 159.6 161.7 1.3 n.a. 174.3 n.a.
Crude Petroleum Million Tonnes 35.4 34.0 -4.1 35.0 34.1 -2.5
Petroleum Refinery Products  Million Tonnes 135.3 146.6 8.3 146.3 156.1 6.7
Natural Gas Production Million Cubic Meters 31538.0 31747.0 0.7 33241.0 32274.0 -2.9

n.a. : Not available.

Source : Ministry of Statistics and Programme Implementation, Government of India.
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Box II.7
Issues in Energy Availability and Infrastructure Development

The significance of infrastructure availability and its role in
the development process is well recognised. While
demand for infrastructure services increases with
furtherance of the development process, any deceleration
in growth of core infrastructure sector coupled with slow
progress in capacity augmentation limits the availability of
such services. The Eleventh Plan Approach paper aptly
noted that the absence of world class infrastructure is the
most critical short-term barrier to economic growth in India.
Furthermore, in the backdrop of enormous magnitude of
infrastructure deficit and the resource constrained
environment, the role of private sector is regarded as
imperative.

Availability of affordable energy resources is critical to meet
the development aspirations of an economy. In India,
diversified resource base and differential geographical
settings call for region and sector-specific energy resource
planning. In this context, the policy focus needs to be on
reliably meeting the overall demand for energy in the
economy. The issues relating to energy and infrastructure
thus form the core of any development strategy. In this
backdrop, the sector-specific issues have been addressed
below.

India’s coal mining potential has not been adequately
exploited as in the comparably endowed countries. The
Mines and Minerals Act, the Mineral Concession Rules,
and the FDI policy have time and again sought to encourage
private investment in exploration of mineral deposits and
operation of mines, but only meager investments have
come forth. The mining activity continues to be hampered
by land acquisition and rehabilitation problems, and
difficulties relating to transport of coal to the utilities. Other
issues relate to inferior quality of domestic coal and surging
prices of superior quality imported coal. The Integrated
Energy Policy Committee (Chairman: Kirit Parikh)
advocated promoting coal imports, and augmenting
domestic production through allotment of coal blocks to
Central / State public sector units and captive mines to the
notified end-users. Despite the initiatives, the progress of
captive mining has remained inadequate.

In the electricity sector, power shortages (10 per cent
annual), resulting from less than targeted power generation
and slow pace of capacity additions are the foremost
concerns, while the demand is increasing at a fast pace.
High T&D losses and low plant load factors (65 per cent for
thermal units) caused by the old grids, obsolete machinery
and technology, and pilferages are the persistent problems.
Forced outages for repairs, renovation and modernisation
of plants besides being highly capital intensive also impede
generation activities. Adverse balance of plants situation,
arising from indisposition of auxiliary plants such as coal
handling, ash handling and pre-heating plants, hamper
the progress of putting new thermal units into commercial
operations. Government initiatives on various fronts to
develop the sector have included encouragement to the
Independent Power Producers (IPP), Merchant Power
Producers (MPP) and captive power plants in the private
sector, though their contribution to the supplies has
remained limited to around 8.4 per cent of the installed
capacity. Power trading which seeks to improve utilisation
of existing capacities, ensure avoiding power shortages
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and reduce the average cost of power to power utilities as
well as the consumers is at a nascent stage. Under the
provisions of the Electricity Act 2003, trading is now a
licensed and regulated activity and would facilitate
innovative pricing of power, leading to competition and
lowering of tariffs. Furthermore, the Kirit Parikh Committee
report advocated meeting growing power requirements
through development of nuclear facilities using country’s
vast thorium reserves. While almost all major States have
already implemented the reforms and adopted measures
such as constitution of State Electricity Regulatory
Commissions, unbundling of the State Electricity Boards
and issue of tariff orders, there are practical concerns, yet
to be resolved in this regard. The desired results are elusive,
since the reforms process has not been adopted in
essence and gaps remain.

Among the renewable energy options in India, hydro power
generation forms about 24.7 per cent of the installed
capacity and other renewable energy (wind energy, small
hydro projects, biomass power) comprised only 7.7 per
cent, despite their higher potential. About one lakh
megawatt of hydro power potential still remains untapped.
The nuclear power capacity constituting about 2.9 per cent
of total electricity generation is of late facing shortages of
uranium, and resultantly the nuclear plants are operating
at around 50 per cent of the plant load factor.

During 2007-08, production of crude oil met about 22 per
cent of the domestic oil demand (refinery crude throughput).
The spiraling international crude oil prices have led to a
spurt in the import bill. The sporadic pass through of price
rise has resulted in a hike in inflation and fiscal imbalances.
The sector presently faces hurdles in terms of stoppage of
air injection in oil fields, meager capacity additions,
environmental issues, less than anticipated gains from
new wells, less base potential, less than planned
contribution from exploratory drilling and blockades/local
problems. In contrast with the crude oil, the petroleum
refinery capacity in the country has increased considerably,
making India a net exporter of POL products.

The energy challenges are apparent, which, inter alia,
include financing of energy projects, the necessity to
facilitate further market reforms (in gas and power), and
encouraging investments. To overcome the constraints,
efforts are on to promote a combination of public
investment, public-private partnerships (PPPs) and
exclusive private investments, wherever feasible - to ensure
strengthening and consolidation of infrastructure related
initiatives. Towards this end, the investment requirement
in infrastructure has been estimated at over US $ 500 billion
and is envisaged to be increased from the current level of
5 per cent of GDP to around 9 per cent during the Eleventh
Plan period.
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clearances, inappropriate project design leading to
changes in plans and lack of complementary
infrastructure support in some regions contributed
to delays in the execution of projects, especially in
the railways, surface transport and power sectors.
Despite these impediments, there has been a marked
improvement in cost overrun of projects in recent years.
The cost overrun of all projects as percentage of
original cost declined from 12.4 per cent at end-
March 2007 to 11.5 per cent at end-February 2008.

Investment Climate

11.2.30 Notwithstanding moderation in industrial
activity, the investment climate continued to be
positive during 2007-08 as evident from the higher
amount of envisaged investment proposals
(Table 2.13).

Mergers and Acquisitions

11.2.31 Mergers and acquisitions activity slowed
down considerably during 2007-08 (April-January)
in line with general slowdown in mergers and
acquisitions globally and moderation in industrial
activity domestically (Table 2.14). The acquisition
deals in value terms decelerated to 34.8 per cent
during April-January 2007-08 over the
corresponding period of the previous year. The

Table 2.13: Industrial Investment Proposals

IEMs LOI/DILs

Year No. of Proposed No. of Proposed
Proposals Investment Proposals Investment

(Rupees crore) (Rupees crore)

1 2 3 4 5
2001-02 3,094 70,994 102 1,361
2002-03 3,178 80,824 60 332
2003-04 4,130 1,54,954 145 3,454
2004-05 5,548 2,89,782 101 4,309
2005-06 6,341 3,82,743 135 3,638
2006-07 5,591 6,92,401 87 4,002
2007-08 3,673 12,25,761 131 6,696
Cumulative* 73,471 37,95,419 4,372 1,29,781

* . August 1991 to March 2008.
IEM :Industrial Entrepreneurs Memoranda.
LOl :Letters of Intent.
DILs :Direct Industrial Licences, which have been issued since
November 2003.
Source : Department of Industrial Policy and Promotion, Ministry
of Commerce and Industry, Government of India.
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Table 2.14: Mergers and Acquisitions Announced

Year Total Acquisitions ~ Total Mergers

Number Amount Number

(Rupees crore)

1 2 3 4
2002-03 843 23,785 381
2003-04 830 35,073 291
2004-05 797 60,282 272
2005-06 874 1,00,612 394
2006-07 924  2,04,597 358
2006-07 (April-January) 688  1,16,893 321
2007-08 (April-January) 687 76,229 173

Note . Deals include preferential allotments, buy-back of
shares and disinvestment proposals, amongst
others.

Source : Centre for Monitoring Indian Economy.

overseas acquisitions of foreign companies by
Indian corporates during the year 2007-08 (April-
January) remained subdued. During 2007-08 (April-
January), maximum mergers were witnessed in
financial services (15.7 per cent), followed by trade
(7.0 per cent), chemicals industry (4.7 per cent),
industry producing machinery (4.7 per cent), textiles
(3.5 per cent) and non-metallic mineral products
(3.5 per cent). Acquisition activity was the largest
in financial services sector (17.9 per cent), followed
by non-metallic mineral products (12.3 per cent),
construction (11.6 per cent), chemicals (10.6 per
cent), transport equipment (8.3 per cent) and mining
(7.5 per cent).

Micro and Small Enterprises

11.2.32 The micro and small enterprises (MSE) sector
continues to play an important role in industrial
growth and exports, besides providing substantial
employment opportunities. In recent years, the MSE
sector has consistently registered higher growth in
comparison with the overall industrial growth. The
MSE sector contributed almost 40 per cent to the
gross industrial value added in the economy and
accounted for about 47 per cent of the total
manufactured exports. The number of MSEs was
estimated at about 13 million in India, providing
employment to about 31 million people during 2006-07
(Table 2.15). The pattern of MSE exports has shifted
gradually in favour of non-traditional products, which
constituted about 97.8 per cent of the total exports
from the MSE sector during 2005-06.
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Table 2.15: Performance of Micro and Small Enterprises

Item 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 P
1 2 3 4 5 6 7
Number of Units (million) 10.5 11.0 11.4 11.9 12.3 12.8
Employment (million) 25.2 26.4 27.5 28.8 30.0 31.3
Investment (Rupees crore) 1,60,673 1,69,579 1,78,269 1,88,793 1,98,050 2,07,307
Value of Output (Rupees crore) 2,82,270 3,14,850 3,64,547 4,29,796 4,97,842 n.a.
Exports from SSI (Rupees crore) 71,244 86,013 97,644 1,24,417 1,50,242 n.a.

P: Provisional.

n.a.: Not available.

Source : Ministry of Micro, Small and Medium Enterprises, Government of India.

Developments during 2008-09

[1.2.33 During April-June 2008, the index of industrial
production registered a lower growth rate of 5.2 per
cent (10.3 per cent a year ago) on account of
decelerated growth of the manufacturing sector (5.6
per cent as against 11.1 per cent) and electricity
sector (2.0 per cent as against 8.3 per cent). The
mining sector growth, however, accelerated to 4.7
per cent (2.7 per cent). In terms of use-based
classification, there was moderation across all
sectors. Capital goods recorded growth of 6.5 per
cent (19.1 per cent). The intermediate and basic
goods sector expanded by 2.6 per cent (9.3 per
cent) and 3.3 per cent (9.4 per cent), respectively.
The consumer goods sector grew by 8.5 per cent
(9.0 per cent). During April-June 2008, growth
recorded by six infrastructure industries was 3.5 per
cent (6.4 per cent a year ago).

Services Sector

11.2.34 According to the revised estimates released
by the CSO, real GDP growth originating from the
services sector moderated from 11.2 per cent during
2006-07 to 10.7 per cent during 2007-08 due to
deceleration in ‘financing, insurance, real estate and
business services’ and ‘construction’ sub-sectors
(Table 1.1 and Appendix Table 2). The growth in
‘financing, insurance, real estate and business
services’ was affected, inter alia, by some moderation
in bank deposits and credit growth. On the other
hand, growth in ‘trade, hotels, transport and
communication’ and ‘community, social and personal
services’ sub-sectors accelerated further, thereby
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powering the double-digit growth of the services
sector for the third year in succession. Continued
buoyancy in the civil aviation segments, cargo
handled at major ports and new cell phone
connections underpinned the growth of the ‘trade,
hotels, transport and communication’ sub-sector
(Table 2.16).

11.2.35 The information technology (IT) industry
has been playing an important role in India’s
economic growth in the recent period (Box 11.8).
Earnings from software services and hardware
increased sharply during 2007-08 (Table 2.17). In

Table 2.16: Indicators of Service Sector Activity

(Growth rates in per cent)

Sub-sector 2005-06 2006-07 2007-08
1 2 3 4
Tourist arrivals 12.4 13.0 11.3
Commercial vehicles production 10.6 33.0 4.8
Railway revenue earning freight traffic 10.7 9.2 9.0
New cell phone connections 89.4 85.4 38.3
Cargo handled at major ports 10.4 9.5 11.9
Civil aviation
a) Export cargo handled 7.3 3.6 7.5
b)Import cargo handled 15.8 194 19.7
c¢) Passengers handled at
international terminals 12.8 12.1 11.9
d)Passengers handled at
domestic terminals 271 34.0 20.6
Cement 12.4 9.1 8.1
Steel 10.8 13.1 51
Aggregate deposits of banks 18.1 23.8 22.4
Non-food credit by banks 31.8 285 23.0

Source : Ministry of Tourism, Ministry of Commerce and Industry,
Ministry of Statistics and Programme Implementation, Centre

for Monitoring Indian Economy, RBI.
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Box I1.8: Contribution of the ICT Sector to the Indian Economy

Information and communication technology (ICT) industry
consists of hardware, software, networks, and media for
collection, storage, processing, transmission, and presentation
of information such as voice, data, text and images, among
others. The ICT encompasses both manufacturing and service
industries that capture, transmit and display data and information
electronically. The ICT engineered the global economic revolution
during the last quarter of the 20th century (UNCTAD, 2008). It
had far reaching implications both through its own growth in
the form of production of ICT-related goods and services, and
through its diffusion impact on various sectors, which enhanced
productivity, competitiveness, growth and human welfare
(Dedrick et al, 2001).

India has benefitted from ICT growth through a series of
institutional innovations and export oriented policy measures
introduced in the post-1991 period, which included software
development for exports, telecommunications policy reforms,
privatisation of the national long-distance and mobile phone
markets and development of a more comprehensive approach
to the ICT. India has gained from this ICT growth-strategy both
in terms of the expanding IT sector as also its technological
diffusion effects in the rest of the economy.

The Information Technology and IT enabled services (IT/ITES)
now form a major segment of ICT in India and its contribution to
the country’s GDP has steadily increased from 1.2 per cent in
1997-98 to 6.0 per cent in 2007-08. The export earnings of this
industry touched US$ 40.3 billion in 2007-08 (Chart A). The
direct employment in the IT/ITES sector was expected to be 2.0
million by end of 2007-08. Employment in the IT/ITES grew at a
compound annual average rate of 26 per cent during 2000-01
to 2007-08, making it the largest employer in the organised
private sector in the country. Apart from direct contribution of
the ICT industry, the application of ICT has driven the growth of
other sectors, spurring the growth of first generation
entrepreneurs, improving the product/service quality levels, and
boosting image of India in the global market.

The multiplier effect of the growth of IT/ITES on output in the
Indian economy is demonstrated by the fact that each Re.1
spent by the IT/ITES sector (on domestically sourced goods and
services) translates into a total output of about Rs. 2 in the
economy - driven by derived demand from firm-level spending

Chart A : Contribution of ICT
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(capital expenditure as well as operating expenses) and high
level of consumption spending by professionals employed in
this sector (NASSCOM, 2008) (Table A). Another study by the
NASSCOM indicated that in 2005-06, out of the total revenue of
US $ 33.55 billion of the industry, US $ 15.85 billion were spent
in the domestic economy via non-wage operating expenses,
capital expenditure and consumption spending by professionals.
This spending, in turn, generated additional output of US$ 15.5
billion via direct and indirect backward linkages with other
sectors and induced effect of wages and salaries. The sectors,
which are the most impacted through this multiplier effect include
housing/construction, transport services, communications,
consumer durables, food items and clothing.

Innovations in the ICT facilitate in providing a communication
platform breaking all traditional physical barriers. The
Government can play a critical role in enhancing the ICT adoption
by ensuring provision of technical education, creation of skilled
workforce for the IT industry, and by providing stable regulatory
and enabling environment. Narrowing the digital gap between
urban and rural areas would ensure that the benefits of ICT
reach all sections of the society.
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Table A: Multiplier effect of IT/ITES Industry on
Other Sectors of the Economy (2005-06)

Sector Spending by Output Output
IT sector multiplier impact
(US $ billion) (US $ billion)

1 2 3 4
Construction/housing 3.15 6.18 2.0
Transport services 1.28 2.77 2.2
Furnishing/clothing 0.73 1.59 2.2
Communication 1.00 1.59 1.6
Food items 0.56 1.38 2.5
Entertainment/travel 0.63 1.30 2.0
Consumer durables 0.43 1.12 2.6
Health/Insurance 0.58 1.01 1.7
Fuel and power 0.42 0.95 2.3
Hotels/restaurants 0.45 0.95 2.1
Education/research 0.62 0.76 1.2
Automobiles 0.27 0.66 25
IT infrastructure 0.20 0.43 2.1
Printing/publishing 0.09 0.19 2.2
Other services 5.45 10.48 1.9
Total 15.83 31.34 2.0

Source : NASSCOM CRISIL Research -The Rising Tide:
Employment and Output Linkages of IT/ITES, 2007.
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Table 2.17: Indian IT Industry

(US $ billion)
Item 2004-05 2005-06 2006-07 2007-08E
1 2 3 4 5
1. Total Software
and Services
Revenues (i to iii) 225 30.3 39.7 52.0
Exports 17.7 23.6 313 40.3
Domestic 4.9 6.7 8.4 11.7
i) IT Services 13.5 17.8 235 31.0
Exports 10.0 13.3 18.0 231
Domestic 3.5 4.5 5.5 7.9
i) ITES-BPO 5.2 7.2 9.5 12.5
Exports 4.6 6.3 8.4 10.9
Domestic 0.6 0.9 1.1 1.6
iii) Engineering
Services and R&D,
Software Products 3.8 5.3 6.5 8.5
Exports 3.1 4.0 4.9 6.3
Domestic 0.7 1.3 1.6 2.2
2. Hardware 5.6 7.1 8.5 12.0
3. Total IT Industry (1+2) 28.2 374 48.0 64.0
4.1) (4.8) (5.2) (6.0)
Memo: (in thousands)
4. Total Employment
(ato c)* 1,058 1,293 1,630 n.a.
a) IT Services 297 398 562 n.a.
b) ITES-BPO 316 415 545 n.a.
c) Engineering
Services and
R&D and Software
Products 93 115 144 n.a.
5. Domestic Market
(including user
organisation) 352 365 378 n.a.

E : Estimates. n.a. : Not available.

* : Excluding hardware.

Note : Figures in parentheses are percentage to GDP.

Source : National Association of Software and Service Companies.
the post-1991 reform period, the Indian IT/ITES
industry contributed significantly to the economic
growth in terms of GDP, foreign exchange earnings

and employment generation.
Corporate Performance

11.2.36 Moderation in activity in the industrial and
services sectors was reflected in the performance
of the corporate sector during 2007-08. Growth in
sales and net profits of select non-government non-
financial companies decelerated from 26.2 per cent
and 45.2 per cent, respectively, during 2006-07
to 18.3 and 26.2 per cent, respectively, during
2007-08. Notwithstanding a sharp rise in other
income (46.2 per cent as compared with 7.1 per
cent), the gross profits of the corporate sector
decelerated (22.8 per cent as compared with 41.9
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per cent). The depreciation provision increased by
14.8 per cent during 2007-08 as compared with the
increase of 15.4 per cent during 2006-07. Interest
payments grew by 28.8 per cent during 2007-08 as
against 17.4 per cent during 2006-07, but the interest
coverage ratio declined marginally to 7.3 per cent from
7.5 per cent in the previous year. The profitability
measured in terms of the ratios of gross profits to
sales and profits after tax to sales improved during
2007-08 in comparison with 2006-07 (Table 2.18).

AGGREGATE DEMAND

[1.2.37 Domestic demand led by consumption and
investment continued to be the main driver of growth
during 2007-08. According to the revised estimates,
growth of real gross domestic fixed capital formation
(GFCF) moderated from 15.1 per cent in 2006-07
to 13.8 per cent in 2007-08. However, real GFCF, in
relation to GDP, rose from 30.6 per cent of GDP to
31.9 per cent of GDP during the same period. The
growth in total final consumption expenditure
accelerated in the wake of some recovery in growth
of real private final consumption expenditure in 2007-08
after a slowdown in the previous year as well as
continued acceleration in government final
consumption expenditure. Investment in valuables
rose sharply by 13.9 per cent in 2007-08 as compared
with that of 14.9 per cent in the previous year (Table
2.19). While 46.6 per cent of the incremental growth
in real GDP in 2007-08 (45.5 per cent in 2006-07)
was accounted for by gross fixed capital formation,
53.8 per cent was by private consumption demand
(43.9 per cent in 2006-07).

11.2.38 The current growth phase in India continues
to be driven by domestic demand, viz., consumption
and investment. However, some significant changes
have occurred in domestic demand in recent years.
The share of consumption in GDP declined steadily
from 76.5 per cent in 2001-02 to 67.8 per cent in
2007-08, while that of real investment (gross
domestic capital formation) increased from 22.2 per
cent to 33.8 per cent during the same period
(Table 2.20). Thus, the relative significance of
investment activity in domestic demand has grown.

11.2.39 The share of private final consumption
expenditure (PFCE) also declined from 64.3 per cent
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Table 2.18: Corporate Financial Performance

(Per cent)
Item 1991-92 2000-01 2003-04 2004-05 2005-06 2006-07 2007-08 2007-08
to to
1999-2000 2006-07 Q1 Q2 Q3 Q4
1 2 3 4 5 6 7 8 9 10 11 12
Growth Rates (per cent) (Average) (Average)
Sales 14.0 14.2 16.0 24.1 16.3 26.2 18.3 19.2 16.0 18.0 20.6
Other Income 17.0 5.2 22.1 -0.9 17.3 7.1 46.2 106.7 45.2 70.2 28.5
Total Expenditure 14.1 13.6 14.9 23.6 16.7 23.4 18.4 18.0 15.3 18.9 23.3
Depreciation provision 17.3 8.9 6.0 11.2 8.1 15.4 14.8 18.1 15.8 17.9 15.4
Gross profits 12.5 20.4 25.0 32.5 24.6 41.9 22.8 31.9 22.5 20.4 16.8
Interest Payments 15.8 -1.4 -11.9 -5.8 -2.0 17.4 28.8 4.4 18.4 45.7 35.8
Profits after tax 11.8 36.5 59.8 51.2 32.8 45.2 26.2 3389 22.7 29.4 14.1
Select Ratios (per cent) (Min.-Max) (Min.-Max)
Gross Profits to Sales (10.5-14.2) (10.1-15.5) 11.1 11.9 12.2 5.5 16.3 16.7 16.3 16.2 15.0
Profits After Tax to Sales (3.3-7.8)  (2.6-10.7) 5.9 7.2 8.2 10.7 11.8 11.6 11.5 12.2 10.3
Interest to Sales (5.3-6.9) (2.1-6.1) 3.4 2.6 2.2 2.1 2.2 2.0 2.1 2.5 2.2
Interest to Gross Profits (36.9-62.7) (13.4-60.0) 30.7 21.8 18.1 13.4 13.8 11.8 12.8 15.3 14.6
Interest to Total Expenditure (5.4-6.8) (2.3-6.1) 3.6 2.8 2.4 2.3 2.5 2.2 2.3 2.8 2.4
Interest-Coverage Ratio (1.6-2.7) (1.7-7.5) 3.3 4.6 5.5 7.5 7.3 8.5 7.8 6.5 6.8
Debt to Equity (58.7-99.5) (43.0-70.5)* 58.6 52.7 43.0 n.a. n.a. n.a. n.a. n.a. n.a.
Internal Sources of Funds
to total sources of funds (26.1-40.3) (43.6-65.3)* 53.5 55.9 43.6 n.a. n.a. n.a. n.a. n.a. n.a.
Bank borrowings to total
borrowings (27.5-35.0) (34.4-58.2)* 48.0 51.7 58.2 n.a. n.a. n.a. n.a. n.a. n.a.
Memo: (Amount in Rupees crore)
Number of Companies 2,214 2,214 2,730 2,388 2,359 2,342 2,228 2,329 2,357
Sales 4,42,743 5,49,449 7,35,216 10,41,894 11,41,711 2,80,814 2,97,110 3,06,238 3,50,917
Other Income 12,031 11,927 17,088 23,895 30,958 9,151 8,057 9,221 10,082
Expenditure 3,86,559 4,77,609 6,43,824 8,78,645 9,56,930 2,37,698 2,49,194 2,57,472 3,02,105
Depreciation Provision 20,406 22,697 28,961 37,095 40,664 10,173 10,576 10,961 11,805
Gross Profits 49,278 65,301 90,179 1,61,006 1,86,665 46,780 48,296 49,717 52,583
Interest Payments 15,143 14,268 16,302 21,500 25,677 5,504 6,194 7,609 7,703
Profits after tax 26,182 39,599 60,236 1,11,107 1,34,291 32,699 34,266 37,470 36,109

*: Data pertain to the period 2000-01 to 2005-06.
Note : 1.

of select non-Government non-financial public limited companies.

2.
set of companies.
3.

in 2001-02 to 58.2 per cent in 2007-08. In recent
years, the private final consumption expenditure has
been pro-cyclical. The GDP growth of the economy
increased from 3.8 per cent in 2002-03 to 9.0 per
cent in 2007-08, while private consumption
increased from 2.7 per cent to 8.3 per cent during
the same period. The growth in per capita private
consumption expenditure increased from 1.1 per cent
in 2002-03 to 6.8 per cent in 2007-08. In terms of
share of private final consumption expenditure by
type of goods, the share of consumption expenditure
of services sector increased, while that of non-
durable goods declined correspondingly. The rise
in the share of consumption expenditure on services
was mainly due to increased expenditure on
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Data up to 2005-06 are based on audited annual accounts while data for the years 2006-07 and 2007-08 are based abridged financial results
Growth rates are per cent changes in the level for the period under reference over the corresponding period of the previous year for common

The quarterly data may not add up to annual data due to differences in the number and composition of companies covered in each period.

‘recreation, education and cultural services’ and
‘furniture, furnishing, appliances and services’, which
have higher income elasticity.

[1.2.40 Some recent studies have observed that
current high growth of the Indian economy is
productivity driven, particularly in the post-reform
period. These studies use the recent analytical
concepts and empirical techniques for the estimation
of India’s productivity (Box 11.9).

Saving and Capital Formation

[1.2.41 Continuing the rising trends observed during
the current decade, gross domestic saving and
investment rates reached all-time highs during
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Table 2.19: Growth in Select Sources of Real Effective Demand #
(Base Year: 1999-2000)

(Per cent)
Item 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06@ 2006-07* 2007-08"
1 2 3 4 5 6 7 8 9
1. Total Final Consumption Expenditure 2.8 5.5 2.2 5.3 4.8 8.2 7.0 8.1
of which:
Private Final Consumption 3.2 6.1 2.7 5.8 5.2 8.7 7.1 8.3
Government Final Consumption 0.9 2.3 -0.4 2.6 2.6 5.4 6.2 7.0
2. Total Investment + -3.5 -2.9 17.0 19.9 19.5 19.4 10.9 n.a.
Private Investment ++ -5.4 4.1 18.5 14.1 24.8 18.4 15.0 n.a.
Public Investment ++ -3.0 3.0 -7.0 8.3 14.7 21.5 12.0 n.a.
Valuables ++ -8.1 -5.4 -4.1 66.6 57.2 -2.2 14.9 13.9
3. Total Fixed Investment 0.0 7.4 6.6 13.7 18.9 17.4 15.1 13.8
of which:
Private Fixed -0.8 8.9 8.7 14.7 23.6 17.1 14.6 n.a.
Public Fixed 1.9 3.6 1.3 10.8 5.2 18.5 17.0 n.a.
# : Based on real GDP at market prices. @ : Provisional Estimates.
* . Quick Estimates. A . Revised Estimates.
+ : Adjusted for errors and omissions. ++ : Unadjusted for errors and omissions. n.a : Not Available.
Note . 'Valuables’ cover the expenditures made on acquisition of valuables, excluding works of art and antiques.
Source : Central Statistical Organisation.

2006-07. Gross domestic saving (GDS), as per cent
of GDP at current market prices, increased from 34.3
per cent in 2005-06 to 34.8 per cent in 2006-07
(Appendix Table 11). The private corporate saving
rate improved, for the fifth consecutive year, from a
low of 3.4 per cent of GDP in 2001-02 to 6.6 per
cent in 2004-05 and further to 7.8 per cent in
2006-07, reflecting continued buoyancy in the
retained earnings of the corporate sector. Savings
of the household sector, on the other hand, declined
marginally to 23.8 per cent of GDP in 2006-07 from

24.2 per cent in 2005-06. Public sector saving —
which witnessed a turnaround in 2003-04 from dis-
saving to positive saving, largely reflecting higher
savings of non-departmental as well as departmental
enterprises — improved from 1.1 per cent of GDP in
2003-04 to 3.2 per cent in 2006-07(Chart 11.3).

11.2.42 While the domestic savings rate improved by
0.5 percentage point of GDP during 2006-07, domestic
investment registered an increase of 0.4 percentage
point of GDP. As a result, the domestic investment rate

Table 2.20: Expenditure Side of GDP

(Per cent of GDP at constant market prices)

Item 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07* 2007-08
1 2 3 4 5 6 7 8
1. Total Consumption Expenditure 76.5 75.3 73.2 70.8 70.2 68.4 67.8
2. Private Final Consumption Expenditure 64.3 63.6 62.1 60.3 60.0 58.6 58.2
3. Government Final Consumption Expenditure 12.2 11.7 11.1 10.5 10.2 9.8 9.6
4. Export 13.3 15.6 15.3 18.1 19.0 20.6 20.3
5. Less Import 13.3 14.2 15.3 16.3 21.8 24.7 24.4
6. Gross Domestic Capital Formation (GDCF) # 22.2 25.0 27.7 30.6 334 33.8 3197
7. GDP at market prices 100.0 100.0 100.0 100.0 100.0 100.0 100.0

* . Quick Estimates.
Source : Central Statistical Organisation.

# : Adjusted for errors and omissions.

A : Pertains to gross fixed capital formation.
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Box 1.9
Conceptual Aspects of Productivity

Productivity implies the worth of an input in the production
process. The quantum of output an input may bring forth
determines the productivity of that input.

Productivity is an important element in growth. It is also an
important contributory factor to larger and growing
employment. If productivity is increasing in an economy, it
means that its factors of production and commodity inputs
are manifesting increases in their total efficiency. Given a rate
of monetary expansion, productivity improvement helps
causing prices to be lower, and this helps in exports.

Traditional Measures of Productivity
a) Single Factor Productivity

The simplest and most commonly used measure of
productivity is to choose net output (or net value added) in a
sector, or in the economy, as the numerator and the quantity
of one of the three factors, viz., land, labour and capital as
denominator and obtain ratio of the former to one of the
factors. This is termed as the Single Factor Productivity (SFP)
measure.

b) Total Gross Output to Total Gross Input

The SFP approach seems to take the relation between
physical capital-cum-intermediate inputs and capital-cum-
gross output as one which is generally invariant. Production
is generally a relation between gross inputs and gross
outputs, i.e., a relation between commodities. There is,
therefore, scope for a new measure between total gross
output including (a) intermediate inputs, (b) net output and (c)
capital, and total gross input including (a) capital and (b)
intermediate inputs. This measure is designated as 'Total
Gross Output to Total Gross Input' (GOGI) (Brahmananda,
1982).

(c) Incremental Capital-Output Ratio

Incremental capital-output ratio (ICOR) is defined as the ratio
of the increase in capital stock to the increase in GDP. Thus,
ICOR is the inverse of marginal productivity of capital. The
ICOR extrapolates the past experience of the country and
predicts the increase in the GDP if the next unit of capital is
used as efficiently (Swaleheen, 2007). Operationally, ICOR is
calculated as a ratio of gross investment and change in the
GDP.

New Measure -Total Factor Productivity

Total factor productivity (TFP) growth is measured as the
difference between the growth of output and the growth of
inputs. In other words, it is the growth of output not
attributable to the growth of inputs. Various methodologies
have been developed to capture TFP growth based on
neoclassical framework. These methodologies can
be categorised into: (a) Growth accounting approach,
(b) Econometric approach and (c) Frontier approach.

a) Growth Accounting Approach

On the basis of the neoclassical theory of production and
distribution, the growth accounting approach states that
payments to factors exhaust total product under the
assumption of competitive equilibrium and constant returns
to scale. However, with the presence of technological
advance, payments to factors would not exhaust total
production and a residual output remains, which is not
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explained by total factor inputs. This residual output, known
as 'Solow residual’, is used as the basis for measuring and
explaining productivity growth.

b) Econometric Approach

The econometric approach to productivity measurement is
based on the estimation of either production or cost
functions. The econometric approach assumes
technological change can be described by shifts in a
production function (or cost function), so that if scale and
efficiency effects are assumed to be constant at a certain
level, the shift in the production function (or cost function)
associated with technological change can directly be used
as a measurement for productivity. The attractions of the
econometric approach are that it provides 'goodness of fit'
measures, and allows an examination of important aspects
of technological change, and the demand for inputs.

c¢) Frontier Approach

This approach is based on the well known frontier
production function relating input quantities to the maximum
possible output, as opposed to the realised output which is
used in conventional empirical work on productivity growth. It
is more in accord with the theoretical definition of a
production function. The production frontier, embodying an
idea of maximality, serves as a standard against which
actual performance of an economic agent can be compared.
The frontier approach could be further sub-grouped into
deterministic and stochastic approaches. Both approaches
have advantages and limitations (Salim, 1999).

Recent empirical studies show that there are some signs of
improvement in domestic productivity in the post-reforms
period. Various reform measures aimed at increasing the
competitiveness appear to be having the desired impact on
the productivity of the Indian economy (Mohan, 2008). One
study estimated the average growth rate of total factor
productivity (TFP) to be 2.0 per cent during 1999-2004
(Bosworth et al, 2006). According to another study, during
2003-05, average TFP growth was found to be 3.5 per cent
and contribution of TFP to growth was 43.5 per cent (Poddar
and Yi, 2007).
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(B TGS (e Mo e S Table 2.22: Household Saving in Financial Assets
(Amount in Rupees crore)
357 Item 2005-06P 2006-07P 2007-08#
) 1 2 3
=) . A. Financial Assets 597,867 7,68,967 7,34,699
3 251 . . - . (Gross) (16.7) (18.5) (15.6)
g 1. Currency 53,071 66,323 80,342
z (1.5) (1.6) (1.7)
E s [8.9] [8.6] [10.9]
g 2. Deposits 2,80,772 4,25,050 4,15,245
é a2 21 B2 M4 me 218 Posits@ (7.8) (10.3) (8.8)
E [47.0] [55.3] [56.5]
s 51 3. Claims on 87,168 40,627  -27,042
B Government (2.4) (1.0) (-0.6)
call M Bl ; ; : : [14.6] [5.3] [-3.7]
o = N I <+ e © o~ 4. Investment
32 32 2 4 2 I 2 @ in Shares 30,735 51,086 77,073
3 g 8 & & & & ¢t and Debentures+ (0.9) 1.2) (1.6)
[5.1] [6.6] [10.5]
: 5. Contractual 1,46,122 1,85,881 1,89,081
Household Sector M Private Corporate Sector [l Public Sector Savings* (4.2) (4.5) (4.0)
[24.4] [24.2] [25.7]
B. Financial 1,83,424 2,82,697 2,08,666
reached 35.9 per cent of GDP in 2006-07 from 35.5 . ;'at?"'t'?s (5.1) (6.8) (4.4)
. . Savingin
per cent in 2005-06 (Table 2.21). Financial Assets  4,14,444 486,270 5,26,033
- . Net) (A-B 11.6 11.7 11.2
[1.2.43 Preliminary estimates, based on the latest (Net) (A-B) (1.6 (1.7 (11.2)
. : . . : . P : Provisional. # : Preliminary.
available information, place financial savings (net) @ : Comprise bank deposits, non-bank dergosits and trade
of the household sector in 2007-08 at 11.2 per cent debt (net).

of GDP at current market prices, which were lower
than the estimates for 2006-07 at 11.7 per cent (Table
2.22). Household financial savings underwent some
changes in the preference pattern in 2007-08 vis-a-
vis 2006-07. Savings in the form of ‘currency’ and
‘investment in shares and debentures’ as per cent
of GDP increased in 2007-08, while savings in the
form of ‘deposits’, ‘claims on Government’ and
‘contractual savings’ as per cent of GDP decreased

+ : Includes units of Specified Undertaking of the Unit Trust
of India and other mutual funds.
* . Comprise life insurance funds and provident and
pension funds.
Note: 1. Components may not add up to the total due to
rounding off.
2. Figures in (') indicate per cent of GDP at current
market prices and [ ] indicate per cent of financial
assets (gross).

(Appendix Table 12). The decline in gross financial
assets of the household sector at a higher rate of

Table 2.21: Gross Capital Formation

(Per cent of GDP at current market prices)

Item 2001-02 2002-03 2003-04 2004-05 2005-06P  2006-07*
1 2 3 4 5 6 7
1. Household Sector 11.3 12.9 13.0 12.9 12.5 12.5
2. Public Sector 6.9 6.1 6.3 6.9 7.6 7.8
3. Private Corporate Sector 5.4 5.7 6.6 10.5 13.3 14.5
4. Valuables + 0.6 0.6 0.9 1.3 1.2 1.2
5. Gross Domestic Capital Formation (GDCF) # 22.8 25.2 28.2 32.2 35.5 35.9
P : Provisional. * . Quick Estimates.

+ : ‘Valuables’ cover the expenditures made on acquisition of valuables, excluding works of art and antiques.

# : As GDCEF is adjusted for errors and omissions, the sector-wise capital formation figures do not add up to the GDCF.
Source : Central Statistical Organisation.
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2.9 per cent of GDP as compared with the decline in
financial liabilities by 2.4 per cent of GDP resulted in
lower rate of net household financial savings in 2007-08.

11.2.44 To sum up, the Indian economy continued to
remain on a high growth path during 2007-08,
although the growth rate moderated in comparison
with the previous year. The year 2007-08 was the
third in succession when the growth rate was 9 per
cent or above. The average growth of 7.8 per cent
during the Tenth Five Year Plan period (2002-03 to
2006-07) has been the highest growth achieved in
any Plan period. While the growth process continues
to be driven by the services sector supported by
industrial activity, a positive feature during 2007-08
was recovery in the agriculture sector. This, apart
from improving the overall growth process, also
helped in improving the food supply in the economy
to some extent. The growth process in India
continued to be domestic demand driven. Within
domestic demand, the share of consumption declined
in the last few years, while that of investment
increased, enabled by improvement in the domestic
savings rate. The recourse to foreign savings
continued to be moderate.

[lIl. MONEY, CREDIT AND PRICES

I.3.1 Monetary and liquidity aggregates continued
to expand at a strong pace during 2007-08, reflecting
large and persistent capital flows. Broad money (M,)
growth during the year was above the indicative
trajectory of 17.0-17.5 per cent for 2007-08 set out
in the Annual Policy Statement in April 2007. However,
the rate of growth of M, dipped from mid-February
2008, reflecting some moderation in the growth of
time deposits. Non-food credit growth moderated in
2007-08 and remained marginally lower than the
Reserve Bank’s policy projection of 24.0-25.0 per
cent (April 2007). Banks’ investments in SLR
securities increased in tandem with growth in
deposits. As a result, their SLR investments as a
proportion of their NDTL remained almost at the same
level as at end-March 2007. The Reserve Bank
continued to actively manage liquidity during 2007-
08 through the appropriate use of cash reserve ratio
(CRR) stipulations and conduct of open market
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operations (OMO), including issuances of securities
under the market stabilisation scheme (MSS) and
operations under the liquidity adjustment facility
(LAF).

Reserve Money

I.3.2 The expansion in reserve money during
2007-08 was higher than that in the previous year
(Chart 11.4). The reserve money growth during 2007-
08 was at 30.9 per cent as compared with 23.7 per
cent a year ago (Table 2.23, Appendix Tables 13 and
14). Adjusted for the first round effect of the hike in
the CRR, the reserve money growth at 25.3 per cent
was higher than that of 18.9 per cent a year ago.

I.3.3 Movements in reserve money during 2007-08
exhibited large variations mainly reflecting the
fluctuations in bankers’ deposits with the Reserve
Bank in the wake of hikes in the CRR, sizeable
expansion in demand and time liabilities and the
Reserve Bank’s market operations. Bankers’
deposits with the Reserve Bank expanded by 66.5
per cent during 2007-08 as compared with 45.6 per
cent during 2006-07. Growth in currency in
circulation at 17.2 per cent during 2007-08 was
marginally higher than that of 17.1 per cent, a year
ago.

Chart I1.4: Reserve Money Growth
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Table 2.23 :

Reserve Money

(Amount in Rupees crore)

ltem Outstanding Variation during
as on
March 31, 2006-07 2007-08 2007-08
1 2 3 4 5 6 7 8
Reserve Money 9,28,417 1,35,935 2,19,427 11,630 60,688 26,606 1,20,503
(23.7) (30.9)
Components (1+2+3)
1. Currency in Circulation 5,90,901 73,523 86,702 16,866 -13,297 46,781 36,352
(17.2) 17.2)
2. Bankers’ Deposits with RBI 3,28,447 61,784 1,31,152 -4,800 75,464 -19,369 79,857
(45.6) (66.5)
3. ‘Other’ Deposits with the RBI 9,069 628 1,573 -436 -1,479 -806 4,294
(9.1) (21.0)
Sources (1+2+3+4-5)
1. RBI’s net credit to Government -1,13,209 -4,176  -1,15,632 -22,154 -54,695 -65,787 27,004
of which: to Centre (i+ii+iii+iv-v) -1,14,636 -3,024 -1,16,772 -21,825 -55,588 -65,078 25,719
i. Loans and Advances 0 0 0 0 0 0 0
i. Treasury Bills held by the RBI 0 0 0 0 0 0 0
ii. RBI's Holdings of Dated Securities 1,14,593 26,763 17,421 -34,284 4,019 20,874 26,812
iv. RBI's Holdings of Rupee coins 132 -143 121 128 20 3 -31
v. Central Government Deposits 2,29,361 29,644  1,34,314 -12,330 59,627 85,956 1,062
2. RBI's credit to banks and
commercial sector 6,378 1,990 -2,794 -6,450 -1,256 848 4,064
3. NFEAOofRBI 12,36,130 1,93,170 3,69,977 -2,745 1,19,430 94,681 1,58,610
(28.7) (42.7)
of which :FCA, adjusted for revaluation 1,64,601  3,70,550 47,728 1,18,074 1,00,888  1,03,860
4. Governments’ Currency Liabilities to the Public 9,324 -493 1,064 166 354 312 232
5. Net Non-Monetary liabilities of RBI 2,10,206 54,556 33,187 -42,812 3,145 3,448 69,406
Memo:
Net Domestic Assets -3,07,713 -57,234 -1,50,550 14,375 -58,743 -68,075 -38,107
LAF- Repos (+) / Reverse Repos (-) 50,350 36,435 21,165 -32,182 9,067 16,300 27,980
Net Open Market Sales # * 5,125 -5,923 1,246 1,560 -3,919 -4,810
Centre’s Surplus 76,686 1,164 26,594 -34,597 15,376 54,765 -8,950
Mobilisation under MSS 1,68,392 33,912 1,05,419 19,643 48,855 31,192 5,728
Net Purchases(+)/Sales(-) from Authorised Dealers 1,18,994 3,122,054 38,873 1,01,814 87,596 83,771
NFEA/Reserve Money @ 133.1 122.2 133.1 119.8 125.8 133.4 133.1
NFEA/Currency @ 209.2 171.8 209.2 165.7 193.6 194.3 209.2

NFEA: Net Foreign Exchange Assets.
*. At face value. #

FCA: Foreign Currency Assets.
Excludes Treasury Bills.

LAF: Liquidity Adjustment Facility.
@ : Per cent, end of period.

Note: 1. Data are based on March 31 for Q4 and last reporting Friday for all other quarters.
2. Figures in parentheses are percentage variations during the fiscal year.

I1.3.4 Onthe sources side, reserve money continued
to be driven by the Reserve Bank’s foreign currency
assets (adjusted for revaluation), which increased by
Rs.3,70,550 crore during 2007-08 as compared with
Rs.1,64,601 crore during the previous year. The share
of foreign currency assets in reserve money has
remained above/around 100 per cent since October
2004. In March 2008, it reached 133.1 per cent from
122.2 per cent in the previous year (Chart I1.5).

1.L3.5 Movements in the Reserve Bank’s net credit
to the Central Government during 2007-08 largely
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reflected the liquidity management operations by the
Reserve Bank and movements in Government
deposits with the Reserve Bank. The sterilisation
operations of the Reserve Bank under the MSS led
to an increase in Central Government deposits with
the Reserve Bank. Surplus cash balances of the
Central Government with the Reserve Bank also
increased. The Reserve Bank’s holdings of Central
Government dated securities increased on account
of injection of liquidity under the LAF. Reflecting
these developments, the Reserve Bank’s net credit

to the Centre declined by Rs.1,16,772 crore during
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Chart I1.5: Sources: Reserve Money
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2007-08 as compared with the decline of Rs. 3,024
crore during 2006-07.

Developments during 2008-09

I.3.6 The year-on-year (y-0-y) reserve money
growth was 31.1 per cent as on August 15, 2008 as
compared with 24.1 per cent, a year ago. Adjusted
for the first round effect of the hike in CRR, reserve
money growth was 24.3 per cent as compared with
14.2 per cent a year ago. The Reserve Bank's
foreign currency assets (adjusted for revaluation),
on a y-o0-y basis, increased by Rs.2,51,201 crore
as compared with an increase of Rs.2,40,618 crore
a year ago. The Reserve Bank’s net credit to the
Centre increased, y-o-y, by Rs.6,125 crore as
against a decline of Rs.78,935 crore, a year ago.

Monetary Survey

11.3.7  Broad money (M,) growth, on a year-on-year
(y-0-y) basis, at 20.8 per cent as at end-March 2008
was lower than that of 21.5 per cent a year ago,
reflecting some deceleration in time deposits from
mid-February 2008. Broad money growth,
nevertheless, was strong with expansion in
aggregate deposits, y-0-y, remaining higher than the
projection of Rs. 4,90,000 crore for 2007-08 set out
in the Annual Policy Statement (April 2007). Accretion
to net foreign exchange assets continued to be a
major source of monetary expansion, while growth
of bank credit to the commercial sector moderated
(Table 2.24, Appendix Table 15 and Chart 11.6). On a
monthly average basis, broad money growth
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expanded by 21.8 per cent during 2007-08 as
compared with 19.6 per cent during 2006-07.

11.3.8 Expansion in the residency-based new
monetary aggregate (NM,) — which does not directly
reckon non-resident foreign currency deposits such
as FCNR(B) deposits — was marginally higher at
21.3 per cent during 2007-08 as compared with 21.0
per cent a year ago (Appendix Tables 16 and 17).
Growth in liquidity aggregate, L,, at 20.6 per cent at
end-March 2008 was same as a year ago.

I1.3.9 Expansion in currency with the public
remained subdued for a large part of 2007-08, except
in November 2007 when it increased sharply on
account of festive season currency demand.
Currency with public again picked up in the month of
March and increased by 17.5 per cent, y-o0-y, as at
end-March 2008, marginally higher than the increase
of 16.9 per cent a year ago (Chart 11.7). Growth in
demand deposits, y-0-y, as at end-March 2008 at
20.8 per cent was higher than that of 17.1 per cent
a year ago. Accordingly, growth in narrow money
(M,), y-o-y, at 19.1 per cent at end-March 2008 was
higher than 16.9 per cent recorded a year ago. The
expansion in time deposits continued in 2007-08,
although some moderation was observed during the
last quarter of 2007-08. Growth in time deposits was
21.5 per cent, y-0-y, at end-March 2008 as compared
with 23.5 per cent a year ago. The strong growth in
time deposits could be attributed, inter alia, to robust
economic activity, higher interest rates on bank
deposits relative to postal deposits and extension of
tax benefits under Section 80C for bank deposits.
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Table 2.24: Monetary Indicators
(Amount in Rupees crore)

ltem Outstanding Variation during
as on
March 31, March 31, 2007 March 31, 2008
2008 Absolute Per cent Absolute Per cent
1 2 3 4 5 6
. Reserve Money 9,28,417 1,35,935 23.7 2,19,427 30.9
I Narrow Money (M,) 11,50,953 1,39,714 16.9 1,84,864 19.1
ll. Broad Money (M,) 40,06,722 5,86,548 21.5 6,90,629 20.8
a) Currency with the Public 5,67,476 69,786 16.9 84,571 17.5
b) Aggregate Deposits 34,30,177 5,16,134 22.3 6,04,485 21.4
i) Demand Deposits 5,74,408 69,300 17.1 98,721 20.8
ii) Time Deposits 28,55,769 4,46,834 23.5 5,05,765 215
of which: Non-Resident
Foreign Currency Deposits 56,935 8,185 13.8 -10,525 -15.6
IV. NM, 40,32,699 5,77,013 21.0 7,08,101 21.3
of which: Call Term Funding from FIs 1,06,504 2,692 3.2 20,668 24.1
V. a) L, 41,47,550 5,88,644 20.6 7,07,403 20.6
of which: Postal Deposits 1,14,851 11,631 11.2 -698 -0.6
b) L, 41,50,482 5,88,644 20.6 7,07,403 20.5
c) L, 41,76,450 5,90,718 20.5 7,08,674 20.4
VI. Major Sources of Broad Money
a) Net Bank Credit to the Government (i+ii) 9,07,077 69,177 9.0 72,842 8.7
i) Net Reserve Bank Credit to Government -1,13,209 -4,176 -1,15,632
of which: to the Centre -1,14,636 -3,024 -1,16,772
i) Other Banks' Credit to Government 10,20,286 73,353 9.7 1,88,474 22.7
b) Bank Credit to Commercial Sector 25,69,912 4,37,074 25.8 4,39,834 20.6
c) Net Foreign Exchange Assets of the Banking Sector 12,95,131 1,86,985 25.7 3,81,952 41.8
d) Government Currency Liability to Public 9,324 -493 -5.6 1,064 12.9
e) Net Non-Monetary Liabilities of the Banking Sector 7,74,723 1,06,195 22.9 2,05,063 36.0
Memo:
Aggregate Deposits of SCBs 31,96,939 5,02,885 23.8 5,85,006 22.4
Non-food Credit of SCBs 23,17,515 4,18,282 28.5 4,32,846 23.0
SCBs: Scheduled Commercial Banks. Fls: Financial Institutions. NBFCs: Non-Banking Financial Companies.

NM, is the residency-based broad money aggregate and L, L, and L, are liquidity aggregates compiled on the basis of the recommendations of
the Working Group on Money Supply (Chairman: Dr. Y.V. Reddy, 1998). Liquidity aggregates are defined as follows.

L, = NM, + Select deposits with the post office savings bank.

L, = L, +Term deposits with term lending institutions and refinancing institutions + Term borrowing by Fls + Certificates of deposit issued by Fls.
L, = L, + Public deposits of NBFCs.

Note: 1. Data are provisional. Wherever data are not available, the estimates for the last available month have been repeated.

During 2007-08, accretion to postal deposits However, in December 2007 there were net outflows
decelerated significantly up to November 2007. from small saving schemes (Chart 11.8). In order to

Chart I1.6: Monetary Aggergates
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Chart I1.7: Fortnightly Variation in Currency in Circulation
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revive interest in postal deposits, the Government
announced in December 2007 some incentives,
including tax benefits for certain postal deposits.
However, the data suggest that net outflows
continued up to June 2008, the latest period for which
the data are available.

11.3.10 Non-food credit by scheduled commercial
banks (SCBs) expanded by 23.0 per cent, y-0-y, as

Chart I1.8: Time Deposits and Small Savings
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on March 28, 2008 as compared with 28.5 per cent
a year ago (Table 2.25, Appendix Tables 18 and 19
and Chart 11.9). Annual average non-food credit
growth during 2007-08 was 23.9 per cent as
compared with 31.3 per cent a year ago. Growth in
non-food credit was marginally lower than the
Reserve Bank's projected target of 24.0-25.0 per
cent as indicated in the Annual Policy Statement
(April, 2007). Growth in non-food credit averaged
27.7 per cent during the three-year period 2004-05
to 2007-08 as compared with an average growth of
16.4 per cent during the period 2000-2004 and 15.4
per cent during the 1990s. The deceleration in credit
growth and acceleration in deposit growth in 2007-
08 led to a decline in the incremental credit-deposit
ratio to 73.6 per cent, y-0-y, as on March 28, 2008
from 84.3 per cent a year ago (Chart 11.10).

11.3.11 As credit growth exceeded nominal GDP
growth by a large margin for consecutive years, the
credit-GDP ratio witnessed further increase during
2007-08. The credit-GDP ratio increased from 29
per cent at end-March 2000 and 47 per cent at end-
March 2006 to 51 per cent at end-March 2007 and
further to 55 per cent at end-March 2008.

11.3.12 During 2003-04 to 2007-08, India
experienced an average real GDP growth of 8.8 per
cent and average money supply growth of 17.6 per
cent. During this period, average WPI inflation
remained around 5.5 per cent. In this context, the
relation between money, output and prices has
attracted the attention of researchers and policy
makers (Box 11.10).

11.3.13 Disaggregated sectoral data during
2007-08 show that about 43 per cent of incremental
non-food credit (y-0-y) was absorbed by industry as
compared with 37 per cent in the previous year. The
expansion of incremental non-food credit to industry
during this period was led by infrastructure (power,
port and telecommunication), iron and steel, textiles,
food processing, chemicals, engineering,
construction and vehicles industries. The
infrastructure sector alone accounted for 34 per cent
of the incremental credit to industry as compared
with 21 per cent in the previous year. The agricultural
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Table 2.25 : Operations of Scheduled Commercial Banks
(Amount in Rupees crore)

Iltem Outstanding Variation during
as on
March 28, 2006-07 2007-08 2007-08
2008 Q1L Q2 Q3 Q4
2 3 4 5 6 7 8
C.I. Aggregate Deposits of Residents (C..1+C.1.2) 31,40,004 4,94,699 5,95,531 58,993 2,08,191 67,544 2,60,803
C.I.1 Demand Deposits 5,24,310 65,091 94,579 -41,898 57,771 -7,894 86,600
C.1.2 Time Deposits of Residents (C.l.2.1+C.1.2.2 ) 26,15,695 4,29,609 5,00,952 1,00,890 1,50,420 75,439 1,74,204
C.1.2.1 Short-term Time Deposits 11,77,063 1,93,324 2,25,429 45,401 67,689 33,947 78,392
C.1.2.1.1 Certificates of Deposits 1,66,642 52,943 69,200 9,315 11,953 7,994 39,937
C.1.2.2 Long-term Time Deposits 14,38,632 2,36,285 2,75,524 55,490 82,731 41,491 95,812
C.Il. Call/Term Funding from Financial Institutions 1,06,504 2,692 20,668 -2,984 5,756 7,441 10,455
S.I. Domestic Credit (S..1+S.1.2) 35,07,759 5,01,718 6,41,799 36,539 2,03,739 1,22,404 2,79,116
S.I.1  Credit to the Government 9,58,661 75,316 1,82,603 50,067 68,965 27,436 36,136
S.1.2  Credit to the Commercial Sector
(S.1.2.1+S.1.2.2+S.1.2.3+S.1.2.4) 25,49,097 4,26,402 4,59,196 -13,527 1,34,775 94,969 2,42,980
S.1.2.1 Bank Credit 23,61,914 4,24,112 4,30,724 -36,348 1,42,638 87,012 2,37,422
S.1.2.1.1 Non-food Credit 23,17,515 4,18,282 4,32,846 -33,784 1,49,586 83,752 2,33,291
S.1.2.2 Net Credit to Primary Dealers 3,521 -1,570 721 -282 780 1,370 -1,146
S.1.2.3 Investments in Other Approved Securities 13,053 -1,255 -2,405 -384 -1,010 -654 -357
S.1.2.4 Other Investments (in non-SLR Securities) 1,70,609 5,114 30,155 23,487 -7,634 7,241 7,061
S.Il.  Net Foreign Currency Assets of Commercial Banks
(S.1.1-S.11.2-S.11.3) -70,196 5,004 -29,585 2,817 -16,584 974 -16,793
S.Il.L1  Foreign Currency Assets 31,189 15,260 -27,564 -8,312 -9,934 -781 -8,537
S.Il.2  Non-resident Foreign Currency Repatriable Fixed Deposits 56,935 8,185 -10,525 -4,202 -1,181 -3,490 -1,653
S.11.3  Overseas Foreign Currency Borrowings 44,451 2,071 12,546 -6,928 7,830 1,734 9,909
S.III. Net Bank Reserves (S.l11.1+S.111.2-.111.3) 2,71,166 51,497 81,050 6,468 76,009 -22,695 21,268
S.IIl.1 Balances with the RBI 2,57,122 53,161 76,900 378 73,969 -20,646 23,199
S.lll.2 Cash in Hand 18,044 3,093 1,905 -54 2,003 -1,271 1,227
S.III.3 Loans and Advances from the RBI 4,000 4,757 -2,245 -6,144 -37 778 3,158
S.IV. Capital Account 2,72,622 25,074 69,821 26,813 24,184 6,887 11,937
S.V. Other items (net) (S.I+S.1I+S.1lI-S.IV-C.I-C.II) 1,89,598 35,754 7,244 -36,996 25,032 18,811 397

Note : Data relate to the last reporting Friday of each quarter.

sector absorbed around 11 per cent of the compared with 14 per cent in the previous year.
incremental non-food bank credit expansion as Personal loans accounted for nearly 12 per cent of
Chart I1.9: Bank Credit and Investment in Chart I1.10: Incremental Credit Deposit Ratio
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Box 11.10
Money, Output and Prices

The inter-relationship between money, output and prices
has traditionally occupied a central stage both in economic
literature and the conduct of monetary policy. Developing
from the classical economic view that money is just a vell,
Keynes integrated the monetary and real sectors of the
economy by emphasising the role played by the interest
rate in influencing the level of investment demand in the
economy. During the 1970s, the new-classical economists
assuming rational expectations of market participants and
a market-clearing approach without rigidity, argued that
anticipated monetary policy measures do not matter and
only unanticipated monetary policy can have some real but
temporary impact. Therefore, in order to avoid generating
such surprises on market participants, rule-based monetary
and fiscal policy measures were recommended. The rational
expectation paradigm influenced the conduct of future
monetary policy for a long time. Economists of new-
Keynesians genre (Fischer and Phelps; and Taylor), who
broadly conformed to Keynesian ideas, argued that
anticipated monetary policy measures could have real
effects both in the short and long run as in reality markets do
not clear.

In India, inflation accelerated during the 1970s due to both
supply and demand shocks. The supply shocks emanated
mainly from oil and food prices. On the other hand, sharp
increase in money supply — even as output growth
decelerated during 1970s — added to demand pressure,
pushing up the average inflation to 9.0 per cent. During the
1980s, demand pressures emanating from an expansionary
fiscal policy and its monetisation coupled with intermittent
supply shocks kept inflation high, averaging 8.0 per cent.
Empirical evidence from Rangarajan and Arif (1990) also
confirmed the adverse effect of excessive monetary
expansion, emanating from the monetisation of the fiscal
deficit on inflation. Inflation reached 11.0 per cent in the first
half of thel990s for several reasons such as sharp
depreciation (more than 11 per cent) in the exchange rate,
high monetary growth, increase in procurement prices along
with supply-demand imbalances in essential commodities
like pulses and oilseeds. Inflation, however, moderated
beginning the mid-1990s as the Reserve Bank contained
money supply successfully to the level consistent with the
indicative inflation projection, in spite of large capital flows,
while net Reserve Bank credit to the Central Government
recorded a decline in contrast to double digit growth over
the last decade. There was a sharp deceleration in the M,
growth rate from around 18 per cent during 1990-95 to
around 16 per cent during 1995-2004 even as real GDP
growth accelerated from 5.0 per cent to 6.1 per cent over the
same period.

An empirical study for the period 1970-71 to 1989-90, after
examining the relationship between money, output and
prices, found that the lagged effects of a change in M, on
prices were significant for about three years following the
change and petered out progressively (Sarma, 1991).
Another study for the period 1970-71 to 1992-93 found that
average price change over a period of four to five years was
predicted with reasonable accuracy (Rangarajan, 2000).
Subsequent to 1994-95, India experienced many structural
changes, including those in the monetary and fiscal sectors.
These changes led to new linkages in the system.
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Furthermore, changes in the monetary policy framework and
monetary management resulted in sharp focus on the
transmission mechanism of monetary policy. A study found
that monetary expansion was more inflationary in nature
and its impact on the real sector, in terms of rise in real
output, worked out to be small (Sastry, Singh and
Bhattacharyya, 2004). Studies on monetary policy
transmission mechanism conducted at different points of
time found increasing importance of the various channels
including rate channels (RBI, 1998), bank lending channel
(Mohan, 2007) and others. These studies recognised that
monetary policy operates cumulatively, and with variable and
often long lags. Transmission lags are also surrounded by a
great deal of uncertainty in view of structural changes and
shift in monetary policy operating framework (Mohan, op cit).

The macroeconomic dynamics of money, output and price
relationship has evolved further in India since 2003-04 with
broad money supply growth being higher than the indicative
trajectory, a strong GDP growth and moderate WPI inflation.
A number of factors appeared to have contributed to this
development. First, though the money supply growth
remained high in recent years, a part of it was on account of
some policy induced shifts from postal deposits to time
deposits of banks, which did not change the underlying
demand pressures. Second, increase in productivity and
integration of the domestic economy with the global economy
enabled the producers to adjust their supply easily to the
changing demand conditions, without impinging on inflation.
Third, in India bank credit to productive purposes played an
important role facilitating production across various sectors.
In recent months, inflation has become a global
phenomenon and India is no exception. Escalation in
inflation rates in recent months in India reflects commodity
price pressures in international markets and build up of
some underlying demand pressures in domestic markets
apart from other supply side factors. The recent phase of
large monetary expansion and increase in inflation rates
necessitate re-examination of the dynamics of money, output
and prices in a global environment.
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incremental non-food credit; within personal loans,
the share of incremental housing loans was at 51
per cent. Growth in loans to commercial real estate
remained high, notwithstanding moderation (Table
2.26 and Appendix Tables 20 and 21).

I1.3.14 According to the Basic Statistical Returns
(BSR) data, the share of personal loans in total bank
credit extended by SCBs which was 23.3 per cent at
end-March 2006, declined marginally to 22.3 per cent
as at end-March 2007, mainly due to decline in the
share of non-housing credit (in overall credit) to 10.5
per cent at end-March 2007 from 11.3 per cent in

2006. The share of housing credit declined to 11.8
per cent from 12.0 per cent. Credit to agriculture
(direct and indirect) accounted for 11.8 per cent of
total credit in March 2007 as against 11.4 per cent
at end-March 2006; direct credit accounted for 8.8
per cent of total credit at end-March 2007 compared
with 8.2 per cent at end-March 2006. The share of
industry in total credit increased during 2006-07 from
37.4 per cent to 38.1 per cent. The share of trade
(wholesale and retail) and professional and other
services sectors in total credit increased during
2006-07, while those of transport operators and ‘all
others’ sectors registered a decline.

Table 2.26: Non-food Bank Credit - Sectoral Deployment

Sector/Industry

(Amount in Rupees crore)

Year-on-Year Variations

Outstanding

as on
March 28, March 31, 2007 March 28, 2008
2008 Absolute Per cent Absolute Per cent
1 2 3 4 5 6
Non-food Gross Bank Credit (1 to 4) 22,03,038 3,96,399 28.2 4,01,799 22.3
1. Agriculture and Allied Activities 2,73,658 56,426 324 43,260 18.8
2. Industry (Small, Medium and Large) 8,71,900 1,46,890 26.7 1,74,566 25.0
Small Scale Industries 1,55,804 26,668 29.2 37,924 32.2
3. Personal Loans 5,05,390 96,486 26.8 48,656 10.7
Housing 2,565,653 45,791 24.7 24,659 10.7
Advances against Fixed Deposits 45,031 5,822 16.9 4,792 11.9
Credit Cards 19,259 4,330 a47.7 5,843 43.6
Education 20,547 5,247 52.7 5,338 35.1
Consumer Durables 8,663 2,083 29.3 -526 -5.7
4. Services 5,46,516 96,596 30.2 1,29,743 31.1
Transport Operators 37,447 9,178 529 10,928 41.2
Professional & Other Services 29,756 8,643 56.6 5,830 24.4
Trade 1,22,297 23,077 27.6 15,685 14.7
Real Estate Loans 62,276 18,483 69.2 17,070 37.8
Non-Banking Financial Companies 75,301 14,722 42.9 26,274 53.6
Memo:
Priority Sector 7,38,686 1,23,404 24.2 1,04,544 16.5
Industry (Small, Medium and Large) 8,71,900 1,46,890 26.7 1,74,566 25.0
Food Processing 50,221 9,053 29.3 10,222 25.6
Textiles 95,935 20,499 35.1 16,964 215
Paper & Paper Products 13,622 2,440 26.7 2,034 17.6
Petroleum, Coal Products & Nuclear Fuels 41,738 10,736 42.7 5,852 16.3
Chemicals and Chemical Products 64,391 7,136 14.7 8,617 15.4
Rubber, Plastic & their Products 10,410 2,000 27.6 1,160 12.5
Iron and Steel 80,790 12,886 25.3 16,913 26.5
Other Metal & Metal Products 23,929 5,088 34.1 3,936 19.7
Engineering 52,442 9,148 26.2 8,416 19.1
Vehicles, Vehicle Parts and Transport Equipments 29,152 2,294 12.3 8,230 39.3
Gems & Jewellery 24,995 3,291 16.0 1,145 4.8
Construction 28,298 6,667 50.1 8,328 41.7
Infrastructure 2,02,296 30,122 26.7 59,321 41.5

Note: 1. Data are provisional and relate to select scheduled commercial banks.

2. Data also include the figures of Bharat Overseas Bank, which was merged with Indian Overseas Bank on March 31, 2007.
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11.3.15 The share of total bank credit extended by
SCBs (as estimated through BSR data) to GDP at
factor cost at current prices worked out to around
51 per cent as at end-March 2007, which was 5
percentage points higher than that at end-March
2006. The ratio of agricultural credit to agricultural
GDP increased to around 33 per cent at end-March
2007 from around 28 per cent at end-March 2006.
Similarly, the ratio of industrial credit to industrial GDP
also increased from around 84 per cent to around
94 per cent. However, excluding credit to the
construction sector from industrial credit, the ratios
were around 71 per cent and 80 per cent, at end-
March 2006 and end-March 2007, respectively.

11.3.16 Apart from credit from banks, the corporate
sector continued to meet its funding requirements
from a variety of non-bank sources such as capital
markets, external commercial borrowings and internal
generation of funds. Resources raised through
domestic equity issuances during 2007-08
(Rs.48,153 crore) were 68 per cent higher than a
year ago. Net mobilisation through external
commercial borrowings (ECBs) during 2007-08
increased by 54 per cent over the previous year.
Mobilisation through issuances of commercial paper
(CPs) during 2007-08 was nearly three times than
that of the issuances during the previous year.
Internal generation of funds continued to provide
support to the funding requirements of the corporate
sector, despite the profits after tax of select non-
financial non-government companies during 2007-
08 witnessing some deceleration as compared with
the previous year (Table 2.27 and See Table 2.18
in Chapter 11.2). Resources raised in the form of
equity issuances through American depository
receipts (ADRs) and global depository receipts
(GDRs) during 2007-08 (Rs.13,023 crore) were 20
per cent lower than a year ago.

I1.3.17 Scheduled commercial banks’ increased
their investments (SCBs) in Government and other
approved securities during 2007-08 in tandem with
the increase in their net demand and time liabilities.
Investments in SLR securities by SCBs increased
by 22.8 per cent, y-0-y, as at end-March, 2008 as
compared with 10.3 per cent, a year ago. Commercial
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Table 2.27: Select Sources of Funds to Industry

(Rupees crore)

ltem 2006-07 2007-08 P
1 2 S
A. Bank Credit to Industry # 1,46,890 1,74,566
B. Flow from Non-banks
to Corporates
1. Capital Issues (i+ii) 29,178 51,479
i) Non-Government Public Ltd.
Companies (a+b) 29,178 48,962
a) Bonds/Debentures 585 809
b) Shares 28,593 48,153
ii) PSUs and Government
Companies 0 2,517
2. ADR/GDR Issues 16,184 13,023
3. External Commercial
Borrowings (ECBSs) 1,04,046 1,60,221
4. Issue of CPs 5,145 14,903
C. Depreciation Provision + 37,095 40,664
D. Profit after Tax + 1,11,107 1,34,291

+

. Data are based on abridged financial results of the select
non-financial non-Government public limited companies.

# : Data pertain to select scheduled commercial banks.
Note: 1. Data are provisional.
2. Data on capital issues pertain to gross issuances,
excluding issues by banks and financial institutions.
Figures are not adjusted for banks' investments in capital
issues, which are not expected to be significant.
3. Data on ADR/GDR issues exclude issuances by banks
and financial institutions.
4. Data on external commercial borrowings include short-
term credit.

banks’ holdings of such securities at end-March 2008
remained at 27.8 per cent of their NDTL — almost
the same as at end-March 2007 (Chart 11.11). Excess

Chart I1.11: SLR Investments of
Scheduled Commercial Banks
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SLR investments of SCBs increased to Rs.98,033
crore at end-March 2008 from Rs.81,484 crore a
year ago.

11.3.18 Scheduled commercial banks’ investments in
commercial papers, shares, and bonds witnessed a
large expansion during 2007-08 (Table 2.28). Non-
food credit extended by scheduled commercial banks,
including their non-SLR investments, moderated to
22.6 per cent during 2007-08 as compared with 27.3
per cent during 2006-07.

11.3.19 Commercial banks’ recourse to foreign
borrowings during 2007-08 was higher than a year
ago. They also reduced holdings of foreign currency
assets during the year in contrast to the build-up in
the previous year. Accretion to banks’ capital and
reserves was higher than a year ago.

Developments during 2008-09

[1.3.20 On a year-on-year basis, growth in broad
money (M,) was 19.6 per cent as on August 1, 2008
as compared with 21.8 per cent a year ago. Amongst
the major components, aggregate deposits expanded
by 20.0 per cent as compared with 23.1 per cent a
year ago. On the sources side, scheduled
commercial banks’ non-food credit registered a
growth of 26.2 per cent as on August 1, 2008

Table 2.28: Scheduled Commercial Banks'
Non-SLR Investments
(Rupees crore)

Mar18 Mar31 Mar30 Mar28
2005 2006 2007 2008

1 2 3 4 5

Item

3,891
12,623
13,470

1,613

4,821
10,345
15,085

2,274
10,288 10,501 16,225

By Public Financial Institutions 1,525 2,270 1,826
Others 14 41 74
1,13,695 1,03,170 98,201

450937 32,345 28,595
31,934 29,523 27,620

8,978
11,659
20,252

2,127

13,045
18,692
28,748
3,023
23,387
2,044
294
1,08,791
27,382
28,668

Commercial Paper

Units of Mutual Funds

Shares issued by:
By Public Sector Undertakings
By Private Corporate Sector

Bonds/debentures issued by:
By Public Sector Undertakings
By Private Corporate Sector

By Public Financial Institutions 29,190 26,402 24,362 23,511
Others 6,633 14,899 17,623 29,230
Total 1,43,679 1,33,421 1,39,090 1,69,277

Note: Data are provisional and exclude regional rural banks.
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marginally higher than 23.5 per cent in the previous
year, while their investment in Government securities
expanded by 15.4 per cent as compared with 12.9
per cent a year ago.

PRICE SITUATION
Global Inflation

11.3.21 Global headline inflation, which beganto firm
up during the second half of 2007-08, intensified
during the first quarter of 2008-09, reflecting the
combined impact of higher food and fuel prices as
well as strong demand conditions, especially in
emerging markets (Chart 11.12). Although the
slowdown in demand growth following the housing
market correction alleviated to some extent the
pressure on resources in the advanced economies,
especially in the US, the increase in oil prices to
record highs during the year continued to raise
inflation concerns in the advanced economies. On
the other hand, emerging economies continued to
face inflation risks not only from higher food and oil
prices, which account for a large share of their
consumption baskets, but also from the rapidly
closing output gaps following strong growth.
According to the International Monetary Fund (IMF),
consumer price inflation in advanced economies was
2.2 per cent in the calendar year 2007, lower than
2.4 per cent a year ago, but higher than that of 1.9
per cent during the preceding 5-year period (2001-
2005). Consumer price inflation in Developing Asia
rose from an average of 3.0 per cent during 2001-
2005 and 4.1 per cent in 2006 to 5.3 per cent in
2007. In the OECD countries, consumer price
inflation, which had eased from 2.5 per cent in March
2007 to 1.9 per cent in August 2007, increased
thereafter to 3.6 per cent in March 2008 (mainly due
to higher energy and food prices, which increased,
year-on-year, by 13.3 per cent and 5.1 per cent,
respectively, in March 2008). It hardened further to
4.4 per cent in June 2008. Core inflation also
remained firm in major advanced economies. In the
OECD countries, CPI inflation (excluding food and
energy) was in the range of 1.9-2.2 per cent during
March 2007 to June 2008. Producer price inflation
rose sharply from 3.2 per cent in September 2007
to 8.7 per cent in June 2008.
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Chart I1.12: Global Inflation
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Note : 1. Output gaps (actual - potential) are expressed as per cent of potential GDP.

2. Capacity utilisation is measured as deviations from averages during 1980-2007 (per cent of total capacity) for the US and as deviations during 1985-2007 for the euro
area (per cent of industry capacity), and for Japan represent operation rate index for the manufacturing sector.
Source : World Economic Outlook, April 2008, IMF; International Financial Statistics, IMF and official websites of respective countries.

11.3.22 Globally, the monetary policy responses to
the growing inflation concerns were, however, mixed
during 2007-08. While during the first half of
2007-08, many central banks in developed countries
raised/maintained policy rates at elevated levels,
there was a general easing of monetary policy during
the second half of the year, particularly in the US,
the UK and Canada in view of heightened concerns
about the implications of credit crunch arising out of
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the US sub-prime crisis on financial stability and
economic growth. The US Federal Reserve System
also reduced the discount rate to improve market
liquidity. Apart from independent actions, there was
also a co-ordinated move by central banks in major
advanced countries in terms of injection of short-
term liquidity aimed at easing strains on the money
markets. Amongst other advanced economies, the
Reserve Bank of Australia, the European Central
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Bank (ECB), Reserve Bank of New Zealand, Norges
Bank (Norway) and Sveriges Riksbank (Sweden)
raised their policy rates during 2007-08.
Notwithstanding concerns about the implications of
international financial market turbulence and the US
economic slowdown on the future growth prospects,
many central banks in emerging economies [such
as People’s Bank of China (PBC), Bank of Korea
and South African Reserve Bank] continued with pre-
emptive monetary tightening to contain inflation and
inflationary expectations amidst strong growth and
ample liquidity. The PBC also raised the cash reserve
requirements to address concerns regarding excess
liquidity.

11.3.23 In the US, headline inflation firmed up from
August 2007 led by food, energy and transportation
prices. However, according to the latest assessment
of the US Federal Open Market Committee (FOMC)
on August 5, 2008, inflation is expected to moderate
later this year and next year, but the inflation outlook
remains highly uncertain. Against this backdrop, after
cutting the target for the federal funds rate by 325
basis points during September 2007-April 2008 to
2.0 per cent, the FOMC left it unchanged thereafter.
The discount rate was also cut by a total of 400 basis
points beginning August 2007 to a level of 2.25 per
cent to improve market liquidity. Apart from these
measures, the US Fed also injected liquidity by
auctioning term funds to depository institutions
against a wide variety of collaterals at the discount
window and through a broader range of
counterparties and established foreign exchange
swap lines with the ECB and the Swiss National Bank.
According to the FOMC, although tight credit
conditions, the ongoing housing contraction, and
elevated energy prices are likely to weigh on
economic growth over the next few quarters, the
substantial easing of monetary policy combined with
the ongoing measures to foster market liquidity
should help promote moderate growth over time.

11.3.24 In the UK, according to the Monetary Policy
Committee (MPC), CPI inflation would peak around
the end of 2008 and then begin to fall back towards
the target of 2 per cent within a period of two years.
According to the latest assessment of the Committee,
the immediate prospect for CPI inflation was to move
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substantially further above the target of 2 per cent,
and for output to be broadly flat. The weakness of
economic activity would open up a margin of spare
capacity, which was likely to be necessary in order
to return inflation to the target in the medium term.
However, there were significant risks to the inflation
outlook relating to the extent of the slowdown and to
the persistence of the pick-up in inflation. Against
this backdrop, after cutting its policy rate by a total
of 75 basis points during December 2007-April 2008
to 5.00 per cent, the Bank of England left it
unchanged thereafter (Table 2.29). It had earlier
raised the policy rate by 125 basis points during
August 2006 - July 2007. In the euro area, inflation
continued to rise significantly and was expected to
remain well above the level consistent with price
stability for a more protracted period than previously
thought. According to the ECB, continued vigorous
money and credit growth, and the absence of
significant constraints on bank loan supply in a
context of ongoing financial market tensions confirm
its assessment of upside risks to price stability over
the medium term. At the same time, according to the
Governing Council of the ECB, while the latest data
confirmed the expected weakening of real GDP
growth in mid-2008 after exceptionally strong growth
in the first quarter, economic fundamentals of the
euro area were sound. Against this backdrop, the
ECB raised its key policy rates by 25 basis points
effective July 9, 2008 — after keeping it unchanged
for almost one year — to prevent broadly based
second-round effects and to counteract the
increasing upside risks to price stability over the
medium term. According to the Bank of Japan (BoJ),
inflation is expected to be somewhat higher over the
coming months but to moderate gradually thereafter.
Economic growth, after remaining sluggish for the
time, is expected to return gradually onto a moderate
growth path as commodity prices level out and
overseas economies move out of their deceleration
phase. Against this backdrop, the BoJ has kept its
policy rate unchanged at each of its meetings held
since February 2007, when it had raised the
uncollateralised overnight call rate (the operating
target of monetary policy since March 2006) by 25
basis points to 0.50 per cent.
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Table 2.29: Global Inflation Indicators

(Per cent)
Country/ Key Policy Rate Policy Rate Changes in Policy Rates CPI Inflation Real GDP Growth
Region (Latest) (basis points) (y-0-y) (y-o0-y)
2006-07 2007-08 Since end- 2007 July July 2007 2007 2008
(Apr-Mar) (Apr-Mar) March 2008 2007 2008 (Q1) (Q1)
1 2 3 4 5 6 7 8 9 10 11 12
Developed Economies
Australia  Cash Rate 7.25 (Mar. 5, 2008) 75 100 0 2.3 217 45" 3.9 3.8 3.6
Canada Overnight Rate 3.00 (Apr.22, 2008) 50 ()75 (-) 50 2.1 2.2* 3.1 2.7 2.0 1.7
Euro area Interest Rate on
Main Refinancing Operations 4.25 (Jul. 9, 2008) 125 25 25 2.1 1.8 4.0 2.6 25~ ALER
Japan Uncollateralised
Overnight Call Rate 0.50 (Feb. 21, 2007) 50 0 0 0.0 -0.2* 2.0 21 1.6~ 1.00
UK Official Bank Rate 5.00 (Apr.10, 2008) 75 0 (-) 25 2.3 1.9 4.4 3.1 3.1~ 1.67
us Federal Funds Rate 2.00 (Apr. 30, 2008) 50 (-)300 (-) 25 2.9 2.4 5.6 2.2 1.9~ 1.87
Developing Economies
Brazil Selic Rate 13.00 (Jul. 23, 2008) (-)375 (-)150 175 3.6 3.7 6.4 5.4 43 538
India Reverse Repo Rate 6.00 (Jul. 25, 2006) 50 0 0
Repo Rate 9.00 (Jul. 30, 2008) 125 0 125 6.2 5.7* 7.7* 9.0 9.7 8.8
(100) (150) (150)#
China Benchmark 1-year
Lending Rate 7.47 (Dec. 21, 2007) 81 108 0 4.8 5.6 6.3 11.9 115~ 10.17
(250) (550) (200)
Indonesia Bl Rate 9.00 (Aug. 5, 2008) (-)375 (-)100 100 6.4 5.3 11.9 6.3 6.3 6.4"
Israel Key Rate 4.00 (Jul. 28, 2008) ()75 (-)25 25 0.5 0.3 4.8 5.3 54 52
Korea Base Rate ** 5.25 (Aug. 7, 2008) 50 50 25 2.5 2.5 5.9 5.0 5.0 4.87
(80)
Philippines Reverse Repo Rate 5.75 (Jul. 17, 2008) + 0 (-)250 75 2.8 2.6 12.2 7.3 6.9 5.1
Russia Refinancing Rate 11.00 (Jul.14, 2008) (-)150 (-)25 75
(150) (200) (300)++ 9.0 8.7 14.7 8.1 79 85
South AfricaRepo Rate 12.00 (Jun. 13, 2008) 200 200 100 7.1 7.0+ 122* 5.1 5.0 4.5"
Thailand 14-day Repurchase Rate 5.00 (Jun. 7, 2006) 50
1-day Repurchase Rate 3.50 (Jul.16, 2008) (44@ ()125 25 2.2 1.7 9.2 4.8 43 6.0

: Second Quarter. *: June.

N
@ : Change over January 16, 2007. Effective January 17, 2007, the 1-day repurchase rate replaced the 14-day repurchase rate as the policy rate.
+ : The tiering system on placement with the BSP was removed and interest rates were adjusted to 6.0 per cent for the reverse repo rate and 8.0 per cent for the repo

rate effective July 13, 2007.

** : Since March 2008, the policy rate has been changed from overnight call rate to "the Bank of Korea Rate or (Base Rate)" and fixed at the same level as the call rate

target of 5.0 per cent on March 7, 2008.
++

Includes the 150 basis points hike to be effective from September 1, 2008.

# : Includes the 25 basis points hike announced on July 29, 2008 which will be effective from August 30, 2008.

Note

1. For India, data on inflation pertain to CPI for Industrial Workers. Data on inflation and GDP growth for 2007 pertain to fiscal year 2007-08.
2. Figures in parentheses in column (3) indicate the date when the policy rates were last revised.
3. Figures in parentheses in columns (4), (5) and (6) indicate the variation in cash reserve ratios during the period.

Source : International Monetary Fund, websites of respective central banks and The Economist.

11.3.25 Notwithstanding the appreciation of exchange
rates in major emerging market economies (EMES)
during 2007-08, inflation remained firm amidst strong
growth and ample liquidity. Consumer price inflation
in China increased to 8.3 per cent in March 2008
from 3.3 per cent a year earlier mainly due to higher
food prices. Subsequently it eased to 6.3 per cent in
July 2008. In order to strengthen liquidity
management in the banking system and guide the
appropriate growth of money and credit, the PBC
increased the benchmark 1-year lending rate by a
total of 189 basis points beginning April 2006 to 7.47
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per cent on December 21, 2007 and the cash reserve
ratio (CRR) by a total of 1000 basis points to 17.5
per cent between July 2006 and June 2008. In Korea,
consumer price inflation has picked up its pace due
to the direct and knock-on effects of high oil prices,
and inflation seems likely to remain significantly high
for quite some time. According to the MPC, there still
remains a high degree of uncertainty surrounding
future economic developments, largely due to the
increased volatility of international oil prices,
international financial market unrest and the US
economic slowdown. Against this backdrop, after
keeping the policy rate unchanged for almost a year
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at 5.0 per cent, the Bank of Korea raised rate by 25
basis points to 5.25 per cent on August 7, 2008. In
Thailand, headline inflation accelerated as a result
of significant increase in energy and raw food prices.
According to the MPC, risks to inflation have risen
markedly, which would affect private sector
confidence, making it increasingly difficult to ensure
economic stability going forward, and impact potential
growth as well as the competitiveness of the Thai
economy in the long-run. Against this backdrop, after
keeping it unchanged at 3.25 per cent since July
2007 (when the policy rate was cut by 25 basis
points), the MPC in its latest meeting held on July
16, 2008 raised the policy rate by 25 basis points to
3.50 per cent. According to Bank Indonesia, the
economy still faces the risk of future inflationary
pressures from turbulent oil and food prices on the
world market, in addition to domestic demand
pressures. CPI inflation is projected in the range of
11.5-12.5 per cent at end-2008. The Bank Indonesia,
which had cut its policy rate by a total of 475 basis
points during May 2006-December 2007, therefore,
raised rate subsequently by a total of 100 basis
points to 9.0 per cent by August 5, 2008.

11.3.26 Amongst other emerging economies,
consumer price inflation remained high in Russia
amidst strong growth. With growth in money supply
(M,) remaining high, albeit with some moderation, the
Bank of Russia raised the required reserve ratio on
credit institutions’ liabilities to non-resident banks in
rubles and foreign currency by 100 basis points each
effective January 15, 2008 and March 1, 2008 and
by 150 basis points effective July 1, 2008 and
another 150 basis points to be effective from
September 1, 2008 to 8.5 per cent (it was earlier
reduced by 100 basis points effective October 11,
2007). The refinancing rate was also raised by a
total of 100 basis points from February 2008 to 11.0
per cent effective July 14, 2008; it was earlier cut by
50 basis points effective June 19, 2007. In South
Africa, the upward trend in inflation continued to be
driven by rising energy and food prices. According
to the South African Reserve Bank, CPI excluding
interest rates on mortgage bonds (CPIX) inflation was
expected to peak at around 13 per cent in the third
quarter of 2008 and fall below the upper end of the
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inflation target range by the second quarter of 2010.
Against this backdrop, the South African Reserve
Bank raised its policy rate further by 100 basis points
during the first quarter of 2008-09 to 12.0 per cent.
The policy rate has thus been raised by 500 basis
points since the tightening began in June 2006. The
central bank of Brazil raised its policy rate by 175
basis points since end-March 2008 to 13.0 per cent
on July 23, 2008. The policy rate was earlier reduced
by 850 basis points between September 2005 and
September 2007. The Bank of Israel, which had
earlier raised it policy rate by 75 basis points during
August 2007-January 2008, cut its policy rate by 50
basis points each effective March and April 2008
before raising rate again by 25 basis points each
effective June, July and August 2008 to 4.0 per cent
to bring inflation to the price stability target range of
1-3 per cent.

I1.3.27 In March 2008, real policy rates generally
declined compared to March 2007 in the select
emerging economies as well as in the advanced
economies, barring the UK (Table 2.30). As compared

Table 2.30: Nominal and Real Policy Rates :
Select Countries

(Per cent)
Country Nominal Policy Rate Real Policy Rate
March March August* March March August*
2007 2008 2008 2007 2008 2008
1 2 3 4 5 6 7
Developed Economies
us 5.25 2.25 2.00 2.45 -1.75 -3.60
UK 5.25 5.25 5.00 2.15 2.75 0.60
Euro area 3.75 4.00 4.25 1.85 0.40 0.25
Developing Economies
Brazil 12.75 11.25 13.00 9.75 6.55 6.60
China 6.39 7.47 7.47 3.09 -0.83 1.17
India 7.75 7.75 9.00 1.05 -0.15 1.30
(1.85)  (0.00) -3.63
Indonesia 9.00 8.00 9.00 2.50 -0.20 -2.90
Israel 4.00 3.75 4.00 4.90 0.05 -0.80
Korea 4.50 5.00 5.25 2.30 1.10 -0.65
Russia 10.50 10.25 11.00 3.10 -3.05 -3.70
South Africa 9.00 11.00 12.00 2.90 0.40 -0.20
Thailand 4.50 3.25 3.50 2.50 -2.05 -5.70

* 1 Ason August 22, 2008. Real policy rates for August 2008 are based on

latest available inflation rates.

Note: 1. Real policy rate is the policy rate less year-on-year consumer
price inflation. For India, repo rate is taken as the policy rate, while
inflation refers to that for CPI-Industrial Workers.

2. Figures in parentheses for India are based on wholesale price
inflation.

International Monetary Fund, The Economist and official websites

of respective central banks.

Source:
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with March 2008, real policy rates in August 2008
generally eased further in most economies. In most
countries, except Brazil, real policy rates ranged
between (-)5.7 per cent and 1.3 per cent in August
2008. In India, real policy rates turned positive in August
2008 as compared to March 2008. Of the select
emerging economies, real policy rates were the highest
in Brazil and the lowest in Russia and Thailand.

Global Commodity Prices

11.3.28 Notwithstanding concerns about slowing
growth and financial market turbulence in major
advanced economies, international commodity prices
firmed up during 2007-08, reflecting demand-supply
imbalance for key commodities. The World Bank’s
non-energy commodities price index rose by 42.2
per cent, year-on-year, in March 2008 led by 66.9
per cent increase in food prices. The sharp increase
in food prices reflected increased demand and low

stocks of major commodities. Crude oil prices
reached new peaks during the year. After withessing
some moderation during June-December 2007,
metal prices rose again during January-March 2008,
taking the year-on-year increase in the World Bank’s
metals and minerals index to 22.1 per cent in March
2008 (Table 2.31).

11.3.29 International crude oil prices, represented by
the West Texas Intermediate (WTI) increased sharply
beginning June 2007, reflecting tight supply-demand
balance, geo-political tensions, weakening of the US
dollar against major currencies and increased
interest from investors and financial market
participants. It touched a high of US $ 110.2 a barrel
level during 2007-08 (on March 13, 2008). After
witnessing some corrections on the back of
deepening concerns about slowdown in the US —the
biggest consumer of oil — WTI prices recovered in

Table 2.31: International Commodity Prices

Commaodity Unit 2004 Index Variation
(Market Price) (Per cent)
2004 2005 2006 2007 2008 March 2008
March over
March 2007
1 2 3 4 5 6 7 8 9
Energy
Coal $/mt 53.0 100 90 93 124 223 113.5
Crude oil (Average) $/bbl 37.7 100 142 170 188 270 68.1
Non-Energy Commodities
Palmoil $/mt 471.3 100 90 101 165 265 100.8
Soybean oil $/mt 616.0 100 88 97 143 240 105.6
Soybeans $/mt 306.5 100 90 88 125 188 78.6
Rice $/mt 237.7 100 120 128 137 250 86.4
Wheat $/mt 156.9 100 97 122 163 280 120.8
Maize $/mt 111.8 100 88 109 146 210 375
Sugar c/kg 15.8 100 138 206 141 184 26.4
Cotton A Index c/kg 136.6 100 89 93 102 129 374
Aluminium $/mt 1716.0 100 11 150 154 175 8.8
Copper $/mt 2866.0 100 128 235 248 294 30.8
Gold $ltoz 409.2 100 109 148 170 237 47.9
Silver cl/toz 669.0 100 110 173 200 287 46.0
Steel Products Index 1990=100 121.5 100 113 111 111 148 35.3
Steel cold-rolled coilsheet $/mt 607.1 100 121 14 107 132 231
Steel hot-rolled coilsheet $/mt 502.5 100 126 119 109 149 36.4
Tin clkg 851.3 100 87 103 171 233 425
Zinc c/kg 104.8 100 132 313 309 240 -23.2
Memo:
Non-energy Commodities Index 1990=100 107.4 121.9 151.8 175.7 237.3 422
Food Index 1990=100 110.0 109.9 120.6 146.0 218.1 66.9
Metals and Minerals Index 1990=100 1124 1425 215.0 244.9 298.8 221
$: US dollar. c: US cent. bbl: barrel. mt: metric tonne. kg: Kilogram. toz: troy oz.
Source Based on World Bank's actual commaodity price data. The year 2004 has been taken as the base to better exhibit price trends over the

relevant period.
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view of continued robustness in demand from EMEs
and reached a historical peak of US $ 145.3 a barrel
level on July 3, 2008 supported by the fall in US crude
inventories, supply disruptions in Nigeria and
heightened tensions between Iran and Israel raising
new concerns about future supplies. Subsequently,
crude prices eased to US $ 114.4 per barrel by
August 19, 2008. Amongst the oil substitutes, coal
prices increased by almost 114 per cent, year-on-
year, in March 2008, reflecting supply bottlenecks,
especially in Australia and South Africa, and rise in
demand.

11.3.30 Metal prices eased during May-December
2007, reflecting concerns about slowing
manufacturing demand and some improvement in
supply. They, however, rose sharply thereafter to
more than offset the previous decline amidst supply
concerns and strong demand from emerging
economies, especially China. According to the IMF,
China accounted for almost 90 per cent of the
increase in global demand for main base metals such
as aluminium, copper, nickel and zinc. The World
Bank’s metals and minerals price index, which had
declined by about 17 per cent between May and
December 2007, rose by almost 34 per cent between
December 2007 and March 2008. After remaining
flat during the first half of 2007-08, international steel
prices rose by almost 33 per cent during the second
half despite increase in global crude steel production,
reflecting rising input costs on account of iron ore,
energy and freight charges. Metals prices have
eased somewhat beginning April 2008, while steel
prices continued to increase.

I1.3.31 Food prices firmed up, especially in the
second half of 2007-08, led by wheat, rice, and
oilseeds/edible oils, reflecting surge in demand (both
consumption demand and demand for non-food uses
such as bio-fuels production) and low stocks of major
crops. Drought conditions (by reducing supply) and
higher oil prices (by raising production costs) also
contributed to the price rise. Reflecting these factors,
international prices of wheat, rice, soybeans, soybean
oil and palm oil increased by 120.8 per cent, 86.4
per cent, 78.6 per cent, 105.6 per cent and 100.8
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per cent, respectively, year-on-year, in March 2008.
The IMF food price index increased by 45.3 per cent,
on a year-on-year basis, in March 2008 surpassing
the previous largest increase, which was last seen
in 1980. While wheat prices eased by almost 25 per
cent up to July 2008 over March 2008, rice prices
increased sharply by almost 23 per cent over the
same period. Prices of other food items continued
to be firm in the international markets.

11.3.32 Apart from energy prices, food prices were
a major driver of headline inflation in both developed
and developing economies. The contribution of food
items to headline inflation in 2007 was the highest
for Developing Asia (67.5 per cent) and the lowest
for advanced economies (19.5 per cent) (Table 2.32).
In the emerging economies, headline inflation rose
more markedly, reflecting both strong demand growth
and the greater weight of energy and, in particular,
food in the consumption basket. The weight of food
items in the consumption basket is around 30 per
cent in Developing Asia as compared with 10-20 per
cent in the OECD countries.

11.3.33 In response to high food prices, especially
of wheat, rice, corns and oilseeds/edible oils and their
implications for headline inflation and inflationary
expectations, the Governments in both developed
and developing countries resorted to several market
interventions in the form of price controls, reduction
of import barriers and/or imposition of export
restrictions to contain price increases and protect
consumption by vulnerable population (Box 11.11).

Table 2.32 : Major Contributors to Global Headline
Inflation in 2007

(Per cent)

Region Headline Food Fuel
Inflation Inflation Contribution Inflation Contribution
to Headline to Headline
1 2 3 4 5 6
World 3.9 6.2 44.3 4.1 8.0
Advanced Economies 2.2 3.0 195 38 12.1
Africa 74 8.7 43.6 6.7 6.5
Developing Asia 4.9 10.0 67.5 31 34
Middle East 10.1 13.6 42.3 10.1 24.4
Western Hemisphere 54 85 40.8 23 34

Source: World Economic Outlook, April 2008.
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Box II.11
Controlling Food Price Inflation: Cross-country Measures

Several measures were undertaken by the Governments
in both importing and exporting countries to limit the adverse
impact of surges in food prices on domestic inflation. In
Asia, the Chinese Government introduced export duties of
20 per cent on wheat, buckwheat, barley and oats and 5
per cent on rice, maize, sorghum, millet and soybeans
effective January 1, 2008 following removal of the value
added tax (VAT) export rebate on wheat, rice, maize and
soybeans in December 2007. It also imposed a 25 per
cent export duty on wheat flour and starch and 10 per cent
on the flours of maize, rice and soybeans. The Government
also announced a number of agricultural production support
measures in the form of increases in the minimum
purchase prices of wheat and rice, and agricultural inputs
subsidies. In Pakistan, the Government imposed a 35 per
cent duty on wheat and wheat products exports along with
banning of private wheat exports to Afghanistan. It also
raised wheat support prices by 23 per cent in an attempt to
build up strategic reserves. The Government of Indonesia
removed the 5 per cent duty on wheat import and suspended
a 10 per cent duty on imported soybeans. In the Republic
of Korea, for a period of six months beginning January
2008, import duties on milling wheat were reduced from 1
per cent to 0.5 per cent; on maize from 1.5 per cent to 0.5
per cent, and on soybeans and feed maize from 2 per cent
to ‘nil’. The Government of Japan announced the
establishment of a special department in-charge of food
security and urgent measures to diversify its purchases
from world markets. The Government of Mongolia removed
value-added tax from imported wheat and flour with effect
from January 1, 2008. The Government of Turkey cut import
duties on wheat from 130 per cent to 8 per cent; on maize
from 130 per cent to 35 per cent; and on barley from 100
per cent to ‘nil’. The Government of Viet Nam extended the
ban on rice exports until June 2008 along with reducing
total rice exports permitted during 2008 to 3.5 million tonnes
from 4.5 million tonnes fixed earlier. The Government in
the Philippines, Bangladesh, Thailand and Malaysia either
made available higher stocks or continued with selling rice
stocks at subsidised prices.

In Europe, the European Union removed the 10 per cent
compulsory set-aside requirement for the 2008 cropping
season and subsequently suspended cereal import duties
(excluding oats, buckwheat and millet) from December

Inflation Conditions in India
Wholesale Price Inflation

I1.3.34 Headline inflation in India, based on
movement in the wholesale price index (WPI),
increased to 7.7 per cent at end-March 2008 from
5.9 per cent a year ago. Inflation softened initially
up to mid-October 2007, partly reflecting moderation
in the prices of some primary food articles and some
manufactured products items as well as the base
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2007 to June 2008. The Russian Federation raised wheat
export duties from 10 per cent to 40 per cent (or no less
than <105 per tonne) from end-January 2008. It also
announced high purchase prices for grain from domestic
producers. The Government of Ukraine announced a plan
to set limits on profit margins by the food industry and
traders, as part of a package of anti-inflationary measures.

In Latin America and the Caribbean, the Government of
Mexico completed removal of quotas and tariffs that were
in place beginning 1994 to protect maize, pulses, milk and
sugar under the North American Free Trade Agreement
(NAFTA) with Canada and the United States starting January
2008. It also announced food production support
measures, including its intention to reduce fertiliser prices
by one third. In Peru, tariffs on imports of wheat and maize
and all flours, which ranged from 17 to 25 per cent, were
removed. It also announced in March 2008 the launch of a
programme to distribute food to the poorest strata of the
population. The Government of Brazil removed the 10 per
cent import tariff on 1 million tonnes of non-Mercosur wheat
until June 30, 2008. In Bolivia, tariff-free imports of rice,
wheat and wheat products, maize, soybean oil and meat
were authorised until the end of May 2008, while a ban on
exports of grains and meat products was introduced.

In Africa, the Government of Egypt significantly raised food
subsidies and signed a bilateral agreement with
Kazakhstan for import of one million tonne of wheat at a
preferential price to be delivered during 2008. The
Government also announced a ban on rice exports from
April to October 2008. The Government of Ethiopia banned
exports of the main cereals and grain stockpiling as well
as suspended local purchases under the World Food
Programme (WFP) for emergency interventions. The
Government also cancelled the value-added and turnover
taxes on food grains and flour, as well as all taxes on
cooking oil. In Zimbabwe, the Government continued to
control imports of maize, wheat and sorghum which are
sold at subsidised prices. In the United Republic of
Tanzania, the Government authorised duty-free imports of
3 lakh tonnes of maize, and banned exports of agricultural
commodities.

Source: Food and Agricultural Organisation, United Nations.

effect. Subsequently, however, inflation hardened
gradually to reach an intra-year high of 8.0 per cent
on March 15, 2008, reflecting partly tightening of
supply-side pressures on key commodities in all the
three major groups, viz., primary articles, fuel group
and manufactured products and surge in
international prices. Inflation eased somewhat by the
close of the year (March 29, 2008) to 7.7 per cent.
The year-on-year (y-0-y) inflation, excluding fuel, at
8.0 per cent, was higher than the headline inflation
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rate. Reflecting the intra-year movement in headline
inflation, the annual average WPI inflation rate
(average of 52 weeks) eased from the beginning of
June 2007 to reach 4.7 per cent on March 29, 2008
(5.4 per cent a year ago) (Chart 11.13). In order to
contain inflation and inflationary expectations, the
Reserve Bank continued to take pre-emptive
monetary measures (see Chapter Ill). The
Government also took fiscal and supply side
measures to contain price increases on select
commodities.

11.3.35 Headline WPI inflation in 2007-08 was mainly
driven by 12 items/groups, viz., rice, wheat, milk, raw
cotton, oilseeds, iron ore, coal mining, mineral oils,
edible oils, oil cakes, basic heavy inorganic chemicals
and metals. These items with a combined weight of
about 35 per cent in the WPI basket accounted for
almost 82 per cent of WPI inflation, on a year-on-
year basis, as on March 29, 2008 (as compared with
56 per cent a year ago). The increase in domestic
prices of some of these commodities was partly due
to the international commodity price pressures. A
comparison over a relatively long period (2004-2007)
shows that the increase in domestic food prices was
somewhat lower than the global price increase,
reflecting large domestic production base, supply
management through the public distribution systems
as well as timely imports of essential commodities
during periods of production shortfalls. The increase
in domestic minerals oil prices reflected the partial
and lagged pass-through of higher international
crude oil prices on account of the burden sharing

strategy adopted by the Government. The increases
in domestic metals and steel prices moved more or
less in line with international prices (Table 2.33).

11.3.36  Among the major groups, primary articles,
both food and non-food, exerted upward pressures
on inflation during 2007-08, reflecting lower domestic
production of some commodities as well as firm
international prices. Within food articles, rice, wheat
and milk prices increased, year-on-year, by 9.1 per
cent, 5.1 per cent and 8.7 per cent, respectively in
2007-08 as compared with 5.7 per cent, 7.3 per cent
and 8.4 per cent, respectively, a year ago (Appendix
Table 23). Within non-food primary articles, oilseeds
and raw cotton prices increased by 20.3 per cent
and 14.0 per cent, respectively, on top of 31.6 per
cent and 21.9 per cent increase a year ago. The
lower order of increase in domestic prices of rice
and wheat, in the face of sharp increases in
international prices, reflected partly the impact of
various supply-side measures undertaken by the
Government to improve domestic availability. The
continued increase in oilseeds prices was on account
of higher demand, lower estimated rabi crop as well
as rising global prices. Notwithstanding higher
domestic production during 2007-08, raw cotton
prices increased in line with international price
movements. Pulses prices witnessed some decline on
ayear on-year basis. Overall, primary articles inflation,
year-on-year, was 9.7 per cent in 2007-08 as
compared with 10.7 per cent, a year ago (Table 2.34).

11.3.37 In order to contain food price inflation, the
Government took several measures during 2007-08.

Chart I1.13: Inflation Movements

‘Wholesale Price Inflation

9
8
7

=

§6

55

~ 4
3
2
-+
T T T VW VW Vv VWV YV OV > > > ® ®
3333 STST <SS ¢S ¢
D T S O o S R S S B WS S
a 25 9 o &8 o O &% 2 5 © 5 o o & B
T 2R EFG QDT ZE SR 0L g

! o

CERdge A IS AR
—— Year-on-year Average —— Year-on-year, excluding fuel

Major Groups' Inflation
15 1

Per cent

b o w o ©

3-Apr-04-
17-Jul-04

30-Oct-04

{

12-Feb-05
28-May-05
10-Sep-05
8-Apr-06
22-Jul-06
4-Nov-06
17-Feb-07
2-Jun-07
15-Sep-07
29-Dec-07
26-Jul-08

24-Dec-05
12-Apr-08

Primary Articles —— Fuel Group

Manufactured Products

89



ANNUAL REPORT

Table 2.33: Key Commaodity Price Inflation - Global vis-a-vis Domestic

(Per cent)

Item Average Annual Inflation

Inflation Global India*
(March Inflation Weighted
2008 Contribution
Global India over 2006-07 2007-08 2006-07 2007-08
(2004-07) (2004-05 March
to 2007)
2007-08)

1 2 3 4 5 6 7 8
1. Rice 13.6 5.1 86.4 5.7 9.1 21 25
2. Wheat 15.9 6.1 120.8 7.3 5.1 1.8 1.0
3. Milk -- 4.3 -- 84 8.7 5.8 4.7
4. Raw Cotton 0.2 2.7 37.4 21.9 14.0 35 20
5. Oilseeds 12-23 9.4 79-91 31.6 20.3 11.0 6.7
6. Iron Ore 29.7 64.5 66.0 16.9 61.8 2.0 6.3
7. Coal Mining 29.3 6.7 113.5 0.0 9.8 0.0 25
8. Minerals Oil 25.8 9.7 68.1 0.5 9.3 1.1 15.1
9. Edible Oils 14-18 5.8 100-106 14.1 20.0 4.7 5.5
10. Oil Cakes 11.9 8.2 71.7 32.9 27.2 7.0 5.6
11. Basic Heavy Inorganic Chemicals -- 9.7 -- -3.5 33.1 -0.7 49
12. Basic Metals, Alloys and Products 32.6 11.5 9.4 11.3 20.3 17.4 25.2
- Iron and Steel 38 14.0 35.3 8.1 34.2 6.0 20.1
Total 55.7 82.0

*: Based on WPI as at end-March.

Note: 1. Global price increases are based on the World Bank and IMF primary commodity prices data.
2. Global edible oil prices are represented by palm oil and soybean oil.
3. Global metals is represented by the IMF's metals price index.
4. Global iron and steel is represented by the World Bank’s steel products price index.
5. Global minerals oil is represented by crude oil (average) spot prices.

Customs duty on palm oil was reduced by 10
percentage points across the board in April 2007,
while import duty on various edible oils was reduced
in the range of 5-10 percentage points in July 2007.
The 4 per cent additional countervailing duty on all
edible oils was also withdrawn. In March 2008,
customs duties on crude and refined edible oil were
reduced further from a range of 40-75 per cent to
20.0-27.5 per cent. The exports of all edible oils were
prohibited with effect from April 1, 2008. Import of
wheat at zero duty was allowed by the Government
up to end-December 2007. Customs duty on import
of pulses was reduced to zero and the period of
validity of import of pulses at zero duty available up
to March 2007 was extended in stages to March
2009. The period of validity of the ban on export of
pulses imposed on June 22, 2006 was extended up
to end-March 2009. In March 2008, the customs duty
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on semi-milled or wholly-milled rice was reduced from
70 per cent to zero per cent up to March 2009. The
minimum support price (MSP) for paddy was raised
by Rs.125 per tonne for this year and for wheat
by Rs.150 for 2007-08 and further by Rs. 150 for
2008-09.

11.3.38 Fuel group inflation, which was negative
during June-November 2007, reflecting the base
effect as well as the cuts in prices of petrol and diesel
in November 2006 and February 2007, turned
positive from mid-November 2007 and reached 6.8
per cent on March 29, 2008 (it was 1.0 per cent a
year ago). The increase in fuel group inflation
beginning November 2007 could be attributed to
continuous increase in the prices of non-
administered petroleum products such as naphtha,
furnace oil, aviation turbine fuel (ATF) and bitumen
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Table 2.34: Wholesale Price Inflation in India (year-on-year)

(Per cent)
Commaodity 2006-07 2007-08
(March 31) (March 29)
Weight Inflation wC Inflation wWC
1 2 S 4 5 6
All Commodities 100.0 59 100.0 7.7 100.0
1. Primary Articles 22.0 10.7 39.0 9.7 28.2
i. Food Articles 154 8.0 20.8 6.5 13.2
i. Non-Food Articles 6.1 17.2 15.6 114 8.8
ii. ~Minerals 0.5 17.5 2.6 49.9 6.2
2. Fuel, Power, Light and Lubricants 14.2 1.0 4.0 6.8 18.9
i.  Minerals Oll 7.0 0.5 11 9.3 15.1
i.  Electricity 55 23 28 15 14
iil.  Coal Mining 18 0.0 0.0 9.8 25
3. Manufactured Products 63.8 6.1 57.3 7.3 52.8
i. Food Products 115 6.1 10.5 94 124
i.  Cotton Textiles 42 -1.0 -0.6 -6.8 -2.8
ii. ~Man Made Fibres 44 39 13 28 0.7
iv. Chemicals and Products 11.9 3.6 7.1 6.0 8.7
of which : Fertilisers 3.7 18 1.0 51 2.0
v. Basic Metals, Alloys and Metal Products 8.3 11.3 17.4 20.3 25.2
of which: Iron and Steel 3.6 8.1 6.0 34.2 20.1
vi. Non-Metallic Mineral Products 25 9.0 3.6 6.4 20
of which: Cement 17 11.6 32 51 11
vii. Machinery and Machine Tools 84 8.1 8.6 35 29
of which : Electrical Machinery 5.0 129 6.7 48 20
viii. Transport Equipment and Parts 43 20 12 39 17
Memo:
Food Items (Composite) 26.9 7.3 312 7.7 25.6
WPI, Excluding Food 73.1 55 68.8 7.8 744
WPI, Excluding Fuel 85.8 74 96.0 8.0 811

WC : Weighted Contribution.

as well as the upward revision in the domestic prices
of petrol and diesel by Rs. 2 per litre and by Rs. 1
per litre, respectively, effective February 15, 2008
(which came after a gap of almost one year when
the prices were cut). International crude oil (Indian
basket) prices increased by almost 76 per cent from
US $ 56.6 a barrel in February 2007 to US $99.3 a
barrel in March 2008; in rupee terms, the increase
was about 61 per cent reflecting appreciation of
Indian rupee against the US dollar by almost 9 per
cent over the same period. Over the same period,
while the non-administered items within the mineral
oil group increased within a range of 39-42 per cent,
domestic prices of petrol and diesel increased by 3-4
per cent, with the burden being shared by the
Government and oil marketing companies (OMCs).
On the other hand, domestic prices of kerosene and
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liquefied petroleum gas (LPG) were left unchanged
during 2007-08 on grounds of societal concerns.
Reflecting the burden sharing strategy adopted by
the Government, the under-recoveries of oil
marketing companies were estimated to have
increased sharply by 56 per cent from Rs.49,387
crore during 2006-07 to Rs.77,123 crore during
2007-08.

11.3.39 Manufactured products’ inflation, y-o-y,
eased initially from 6.4 per cent at the beginning of
the year to 3.5 per cent by November 2007, reflecting
decline in the prices of sugar, textiles and non-ferrous
metals as well as base effects. This was partly
responsible for bringing down headline inflation
during the year. Subsequently, manufactured
products’ inflation increased to reach 7.3 per cent
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on March 29, 2008 (6.1 per cent a year ago) and
emerged as a main driver of headline inflation,
mainly due to the continued rise in the prices of
edible oils/oil cakes, basic heavy inorganic chemicals,
and basic metals and alloys (Appendix Table 24).
These commodities together contributed about 41
per cent to the overall WPI inflation on March 29,
2008. The increase in the domestic prices of
manufactured food products such as edible oil/oil
cakes, year-on-year, by 20.0 per cent and 27.2 per
cent, respectively, on March 29, 2008 (on top of 14.1
per cent and 32.9 per cent, respectively, a year ago)
reflected surge in demand, lower domestic rabi 2007
oilseeds production as well as sharp increase in
international prices. Amongst non-food manufactured
products, metals group prices increased sharply by
20.3 per cent, y-0-y, on March 29, 2008 led by iron
and steel (34.2 per cent). The sharp increase in
domestic iron and steel prices, especially during the
last quarter of 2007-08 was in line with the hardening
of international steel prices. Domestic non-ferrous
metals prices, however, declined by 8.6 per cent, on
a year-on-year basis, in contrast with an increase of
29.3 per cent a year ago. Electrical machinery prices
increased by 4.8 per cent on top of 12.9 per cent in
the previous year, reflecting higher input costs.
Cement prices increased by 5.1 per cent on top of
11.6 per cent in the previous year. In order to reduce
the cost of manufacturing, the Government decided
to exempt import of portland cement from
countervailing duty and special additional customs
duty on April 3, 2007; it was earlier exempted from
basic customs duty in January 2007. Basic heavy
inorganic chemicals prices also increased sharply
by 33.1 per cent in 2007-08 as against a decline of
3.5 per cent a year ago. Amongst other items, while
sugar prices remained flat reflecting higher domestic
production, cotton textiles prices declined reflecting
competitive pressures from the global market and
lower export demand.

Consumer Price Inflation

11.3.40 During 2007-08, consumer price inflation
eased somewhat up to January 2008, mainly
reflecting the deceleration in food price inflation.
Food price inflation in various measures eased to
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5.7-7.0 per cent in January 2008 from a range of
10.9-12.2 per cent in March 2007. Despite this
easing, however, CPI inflation was higher than WPI
inflation up to January 2008 reflecting the higher
weight of food items in the CPI. Subsequently, there
has been some increase in CPI inflation measures
mainly due to increases in food and fuel prices.
Disaggregated data show that food group inflation
in various CPI measures increased to 7.8-9.3 per
cent in March 2008. The increase in fuel group
inflation from a range 3.2-6.9 per cent in March 2007
to a range of 4.6-8.0 per cent in March 2008 also
contributed to consumer price inflation. Services
prices, proxied by the "miscellaneous group”,
generally remained firm during 2007-08. Housing rent
exhibited a mixed pattern. While it increased in the
CPI-IW, it decelerated as per the CPI-UNME.
Accordingly, various measures of consumer price
inflation moved up to a range of 6.0-7.9 per cent in
March 2008, but remained lower than that of 6.7-9.5
per cent recorded a year ago (Appendix Table 25).

11.3.41 A comparison of major commodity groups in
the CPI and WPI reveals that food and fuel prices
generally move in tandem, although the extent of
movement differs in the various measures of CPI due
to the different weighting pattern as well as coverage
of items (Table 2.35).

Asset Prices and Inflation

11.3.42 Domestic equity and bullion markets
witnessed mixed behaviour during 2007-08. After
recording significant gains up to mid-January 2008,
domestic equity prices corrected sharply thereafter
on the back of heightened uncertainties in the global
financial markets and concerns about some
slowdown in the domestic economy. Overall, the BSE
Sensex recorded an increase of 19.7 per cent, year-
on-year, at end-March 2008. Domestic gold prices
increased during 2007-08 mirroring movements in
international prices. Domestic gold prices increased
by about 36 per cent, y-o0-y, to around Rs. 12,739
per 10 grams in March 2008 in line with movement
in international prices, which increased by almost 48
per cent over the same period. International gold
prices touched a peak of US $ 1,011 per ounce on
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Table 2.35: Consumer Price Inflation - Major Groups

(Year-on-year variation in per cent)

CPI Measure Weight Mar-03 Mar-04 Mar-05 Mar-06 Mar-07 Jun-07 Sep-07 Dec-07 Mar-08 May-08 Jun-08 Jul-08
1 2 3 4 5 6 7 8 9 10 11 12 13 14
CPI-IW (Base: 2001=100)#

General 100.0 4.1 35 4.2 49 6.7 5.7 6.4 55 79 7.8 7.7 --
Food Group 46.2 3.7 31 16 49 12.2 8.1 8.7 6.2 9.3 10.7 -- --
Pan, Supari etc. 23 1.9 4.2 21 31 44 9.6 10.3 10.3 10.9 7.2 -- --
Fuel and Light 6.4 6.3 6.5 49 -2.9 3.2 16 23 23 4.6 3.8 -- --
Housing 15.3 54 39 204 6.6 41 41 4.0 4.0 4.7 4.7 -- --
Clothing, Bedding etc. 6.6 15 21 23 3.0 3.7 44 5.3 35 2.6 34 -- --
Miscellaneous 233 53 32 39 4.6 33 4.0 4.0 47 6.3 6.3 -- --
CPI-UNME (Base: 1984-85=100)

General 100.0 38 34 40 5.0 7.6 6.1 5.7 51 6.0 6.8 7.3 --
Food Group 47.1 2.6 3.0 22 53 10.9 7.7 7.7 6.2 7.8 9.5 9.6 --
Fuel and Light 55 31 32 9.6 19 6.4 72 7.0 5.4 4.6 0.9 53 --
Housing 16.4 6.3 52 7.5 55 5.6 5.6 4.9 4.7 40 38 38 ==
Clothing, Bedding etc. 7.0 2.6 2.6 20 29 3.6 43 4.0 41 43 3.9 34 --
Miscellaneous 24.0 6.0 28 44 51 44 37 32 38 48 5.6 6.6 --
CPI-AL (Base: 1986-87=100)

General 100.0 49 25 24 53 9.5 7.8 7.9 59 7.9 9.1 8.8 9.4
Food Group 69.2 6.0 16 22 55 11.8 838 838 6.2 85 10.0 96 107
Pan, Supari etc. 38 35 4.7 -1.3 6.6 5.7 9.1 11.1 11.3 10.4 111 11.2 10.8
Fuel and Light 84 4.8 3.0 3.0 43 6.9 74 7.2 6.3 8.0 7.3 8.9 9.3
Clothing, Bedding etc. 7.0 3.0 4.1 25 22 35 2.7 1.9 13 1.8 29 31 36
Miscellaneous 1.7 31 27 55 55 6.8 6.7 55 5.2 6.1 6.3 6.5 7.0
CPI-RL (Base: 1986-87=100)

General 100.0 4.8 25 24 53 9.2 75 7.6 5.6 7.6 8.8 8.7 94
Food Group 66.8 5.6 19 19 5.8 11.5 85 8.8 6.2 8.2 10.0 96 105
Pan, Supari etc. 37 BI5) 4.7 -1.0 6.3 5.7 9.3 11.6 115 10.6 11.0 109 105
Fuel and Light 7.9 48 3.0 29 4.0 6.9 74 72 6.3 8.0 7.3 89 9.3
Clothing, Bedding etc. 9.8 33 34 28 27 31 2.6 21 2.6 28 35 41 43
Miscellaneous 11.9 31 3.0 55 5.2 6.3 6.2 53 5.0 6.2 6.6 6.8 7.0

Memo:

WPI Inflation (End of period) 100.0 6.5 4.6 51 41 59 44 34 38 7.7 93 119 120
Food (Composite) 26.9 39 4.0 19 42 7.3 45 37 2.6 7.7 8.6 94 8.8
Fuel Group 14.2 10.8 25 10.5 8.9 1.0 -1.3 -2.3 34 6.8 79 16.3 17.1
Textiles 9.8 10.6 8.8 -5.7 -0.5 11 22 -1.7 -3.7 -4.3 19 5.8 6.6
GDP Deflator based Inflation* 3.9 3.7 4.2 4.9 5.5 5.4 3.9 2.7 4.2 -- -- --

# . Data prior to January 2006 are based on the old series (Base: 1982=100).

* . Data for March pertain to full year.
IW : Industrial Workers.

AL : Agricultural Labourers. RL

March 17, 2008, reflecting weakening of US dollar,
hardening of oil prices and increased investor
interest following uncertainties surrounding the global
financial markets.

Developments during 2008-09

11.3.43 Headline WPI inflation was 12.6 per cent,
y-0-y, as on August 9, 2008 as compared with 7.7
per cent at end-March 2008 and 4.2 per cent a year
ago. Primary articles inflation was 11.8 per cent (9.5
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UNME : Urban Non-Manual Employees.
Rural Labourers.

per cent a year ago) while manufactured products
inflation was 10.9 per cent (4.7 per cent). Fuel group
inflation rose sharply to 18.0 per cent as against a
decline of 2.0 per cent a year ago. The average WPI
inflation rate was 6.6 per cent as on August 9, 2008
as compared with 5.5 per cent a year ago. Various
measures of consumer price inflation were placed in
the range of 7.3 - 9.4 per cent during June/July 2008.

I1.3.44 Against the backdrop of continued increase
in prices, despite the fiscal measures undertaken
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during 2007-08, the Government further announced
a set of measures during April 2008 to stem the rise
in inflation. On April 1, 2008, the Government
announced a ban on the export of non-basmati rice
and raised the minimum export price (MEP) to
US $ 1,200 per tonne in respect of basmati rice. The
Government also announced to allow import of crude
form of edible oil at zero duty and refined form of edible
oil at a duty of 7.5 per cent. Customs duty on margarine
and vanaspati was also reduced to 7.5 per cent. The
ban on export of pulses was extended by one more
year beginning April 1, 2008. Customs duty on maize
imported under a Tariff Rate Quota of five lakh metric
tonnes was also reduced from 15 per cent to ‘nil’.
On April 29, 2008, the Government proposed to
reduce the basic customs duty on skimmed milk
powder from 15 per cent to 5 per cent for a Tariff
Rate Quota of 10,000 metric tonnes per annum to
ensure adequate availability of milk in lean summer
months. Similarly, the Government announced a
reduction in customs duty on butter oil, which is used
for reconstituting liquid milk from 40 per cent to 30
per cent. The Government also imposed an export
duty of Rs.8,000 per tonne on basmati rice along
with a commensurate reduction in its minimum export
price from US $ 1,200 per tonne to US$ 1,000 per
tonne.

11.3.45 In order to disincentivise the export of steel
and augment domestic supply, the Government
announced a number of measures on April 29, 2008.
These included (i) reduction in the basic customs
duty on pig iron and mild steel products as well as
three critical inputs for manufacture of steel such as
metallurgical coke, ferro alloys and zinc from 5 per
cent to ‘nil’, (ii) exemption of import of thermo
mechanically treated (TMT) bars from countervailing
duty (CVD) which was 14 per cent, (iii) imposition of
export duty of 15 per cent on specified primary forms
and semi-finished products, and hot rolled coils/
sheet; 10 per cent on specified rolled products
including cold-rolled coils/sheets and pipes and
tubes; and 5 per cent on galvanised steel in coil/
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sheet form. For this purpose, a uniform statutory rate
of 20 per cent was incorporated in the Export
Schedule. On June 4, 2008, the Government raised
prices of petrol and diesel by Rs.5 and Rs. 3 per
litre, respectively, and LPG by Rs 50 per cylinder to
reduce losses to the oil marketing companies
(OMCs). At the same time, Government also reduced
customs duty on crude oil from 5 per cent to ‘nil’ as
well as on diesel and petrol from 7.5 per cent to
2.5 per cent each, and on other petroleum products
from 10.0 per cent to 5.0 per cent. Excise duty on
petrol and diesel was also reduced by Re.1 per litre.
Keeping its commitment to the common man, the
Government did not increase the price of kerosene
at public distribution system (PDS) outlets.

11.3.46 In the present context of rising inflation, at
both domestic and global level, understanding the
underlying inflationary pressures for the purpose of
monetary policy formulations assumes added
significance (Box 11.12).

11.3.47 To sum up, cross-country experience
suggests that food and fuel prices were the major
drivers of global inflation during 2007-08. Monetary
policy responses were, however, mixed during the
year. While monetary policy in most EMEs was
tightened in view of continued strong growth in
EMEs, monetary policy was eased in many advanced
countries in view of persisting financial market
turbulence with attendant implications for growth and
financial stability. Headline inflation in India hardened,
from the second half of 2007-08, reflecting supply
side pressures and firming up of international
commodity prices. Significant pressures emanated
from fuel prices in line with the hardening of
international crude oil prices. As in many other
developed and developing economies, in India also
a number of fiscal and supply-side measures were
undertaken by the Government to mitigate the impact
of rise in food and fuel inflation. The Reserve Bank
also undertook monetary measures in the form of
increases in CRR and policy rates in response to
the evolving macroeconomic, monetary and liquidity
conditions to stabilise inflationary expectations.
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Box 11.12
Understanding Inflationary Pressures — Relevance of Core Inflation

One of the prime objectives of monetary policy all over the world
is price stability. The barometer for measuring price stability is
inflation, which is calculated as year-on-year percentage change
in the general price level. The resultant inflation is the combined
effect of several types of price changes, some having short-run
(transient) effects, while others having long-run (permanent)
effects. Sometimes the transient shocks emanating from the
supply-side get mixed up with the underlying inflationary trend
related to demand shocks and, therefore, such measure might
provide confusing signals to policy makers. While a negative supply
shock may raise the headline inflation, a positive supply shock
may reduce the headline inflation for some time even in the face of
building up of underlying inflationary pressures. In the event of
such supply disturbances, policy actions to counter the impact on
the aggregate price level may tend to accentuate the output effects
of the disturbances, generating a short-run conflict between the
central bank’s inflation and output objectives. As monetary policy
is best suited to tackle inflationary pressures emerging from demand
shocks, central banks, therefore, try to extract information about
the underlying inflationary pressures in the economy by alienating
the noise (on account of supply shocks) from the headline
measures. Such persistent component of inflation is termed as
‘core inflation’ or underlying trend inflation, which contains long-
run properties as well as predictive power of future inflation.

Despite wide spread use of the term ‘core inflation’, there is no
unanimity among the researchers about its definition. However,
some of the important properties of core inflation are as follows:
(i) it should be computable in real time; (ii) it should be familiar and
understandable to the public; (iii) it should show long-term trends
in inflation; (iv) it should not be too volatile, i.e., it should not contain
high-frequency noise; (v) it should provide useful information for
predicting future price movement; (vi) it should not be too biased
with respect to observed inflation; (vii) it should highly correlate
with the past monetary policy; and (viii) it should be output-neutral
in the long-run. Different measures of core inflation and criteria
for their choice serve different purposes. It may be the case that
some measures serve more than one desirable criterion, but this
is an empirical matter, which varies across countries. In most
cases, there may well be a trade-off between simplicity and bias.

Similarly, there is no unanimity on the best approach to compute
core inflation. However, the most common and the simplest approach
in use has been to exclude volatile components such as food and
oil prices from the headline inflation. However, a major weakness
of the exclusion-based measure of core inflation is that temporary
disturbances are not necessarily limited to specific sub-
components. Moreover, completely removing the volatile items has

the potential risk of a permanent loss of significant information. To
overcome these weaknesses, although limited influence estimator
approach such as trimmed mean or weighted median are used, by
excluding components experiencing a very large relative price
change, they run the risks of missing useful information content of
such quick-to-rise components that signal a shift in aggregate
demand and underlying inflation trend. Furthermore, the role of
core inflation for the short-term conduct of monetary policy is also
limited in developing countries, because the very economic
structure of these countries is such that they are subject to large
and persistent shocks. In developing countries, a measure of core
inflation excluding food items - which often account for more than
half of the weight in the index - may not be very meaningful.
Moreover, the loss of information content in the construction of
core inflation and the relatively greater public acceptability of the
headline inflation make the core measures useful only as indicators
of the underlying inflationary process rather than as policy targets.

Given the variety of core inflation methods and their alternative
formulations, it is necessary to establish certain criteria by which
one can choose from various measures. A number of empirical
studies suggest using different combinations of measures.
Apparently, no consensus emerges from theses studies. The
Reserve Bank of India examines different possible measures of
WPI-based core inflation for India using 8 different methodologies,
viz., exclusion based measures, mean-standard deviation based
measure, median based measure, trimmed mean based measure,
measures based on historical standard deviation, Hodrick-Prescott
(HP) filter, wavelet filter and structural vector auto-regression
(SVAR). These measures are tested against various properties of
core inflation. The empirical results show that different measures
of core inflation do not produce consistent results and the choice
of a particular measure is mostly data-driven.

Accordingly, in the present context of general increase in
commodity prices at a global level, the measures of core inflation
should be ‘contextual’ from the perspective of the specific country
for understanding the underlying inflation pressures in the economy.
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Table: Alternative Measures of Contextual Core (WPI-based) Inflation in India

(Per cent)
ltem Weight Apr-07 Jun-07 Sep-07 Dec-07 Mar-08 May-08 Jun-08 Jul-08
1 2 8 4 5 6 7 8 9 10
All Commodities 100 6.0 44 34 338 7.7 8.8 11.9 12.0
Total food items (PA+Mfg.) 26.9 7.6 5.7 3.7 2.6 7.7 8.6 9.4 9.0
Total non-food items (i.e., WPI, ex-food) 73.1 55 40 33 43 7.8 8.8 12.8 13.0
WPI, ex-fuel 85.8 7.5 6.1 5.0 4.0 8.0 9.0 10.7 10.6
WP, ex-total food and fuel 58.8 74 6.3 5.7 4.7 8.2 9.2 1.3 1.5
WPI, ex-primary food 84.6 53 338 32 42 8.0 9.3 13.0 13.2
Manufactured non-food products 52.2 6.4 54 4.8 40 6.9 7.9 9.8 10.1
WHPI, ex-metals 91.7 54 42 32 4.0 6.4 7.6 10.9 10.9
WPI, ex-metals and minerals 91.2 53 41 33 4.0 59 7.2 10.5 10.5
WPI, ex-oilseeds and products 93.2 5.0 33 23 30 6.8 7.7 10.9 1n.1
WPI, ex-metals, minerals, oilseeds and products 84.3 42 29 20 30 4.7 6.0 9.2 9.3
WP, ex-metals, minerals, minerals oil 84.2 6.2 55 43 38 54 6.6 8.0 7.8

PA : Primary Articles.

Mfg : Manufactured Products.  ex : Excluding.
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IV. GOVERNMENT FINANCES

.41 The combined finances of the Central and
State Governments continued to improve in
2007-08. The key deficit indicators, viz., gross fiscal
deficit (GFD) and revenue deficit were lower by 0.3-
0.4 percentage points of GDP than the preceding
year; primary balance turned surplus. The
improvement was facilitated by a significant increase
in revenue receipts, especially direct tax revenues
(Table 2.36). The buoyancy in tax revenue of the
Central Government as well as the State
Governments’ own tax revenue reflected the impact
of both sustained economic growth and continued
efforts at improving the efficiency of the taxation
system through moderation of rates and broadening
of the base. A noteworthy feature of combined
finances was enhanced allocation for development
expenditure even while staying on course of fiscal
consolidation by both the Centre and the States
under the rules-based fiscal framework.

CENTRAL GOVERNMENT FINANCES - 2007-08
Revised Estimates'®

.42 The revised estimates (RE) of Central
Government finances for 2007-08 exhibited an
improvement vis-a-vis the budget estimates (BE).
The key deficit indicators, viz., revenue deficit and
GFD were placed 0.1-0.2 percentage points of GDP
lower than their budgeted levels. Gross primary
surplus, as percentage of GDP, was 0.4 per cent
higher than that of the budget estimate (BE). In
absolute terms, the revenue deficit and GFD were
lower than budgeted, while gross primary surplus was
significantly higher in the revised estimates than in
the budget estimates (Table 2.37 and Appendix Table
26). The improvement in the revenue account was
mainly due to higher tax revenue (Appendix Table
27). Collections under all major taxes, except
Union excise duties, were higher than budgeted.
The buoyancy in revenue receipts more than offset

Table 2.36: Major Fiscal Indicators: Combined

Finances
(Per cent of GDP)
Item 1990-91 1995-96 2006-07 2007-08
RE
1 2 3 4 5
1. Gross Fiscal Deficit 9.4 6.5 5.6 5.3
2. Revenue Deficit 4.2 3.2 1.3 0.9
3. Primary Deficit 5.0 1.6 0.0 -0.3
4. Revenue Receipts 18.6 18.3 21.2 22.4
(i) Tax Revenues 15.4 14.7 17.5 18.5
Direct Taxes 25 35 6.5 7.3
Indirect Taxes 12.9 11.2 11.0 11.3
(ii) Non-tax Revenue 3.2 3.6 3.7 3.9
5. Total Expenditure* 28.7 25.4 26.8 28.8
(i) Development
Expenditure * 17.1 13.9 14.2 15.6
(i)Non-development
Expenditure 11.5 11.5 12.2 12.8
of which:
Interest Payments 4.4 5.0 5.6 5.6
6. Debt@ 64.7 61.0 77.0 77.0
Per cent
Capital Outlay/ Total
Expenditure 131 10.8 14.2 17.6
Interest Payments/
Revenue Receipts 23.6 27.2 26.3 25.0
Revenue Deficit/
Gross Fiscal Deficit 44.6 48.8 24.0 16.5

RE : Revised Estimates.

* . Also includes an amount of Rs.35,531 crore on account of
transactions relating to transfer of the Reserve Bank’s stake in
State Bank of India (SBI) to the Central Government in 2007-08.

@ : Includes ‘reserve funds’ and ‘deposits and advances’.

Note: 1. Allindicators are based on combined data of the Centre
and the States with inter-Governmental transactions
netted out.

2. Data in respect of State Governments relate to budgets
of 28 State Governments.

3. The fiscal ratios of combined finances are based on the
latest GDP data available from the Central Statistical
Organisation, Government of India.

the increase in the revenue expenditure (mainly due
to higher interest payment and subsidies), facilitating
a reduction of the revenue deficit in the revised
estimates. Capital outlay, on the other hand, was

10 Adjusted for acquisition cost of the Reserve Bank’s stake in State Bank of India (SBI) by the Central Government at Rs.35,531 crore and also
the surplus transfer from the Reserve Bank to the Central Government on account of sale of Reserve Bank's stake in SBI to the Government

at Rs.34,309 crore, wherever applicable.
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Table 2.37: Major Fiscal Indicators of the Centre

(Amount in Rupees crore)

ltem 2007-08 2007-08 2008-09 Variation (3 over 2)  Variation (4 over 3)
(BE) (RE) (BE) Amount Per cent Amount Per cent
1 2 3 4 5 6 7 8
1. Revenue Receipts 4,86,422 5,25,098 6,02,935 38,676 8.0 77,837 14.8
2. Miscellaneous Capital Receipts 1,651* 1,816 @ 10,165 165 10.0 8,349 -
3. Revenue Expenditure 5,567,900 5,88,586 6,58,119 30,686 5.5 69,533 11.8
of which:

a) Interest Payments 1,58,995 1,71,971 1,90,807 12,976 8.2 18,836 11.0
4. Capital Outlay 75,123* 74,264# 84,522 -859 -1.1 10,258 13.8

of which:

Defence 41,922 37,705 48,007 -4,217 -10.1 10,302 27.3
5. Net Lending 5,998 6,495 3,746 497 8.3 -2,749 -42.3
6. Revenue Deficit (3-1) 71,478 63,488 55,184 -7,990 -11.2 -8,304 -13.1

(1.5) 1.4) (1.0)
7. Gross Fiscal Deficit (4+5+6-2) 1,50,948 1,43,653** 1,33,287 -8,517 -5.6 -9,144 -6.4
(3.3) (3.1) (2.5)
8. Primary Deficit (7-3a) -8,047 -28,318**  -57,520 -21,493 267.1 -27,980 94.7
(-0.2) (-0.6) (-1.2)
BE : Budget Estimates. RE: Revised Estimates.
* : Adjusted for an amount of Rs. 40,000 crore on account of transactions relating to transfer of the Reserve Bank’s stake
in the SBI to the Central Government.
@ : Net of Reserve Bank’s surplus transfer of Rs.34,309 crore on account of sale of its stake in SBI to the Central
Government.
# . Net of acquisition cost of Reserve Bank’s stake in SBI to the Central Government at Rs.35,531 crore.
** : Includes Rs.1,223 crore, i.e., difference between receipts and expenditure on account of transfer of Reserve Bank’s

stake in SBI to Government of India.
Note : Figures in parentheses are percentages to GDP.

marginally lower than budgeted on account of decline
in defence outlay.

I1.4.3 Net market borrowings, which were 0.1 per
cent lower than budgeted, financed 77.1 per cent of
the GFD in the revised estimates as compared with
73.4 per cent in the budget estimates (Appendix
Table 28). ‘Deposit and advances’ and external
assistance financed 5.4 per cent and 6.9 per cent,
respectively, of the GFD in the revised estimates as
compared with (-)1.6 per cent and 6.0 per cent,
respectively, in the budget estimates.

Provisional Accounts

I.4.4 The provisional accounts for 2007-08
released by the Controller General of Accounts
indicate that both the revenue deficit and GFD,
relative to GDP, narrowed down further by 0.2
percentage point and 0.3 percentage point,
respectively, while the primary surplus increased by
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0.3 percentage point, vis-a-vis the revised estimates,
on account of increase in both tax and non-tax
revenues (Table 2.38).

Debt position of the Central Government

.45 The decline in GFD notwithstanding, the
outstanding domestic liabilities of the Central
Government — comprising internal debt and other
liabilities such as national small savings fund (NSSF),
state provident funds, other accounts, reserve funds
and deposits — rose marginally to 59.3 per cent of
GDP at end-March 2007 (RE) from 58.8 per cent at
end-March 2006. This reflected the increase in off-
budget liabilities such as special securities issued to
oil companies and fertiliser companies in lieu of
subsidies. The outstanding liabilities also include
securities issued under the market stabilisation
scheme, the receipts of which are sequestered in a
separate account with the Reserve Bank and are
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Table 2.38 : Key Deficit Indicators of the Centre
for 2007-08 — Provisional Accounts

(Rupees crore)

Indicator Budget Revised Provisional Variation

Estimates Estimates Accounts (per cent)

Col.4 Col4

over over

Col.3 Coal.2

1 2 3 4 5 6

Revenue Deficit 71,478 63,488 55,5635 -12.5 -22.3
(1.5) (1.4) (1.2)

Gross Fiscal Deficit 1,50,948 1,43,653 1,29,814 -9.7 -14.8
(3.3) (3.1) (2.8)

Primary Deficit -8,047 -28,318 -41,680 - =

(02)  (-0.6) (-0.9)

Note: Figures in parentheses are percentages to GDP. Figures
in parentheses in column 4 are based on CSO'’s revised
estimate for GDP.

not available to the Central Government for
expenditure. However, the outstanding domestic
liabilities were lower than 60.5 per cent at end-March
2006 (Appendix Table 29). Internal debt was the
largest component of the outstanding liabilities of the
Central Government (63.7 per cent of the total debt
at end-March 2008), followed by liabilities on account
of NSSF, state provident funds and other accounts
(27.8 per cent).

I.4.6 The ratio of interest payments to revenue
receipts continued to decline during the year. The
ratio declined from 53.4 per cent in 2001-02 to 32.8
per cent in 2007-08 (RE), as the growth in the
revenue receipts (161.0 per cent between 2001-02
and 2007-08) far exceeded the growth in interest
payments (60.0 per cent) (Chart 11.14).

I.4.7 The average interest rate on outstanding
market loans and state provident funds increased
during 2007-08 while that on NSSF and special
deposits declined (Table 2.39).

STATE GOVERNMENT FINANCES - 2007-08

.48 The State Governments made further
progress in the direction of fiscal correction and
consolidation during 2007-08 with 23 States achieving
revenue balance and eleven States meeting the GFD

Chart I1.14: Debt Service Burden of the
Central Government
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target set under their Fiscal Responsibility
Legislation (FRL). The consolidated revenue surplus

Table 2.39: Average Interest Rates on
Outstanding Domestic Liabilities of the Centre

(Per cent)

Year Market Small State  Special
Loans Savings/ Provident Deposits
NSSF Funds

1 2 3 4 5
1990-91 t01994-95

(Average) 10.86 10.85 1163 1153
1995-96 to 1999-2000

(Average) 12.39 11.62 11.62  10.93
2000-01 12.99 11.60 10.54 9.87
2001-02 12.83 11.61 9.09 10.5
2002-03 12.11 11.56 8.53 8.82
2003-04 11.11 10.88 7.39 7.94
2004-05 9.87 9.37 7.99 7.65
2005-06 10.07 8.90 7.46 7.25
2006-07 8.90 8.91 7.63 6.85
2007-08(RE) 9.45 8.33 7.83 5.67

RE : Revised Estimates.
Note: 1. Market loans represent dated securities.
2.Small savings represent small saving deposits,
certificates and public provident fund. Since 1999-2000,
interest on small savings represents interest on Central
Government Special Securities issued to the National
Small Savings Fund (NSSF).
3. The Government notified the freezing of the corpus of
the Special Deposit Scheme as on June 30, 2003.
4. The interest rate for each component is computed by
dividing the interest payments in a year by the outstanding
liabilities at the end of the preceding year.

11 The analysis of State finances and combined finances for 2007-08 (Revised Estimates) and 2008-09 (Budget Estimates) is based on the

budgets of 28 State Governments.
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of the State Governments in 2007-08 (RE) was
placed at Rs.22,526 crore (0.5 per cent of GDP) as
compared with Rs.11,973 crore (0.3 per cent of GDP)
in 2007-08 (BE). Twenty three State Governments
recorded revenue surplus in 2007-08 (RE), one
year ahead of the target prescribed by the Twelfth
Finance Commission (TFC) for achieving revenue
balance. The increase in revenue surplus in
2007-08 (RE) over the budget estimates of the year
was on account of buoyant revenue receipts
(3.6 per cent above the budgeted level), which more
than offset the slippage in revenue expenditure
(1.9 per cent above the budgeted level). Increase
in shareable taxes (8.8 per cent), grants from the
Centre (6.2 per cent) and States’ own non-tax
revenue (5.7 per cent) over their respective
budgeted levels contributed to the higher than
budgeted revenue receipts in 2007-08 (RE). The
States’ own tax revenue, however, was marginally
lower by 0.2 per cent than the budget estimates.
Reflecting the substantial improvement in the
revenue account, the consolidated GFD of the
States at Rs.1,07,958 crore, was marginally lower
by Rs.364 crore in 2007-08 (RE) than the budget
estimates despite higher capital outlay over the
budgeted level. The capital outlay was higher in
respect of irrigation and flood control, transport, and
water supply and sanitation. All the major deficit
indicators, as percentage of GDP, were placed much
lower in 2007-08 (RE) than their average levels
during the period 2000-05 (Chart I1.15 and Appendix
Table 30).

11.4.9 The financing pattern of GFD of the State
Governments underwent a compositional shift, with
the market borrowings emerging as the major source
of financing of GFD in 2007-08 (RE) (58.9 per cent
of GFD). Owing to the sharp decline in the
collections under small savings, the special
securities issued to NSSF, the major contributor of
GFD financing from 1999-2000, financed 9.1 per
cent of GFD in 2007-08 (RE) as compared with 72.9
per cent in 2006-07. Significantly, withdrawal of
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Chart I1.15: Major Deficit Indicators of
the State Governments
4.5 4
4.0 A
4.0 A
3.5 A
o ]
8 3.0
2 2.5 1
= 2.0 A
S 1.5 A
-
L 1.0 A
0.5 A
0.0 T e —
0.5 A \/—\
-1.0 -
N S 8 S S ) @
=3 = =3 fa) © & a
=) h S S S ® N
v (=) N (o] [\l OI (=]
2 (&= 0
(=3 (=3
(=] (=
N N
——Gross Fiscal Deficit =—— Revenue Deficit —— Primary Deficit

surplus cash balances financed 22.3 per cent of
GFD during 2007-08 (RE) (Appendix Table 31).

COMBINED GOVERNMENT BUDGETARY
POSITION OF THE CENTRE AND STATES — 2007-08

I1.4.10 The combined finances of the Centre and
States in terms of the key deficit indicators showed
an improvement during 2007-08 (RE) over the
budget estimates. Buoyant tax collections in the
revised estimates, both direct and indirect taxes, and
significantly higher non-tax receipts enabled a lower
revenue deficit than was budgeted (Table 2.40 and
Appendix Table 32). Aggregate expenditure was
higher than budgeted on account of an increase non-
development expenditure, particularly in interest
payments, fiscal and administrative services.
Development expenditure was moderately lower than
the budget estimates in 2007-08 (RE).

Combined Debt

11.4.11 The combined outstanding liabilities as a
proportion to GDP at 77.0 per cent at end-March
2008(RE) were the same as at end-March 2007,
mainly on account of an increase in the outstanding
liabilities of the Central Government, which offset the
decline in the liabilities of the State Governments
(Table 2.41).
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Table 2.40: Indicators of Combined Finances of the Centre and States
(Amount in Rupees crore)
Items 1990-91 1995-96 2000-01 2006-07 2007-08 2007-08 Variation
BE RE (RE over BE)
Amount Per cent
1 2 3 4 5 6 7 8 9
Gross Fiscal Deficit [lI-1A-1B(a)] 53,580 77,671 1,99,852 2,30,432 2,56,286 2,47,831 -8,455 -3.3
(9.4) (6.5) (9.5) (5.6) (5.4) (5.3)
Revenue Deficit [I11-1A] 23,871 37,932 1,38,803 55,366 59,504 40,959 -18,545 -31.2
(4.2) (3.2) (6.6) (2.3) (1.3) (0.9)
Primary Deficit 28,585 18,598 75,035 -399 6,127 -15,905 -22,032 -359.6
(5.0) (1.6) (3.6) (0.0) (0.1) (-0.3)
|. Total Receipts (A+B) 151,593 2,96,629 5,94,804 11,25,252 13,10,973 13,31,711 20,738 1.6
A. Revenue Receipts (1+2) 1,05,757 2,17,526 3,78,817 8,77,075 9,96,267 10,55,165 58,898 5.9
1. Tax Receipts (a+b) 87,564 1,74,851 3,05,374 7,24,023 8,34,094 8,73,299 39,205 4.7
a) Direct Taxes 14,267 41,603 80,215 2,68,108 3,05,949 3,42,750 36,801 12.0
b) Indirect Taxes 73,297 1,33,248 2,25,159 4,55,915 5,28,145 5,30,549 2,404 0.5
2. Non Tax Receipts 18,193 42,675 73,443 1,53,052 1,62,173 1,81,866 19,693 12.1
B. Capital Receipts 45,836 79,102 2,15,987 2,48,177 3,14,706 2,76,546 -38,160 -12.1
a) Non Debt Capital Receipts 3,531 6,968 12,591 1,667 57,344 52,834 -4,510 -7.9
b) Debt Capital Receipts 42,305 72,134 2,03,396 2,46,510 2,57,362 2,23,712 -33,650 -13.1
Il. Aggregate Expenditure
(1+2+3 = 4+45) 1,62,868 3,02,166 5,91,258 11,09,174 13,09,897 13,55,830 45,933 3.5
1. Revenue Expenditure 1,29,628 2,55,457 5,17,618 9,32,441 10,55,770 10,96,124 40,354 3.8
2. Capital Outlay 21,353 32,594 55,875 1,57,316 2,33,919 2,38,126 4,207 1.8
3. Loans and Advances 11,887 14,115 17,766 19,417 20,207 21,580 1,373 6.8
4. Development Expenditure 97,149 1,65,361 3,08,546 5,88,028 7,45,961 7,36,974 -8,987 -1.2
5. Non-Development Expenditure 65,719 1,36,805 2,82,712 5,21,146 5,63,935 6,18,856 54,921 9.7

RE: Revised Estimates. BE: Budget Estimates.

Notes: 1. Inter-Governmental transactions have been netted out.
2. Figures in parentheses are percentages to GDP.
3. Data in respect of States relate to 28 States.
4. Totals may not tally due to rounding off.

Contingent Liabilities/Guarantees of the Government

I.4.12 The outstanding guarantees of Central
Government declined marginally to Rs.1,09,826
crore at end-March 2007 from Rs.1,10,626 crore at
end-March 2006 (Table 2.42). The net accretion to
the stock of contingent liabilities in the form of
guarantees extended by the Central Government
declined by Rs.800 crore for the year ended March
2007. FRBM Rules, 2004 stipulate that the net
accretion to contingent liabilities be limited to 0.50
per cent of GDP in any fiscal year.

FISCAL OUTLOOK FOR 2008-09%?
Central Government

11.4.13 The Union Budget 2008-09 sought to
continue with the fiscal correction process. GFD is

budgeted to decline by 0.6 percentage point to 2.5
per cent of GDP during 2008-09 while revenue deficit

Table 2.41: Combined Liabilities of
the Centre and States

End-March Outstanding Liabilities Debt-GDP Ratio
(Rupees crore) (per cent)

Centre States Combined Centre States Combined
1 2 3 4 5 6 7
1991 3,14,558 1,28,155 3,68,824 55.2 225 64.7
1996 6,06,232  2,49,535 7,26,854 50.9 20.9 61.0
2001 11,68,541 5,94,148 14,84,106 55.6 28.3 70.6
2002 13,66,408 6,90,747 17,33,033 60.0 30.3 76.0
2003 15,59,201 7,86,430 19,70,807 63.5 32.0 80.3
2004 17,36,678 9,13,376 22,41,950 63.0 33.2 81.4
2005 19,94,422 10,29,174 25,62,015 63.3 32.7 81.3
2006 22,60,145 11,67,866 28,79,705 63.1 32.6 80.4
2007 25,38,596 12,50,819 31,90,698 61.2 30.2 77.0
2008 RE 28,97,037 13,37,044 36,27,260 61.5 28.4 77.0
2009 BE 30,62,912 14,51,169 38,91,740 57.7 27.4 73.4

RE : Revised Estimates.
Note :

BE: Budget Estimates.

1. Data in respect of States relate to 28 States.

2. Under ‘combined liabilities’, inter-Governmental transactions are
netted out.

3. Data include ‘reserve funds’ and ‘deposits and advances’.

2 All comparisons of 2008-09 in this section are with the revised estimates of 2007-08, unless stated otherwise.
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Table 2.42: Outstanding Government Guarantees
(Amount in Rupees crore)

End- Centre States Total
March Amount Per cent Amount Per cent Amount Per cent
of of of
GDP GDP GDP
1 2 3 4 5 6 7

1994 62,834 7.3 48,865 56 1,11,700 12.9
1995 62,468 6.1 48,479 4.8 1,10,947 10.9
1996 65,573 5.5 52,631 4.4 1,18,204 9.9
1997 69,748 5.1 65,339 4.7 1,35,087 9.8
1998 73,877 4.8 73,751 48 1,47,628 9.7
1999 74,606 4.3 79,457 45 1,54,063 8.8
2000 83,954 4.3 1,32,029 6.8 2,15,983 1.1
2001 86,862 41 1,68,719 8.0 2,55,581 12.2
2002 95,859 4.2 1,65,386 7.3 2,61,245 11.5
2003 90,617 3.7 1,84,294 7.5 2,74911 11.2
2004 87,780 3.2 2,19,658 8.0 3,07,438 11.2
2005 1,07,957 3.4 2,04,426 6.5 3,12,383 9.9
2006 1,10,626 3.1 1,96,914P 55 3,07,540 8.6
2007 1,09,826 2.6

P: Provisional. .. : Not Available.
Note : Ratios to GDP may not add up to the total due to rounding off.
Source: 1. Data on Centre’s guarantees are from budget documents of
the Central Government.
2. Data on States’ guarantees are based on the information
received from the State Governments and pertain to 17 major
States. Data for 2006 pertain to 16 major States.

is budgeted to decline by 0.4 percentage points to
1.0 per cent of GDP. Gross primary surplus relative
to GDP is budgeted to increase to 1.1 per cent during
2008-09 from 0.6 per cent during 2007-08 (see
Table 2.37). While the target for GFD as mandated
under the FRBM Act, 2003 is set to be achieved,
that of eliminating revenue deficit by 2008-09 has
been rescheduled and extended by one year. This
is primarily on account of a shift in Plan priorities in
favour of revenue expenditure intensive programmes
and schemes, and systemic rigidity in the containing
of certain non-plan expenditures in the short-term.
The Union Budget envisaged a revenue-led fiscal
consolidation along with containment and
repriotisation of expenditure. With the share of
revenue deficit in GFD estimated lower at 41.4 per
cent during 2008-09, more resources would be
utilised for capital outlay (Table 2.43).

Pattern of Receipts

I1.4.14 Revenue receipts are budgeted to rise by
14.8 per cent during 2007-08 on top of 20.9 per cent

Table 2.43: Decomposition of the GFD of the Centre

(Per cent)
Year Revenue Capital Net Other
Deficit Outlay Lending  Non-debt
Receipts @
1 2 3 4 5
1990-91 41.6 27.2 31.2 0
1995-96 49.4 234 29.6 -2.3
2000-01 71.7 20.8 9.2 -1.8
2001-02 711 18.8 12.7 -2.6
2002-03 74.4 20.1 7.7* -2.2
2003-04 79.7 27.8 6.3* -13.8
2004-05 62.6 41.3 -0.4* -3.5
2005-06 63.0 37.6 0.5 -1.1
2006-07 56.3 423 1.8 -0.4
2007-08 (RE) 44.6 52.1# 4.6 -1.3##
2008-09 (BE) 41.4 63.4 2.8 -7.6
@ : Include disinvestment proceeds and value of bonus shares.
* : Adjusted for debt swap transactions.
# : Net of acquisition cost of transfer of the Reserve Bank’s stake in

SBI to the Central Government at Rs.35,531 crore.

## . Net of surplus transfer from the Reserve Bank to the Central
Government on account of sale of the Reserve Bank’s stake in SBI
to the Government at Rs.34,309 crore.

growth recorded in the previous year (Table 2.44).
Growth in collections under all the major taxes, except
customs duty, is budgeted to decelerate in 2008-09,
partly due to the high base created by the robust
growth in the previous years. Nonetheless, the gross
tax/GDP ratio is expected to increase to 13.0 per
cent in 2008-09, thus continuing the rising trend that
began in 2002-03 led by the sustained rise in direct
taxes (Table 2.45).

I1.4.15 Growth in non-tax revenue at 2.6 per cent in
2008-09 is budgeted to be lower than that in
2007-08 (12.2 per cent) on account of lower growth
of dividends and profits (see Table 2.44). In respect
of non-debt capital receipts, the recoveries of loans
and advances from the State Governments and the
Central PSUs are budgeted to remain unchanged.
Disinvestment proceeds during 2008-09 are
budgeted at Rs.10,165 crore, of which Rs.1,165
crore has been earmarked to National Investment
Fund.

Pattern of Expenditure

I.4.16 Aggregate expenditure, as percentage of
GDP, is budgeted at 14.2 per cent of GDP in
2008-09 as compared with 14.4 per cent®® of GDP in

13 Adjusted for expenditure of Rs. 35,531 crore incurred by Central Government for acquisition of the Reserve Bank'’s stake in the SBI in 2007-08.
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Table 2.44: Revenue Position of the Centre
(Amount in Rupees crore)

Item 2006-07 2007-08 2008-09 Variation
(RE) (BE) 2007-08 2008-09
Amount Per cent Amount Per cent
1 2 3 4 5 6 7 8
Total Receipts (1+2) 5,83,387 6,75,064* 7,50,884 91,677 15.7 75,820 11.2
(14.1) (14.4) (14.2)
1. Revenue Receipts 4,34,387 5,25,098 6,02,935 90,711 20.9 77,837 14.8
(10.5) (11.2) (11.4)
Tax Revenue (Net) 3,51,182 4,31,773 5,07,150 80,591 22.9 75,377 17.5
(8.5) (9.2) (9.6)
Non-Tax Revenue 83,205 93,325 95,785 10,120 12.2 2,460 2.6
(2.0) (2.0) (1.8)
2. Capital Receipts 1,49,000 1,49,966* 1,47,949 966 0.6 -2,017 -1.3
(3.6) (3.2) (2.8)
Non-Debt Capital Receipts 6,427 6,313* 14,662 -114 -1.8 8,349 132.3
(0.2) (0.2) (0.3)
Debt Capital Receipts 1,42,573 1,43,653 1,33,287 1,080 0.8 -10,366 -7.2
(3.4) (3.1) (2.5)
Memo :
Gross Tax Revenue 4,73,512 5,85,410 6,87,715 1,11,898 23.6 1,02,305 17.5
(11.4) (12.5) (13.0)
i) Corporation Tax 1,44,318 1,86,125 2,26,361 41,807 29.0 40,236 21.6
(3.5) (4.0) (4.3)
ii) Income Tax@ 75,081 1,03,470 1,20,604 28,389 37.8 17,134 16.6
(1.8) (2.2) (2.3)
iii) Customs Duty 86,327 1,00,766 1,18,930 14,439 16.7 18,164 18.0
(2.1) (2.1) (2.2)
iv) Union Excise Duty 1,17,613 1,27,947 1,37,874 10,334 8.8 9,927 7.8
(2.8) (2.7) (2.6)
v) Service Tax 37,598 50,603 64,460 13,005 34.6 13,857 27.4
(0.9) (1.2) (1.2)
vi) Securities Transaction Tax 4,646 7,500 9,000 2,854 61.4 1,500 20.0
(0.2) (0.2) (0.2)
vii) Banking Cash Transaction Tax 507 550 550 43 8.5 0 0.0
(0.0) (0.0) (0.0)
viii) Fringe Benefit Tax 5,316 6,800 8,160 1,484 27.9 1,360 20.0
(0.1) (0.1) (0.2)
RE: Revised Estimates. BE : Budget Estimates.
* : Adjusted for an amount of Rs. 34,309 crore on account of transfer of profit from the Reserve Bank to the Central Government

on account of transfer of Reserve Bank’s stake in SBI to the Government.
@ . Excluding Fringe Benefit Tax.
Note : Figures in parentheses are percentages to GDP.

2007-08, reflecting containment of non-plan a decline in its ratio to GDP by 0.2 percentage point

expenditures, particularly, interest payments and to 1.3 per cent in 2008-09 (Table 2.46).
subsidies as percentage of GDP. The growth in

subsidies is budgeted to decelerate to 2.4 per cent 11.4.17 Plan expenditure/GDP ratio is budgeted to
from a growth of 22.1 per cent in 2007-08, leading to increase on the back of higher budgetary support
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Table 2.45 : Gross Tax Revenues of the Centre
(Per cent to GDP)

Year Direct Tax Indirect Tax Total
1 2 3 4
1990-91 1.9 8.2 10.1
1991-92 2.3 8.0 10.3
1992-93 2.4 7.5 10.0
1993-94 2.4 6.5 8.8
1994-95 2.7 6.5 9.1
1995-96 2.8 6.5 9.4
1996-97 2.8 6.6 9.4
1997-98 3.2 6.0 9.1
1998-99 2.7 5.6 8.3
1999-00 3.0 5.8 8.8
2000-01 3.3 5.7 9.0
2001-02 3.0 5.2 8.2
2002-03 3.4 5.4 8.8
2003-04 3.8 5.4 9.2
2004-05 4.2 5.5 9.8
2005-06 4.6 5.6 10.3
2006-07 5.3 6.1 11.4
2007-08 (RE) 6.5 6.0 12.5
2008-09 (BE) 6.9 6.1 13.0

RE : Revised Estimates. BE: Budget Estimates.

for the Central Plan (Table 2.47). Capital
expenditure, relative to GDP, is budgeted to decline
to 1.7 per cent during 2008-09, although the share
of capital outlay in the total capital expenditure is
budgeted to increase to 91.1 per cent in 2008-09
from 87.1 per cent in 2007-08 on account of higher
defence outlay. The share of defence capital outlay
would increase from 44.2 per cent of total capital
expenditure in 2007-08 to 51.8 per cent in 2008-09
with a concomitant decline in the share of non-

defence capital outlay from 55.8 per cent to 48.2
per cent.

11.4.18 Amongst major development expenditures,
the allocation to education as a proportion to total
expenditure is budgeted to increase during
2008-09. The combined expenditure on education
and health is envisaged to rise from 5.8 per cent of
total expenditure during 2007-08 to 6.5 per cent in
2008-09. The shares of agriculture and rural
development in the total expenditure are, however,
budgeted to marginally decline (Table 2.48).

Financing of Gross Fiscal Deficit

I1.4.19 An analysis of the financing pattern of GFD
reveals that the share of net market borrowings
(excluding allocations budgeted under MSS) would
decline to 74.3 per cent of the GFD in 2008-09 from
77.1 per cent in 2007-08. External assistance would
finance 8.2 per cent of GFD as compared with
6.9 per cent in 2007-08. Investments by the NSSF in
the special Central Government securities are
budgeted to finance 7.4 per cent of GFD in 2008-09,
as against (-) 1.3 per cent last year. During 2008-09,
draw down of cash balances is budgeted to finance
5.4 per cent of GFD as against the buildup of cash
balances in the previous year (Table 2.49).

11.4.20 Apart from the Plan outlay (Plan ‘A’) of
Rs.2,43,386 crore, the Union Budget 2008-09
proposed Plan ‘B’ for mobilising additional resources
of Rs.10,000 crore through better tax administration

Table 2.46: Subsidies of the Centre

(Rupees crore)

Item 2003-04 2004-05 2005-06 2006-07 2007-08 RE 2008-09BE
1 2 3 4 5 7 8
Subsidies 44,323 45,957 47,522 57,125 69,742 71,431
(1.6) (1.5) (1.3) (1.4) (1.5) 1.3)

Of which:
i. Food 25,181 25,798 23,077 24,014 31,546 32,667
(0.9) (0.8) (0.6) (0.6) (0.7) (0.6)
ii. Fertiliser 11,847 15,879 18,460 26,222 30,501 30,986
(0.4) (0.5) (0.5) (0.6) (0.6) (0.6)
iii. Petroleum 6,351 2,956 2,683 2,699 2,882 2,884
(0.2) (0.1) (0.1) (0.1) (0.1) (0.1)

RE:Revised Estimates BE:Budget Estimates
Note : Figures in parentheses are percentages to GDP.
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Table 2.47 : Expenditure Pattern of the Centre

(Amount in Rupees crore)

Item 2006-07 2007-08  2008-09 Variation
(RE) (BE) 2007-08 2008-09
Amount Per cent Amount Per cent
1 2 3 4 5 6 7 8
Total Expenditure 5,83,387 6,73,842* 7,50,884 90,455 15.5 77,042 11.4
(14.1) (14.4) (14.2)
1. Non-Plan Expenditure 4,13,527 4,66,318* 5,07,498 52,791 12.8 41,180 8.8
(10.0) (9.9) (9.6)
i) Interest Payments 1,50,272 1,71,971 1,90,807 21,699 14.4 18,836 11.0
(3.6) (3.7) (3.6)
ii) Defence Expenditure 85,510 92,500 1,05,600 6,990 8.2 13,100 14.2
(2.1) (2.0) (2.0)
iy Subsidies 57,125 69,742 71,431 12,617 22.1 1,689 2.4
(1.4) (1.5) (1.3)
iv) Grants to States 35,734 36,432 43,294 698 2.0 6,862 18.8
(0.9) (0.8) (0.8)
v) Other non-Plan Expenditure 84,886 95,673* 96,366 10,787 12.7 -2,307 -(2.4)
(2.0) (2.0) (1.8)
2. Plan Expenditure 1,69,860 2,07,524 2,43,386 37,664 22.2 35,862 17.3
(4.1) (4.4) (4.6)
i) Budgetary Support to Central Plan 1,24,342 1,48,669 1,79,954 24,327 19.6 31,285 21.0
(3.0) (3.2) (3.4)
i) Central Assistance for State and UT Plans 45,518 58,855 63,432 13,337 29.3 4,577 7.8
(1.2) (1.3) (1.2)
Memo:
Grants 91,621 1,06,025 1,23,340 14,404 15.7 17,315 16.3
Loans 8,524 10,992 8,243 2,468 29.0 -2,749 -25.0

BE : Budget Estimate. RE: Revised Estimate.
* : Adjusted for an amount of Rs. 35,531 crore on account of transactions relating to transfer of the Reserve Bank’s stake in SBI to the

Government.

Note : Figures in parentheses are percentages to GDP.

which will be allocated to key areas such as
agriculture, rural development, health and urban
infrastructure. The key fiscal indicators such as
revenue deficit, non-plan expenditure and gross tax
revenue relative to GDP for 2008-09 are budgeted
higher than the Eleventh Plan projections (Table
2.50).

11.4.21 Although the Central Government’s fiscal
deficit is budgeted to decline, it continues to remain
considerably higher than several other emerging
market economies (Table 2.51).

Extra-Budgetary Items

I1.4.22 Recognising that revenue deficit and GFD
do notinclude the Government’s liabilities on account

Table 2.48 : Expenditure on Select Development
Heads of the Centre
(Per cent to GDP)

ltem 2007-08(RE) 2008-09(BE)
1 2 3
Agriculture 62,442 68,612
(9-3) (9-1)
Education 25,428 33,923
(3.8) (4.5)
Health 13,187 15,249
(2.0) (2.0)
Rural Development 17,385 18,562
(2.6) (2.5)
Irrigation 385 567
(0.1) (0.1)

Note: 1. Figures in parentheses are percentages to total
expenditure.

2. Total expenditure for 2007-08 (RE) has been adjusted
to exclude transactions relating to transfer of the

Reserve Bank’s stake in SBI.
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Table 2.49 : Financing Pattern of Gross Fiscal Table 2.50 : Eleventh Plan Projections vis-a-vis
Deficit of the Centre the Budget Estimates
(Amount in Rupees crore) (Per cent to GDP)
ltem 2007-08 2008-09 ltem 2008-09
(RE) (BE) Eleventh Plan Budget
1 2 3 Projections  Estimates
Gross Fiscal Deficit 1,43,653 1,33,287 1 2 3
Financed by: Centre
y: i 1. Gross Budgetary Support to Plan 4.51 4.59
Market Borrowings 1,10,727 99,000 of which:
(77.1) (74.3) (i) Plan revenue Expenditure 2.34 3.96
Securities against Small Savings -1,802 9,873 2. Total Non-Plan 9.16 9.57
-(1.3) (7.4) of which:
External Assistance 9,970 10,989 (i) Interest Payments 3.18 3.60
(6.9) (8.2) (i) Defence 2.20 1.99
State Provident Funds 4,800 4,800 (iv) Non-Plan grants to States 0.72 0.82
(3.3) (3.6) (v) Subsidies 1.03 1.35
NSSF 11,174 53 3. Total Expenditure 13.67 14.16
(7.8) (0.0) 4. Gross tax revenue 11.83 12.97
Reserve Funds 3,504 -972 Less: Share of States 3.22 3.37
(2.4) -(0.7) 5. Net Tax to the Centre 8.62 9.56
Deposit and Advances 7,807 8629 6. Non-tax Revenue 1.82 1.81
(5.4) (6.5) 7. Total Revenue Receipts 10.44 11.37
Postal Insurance and Life Annuity Funds 3,045 4,123 8. Gross Fiscal Deficit 3.00 2.51
2.1) 3.1) 9. Revenue Deficit 0.00 1.04
Draw Down of Cash Balances -18,184 7,225
-(12.7) (5.4) Central Government Finances: April-June 2008
Others # 12,612 -10,433
(8.8) -(7.8) 11.4.23 Revenue receipts of the Union Government
# : Including savings (taxable) bonds 2003 and deposit scheme as a proportion to the budget estimates, improved

for retiring employees.
Note: Figures in parentheses are percentages to GFD.

to 13.7 per cent in April-June 2008 from 13.2 per
centin April-June 2007 reflecting higher tax and non-
of oil, food and fertiliser, the Budget 2008-09 has tax revenues. Total expenditure as a proportion of
reported these figures for 2007-08 as below the line ~ Pudget estimates, at 22.5 per cent, was higher than
items in the ‘Budget at a Glance'. This is a major 21.2 per cent in April-June 2007(net of acquisition

step towards bringing about greater transparency cost of Fhe Resgrve Ba'mk’s stake m, SBI). While plan
- . expenditure during April-June 2008 increased by 29.8
in fiscal accounting (Box 11.13).

per cent over the corresponding period of the

Table 2.51: Deficit and Debt Indicators of the Central Government — Select Countries
(As per cent of GDP)

Country Fiscal Deficit Public debt

2004 2005 2006 2007 2004 2005 2006 2007
1 2 3 4 5 6 7 8 9
China 1.3 1.2 0.8 -0.7 18.5 17.9 17.3 p .
Republic of Korea 0.5 -0.1 1.3 1.5 25.2 29.5 32.2 333p
India 4.0 4.1 3.5 2.8 63.3 63.1 61.2 61.7
Indonesia 1.1 0.5 1.0 1.2 55.2 45.6 38.6 35.7 p
Malaysia 4.1 3.6 3.3 3.2 66.7 62.5 56.5 p 55.6 p
Thailand -0.1 0.6 -1.1 1.7 49.3 47.3 40.3 37.5

... Not Available p: Projection

Note : Negative sign indicates surplus

Source : 1) Asia Economic Monitor, July 2008, Asian Development Bank;
2) Union Budget documents, Government of India; 3) Provisional Accounts of Union Government for 2007-08,
Controller General of Accounts, Government of India.
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Box 11.13
Extra-budgetary Items and Government Finances

The international code on fiscal transparency underlines
the need for the public to be provided with comprehensive
information on past, current and projected fiscal activity,
and on major risks (IMF, 2007). The code urges the
Governments to cover all their budgetary and extra-budgetary
activities in their budget documents, including final
accounts. In India, extra-budgetary items or off-budget items
have become a significant component of liabilities of the
Government, particularly in the recent past. The ‘Economic
Outlook for 2007-08’ released by the Economic Advisory
Council to the Prime Minister in July 2007 also observed
that there were substantial off-budget liabilities which
needed to be taken account of.

The Central Government, besides providing explicit
subsidies on petroleum, food and fertiliser, has also been
periodically issuing special bonds to the oil marketing
companies (since 1997-98), the Food Corporation of India
(FCI) (in 2006-07) and fertiliser companies (in 2007-08) to
support them. The issuance of these bonds per se is
considered to be fiscal deficit neutral since they do not
involve cash flow and are, therefore, not treated as part of
budgetary expenditure/receipts. According to the existing
accounting practice, the issuance of oil bonds and other
similar bonds is reflected in the Annual Financial Statement
(AFS) of the Union Budget under the public account and a
matching transaction is shown under revenue expenditure
for settlement of claims with oil companies/fertiliser
companies. These transactions are then netted out of the
revenue account of the expenditure budget and the capital
account of the receipts budget through the respective
reconciliation statements. However, these bonds have
fiscal implications as they add to the liability of the
Government. Furthermore, as interest payments on such

preceding year, non-plan expenditure (adjusted for
acquisition cost of the Reserve Bank’s stake in SBI
in 2007) increased by 10.3 per cent. As a proportion
to the budget estimates, revenue deficit increased
to 138.7 per cent during April-June 2008 from 96.0
per cent in the corresponding period of 2007. During
April-June 2008, GFD at Rs.86,126 crore constituted
64.6 per cent of the budget estimates as compared
with 50.9 per cent during the corresponding period
of 2007 (net of acquisition cost of the Reserve
Bank’s stake in SBI).

State Budgets 2008-09

I.4.24 The State Governments in their budgets for
2008-09 committed to carry forward the process of
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bonds are treated as part of the revenue expenditure, they
affect the revenue deficit and, thereby, the fiscal deficit on a
continuing basis.

Recognising that the revenue deficit and GFD were
understated to the extent the Government incurred liabilities
on account of oil, food and fertiliser bonds, the Union Budget
2008-09 explicitly reported the off-budget items as below
the line items in the summary budget statement, viz.,
‘Budget at a Glance’, as a first step towards bringing
transparency in the operations of these items. The revised
estimates for 2007-08 placed the issuance of special
securities at Rs.18,757 crore, of which Rs.11,257 crore
were issued to oil marketing companies and Rs.7,500 crore
to fertiliser companies in lieu of subsidies. During 2007-
08, the actual issuance of special securities to oil
companies as compensation for under-recoveries and for
settlement of contingent liabilities amounted to Rs.20,333
crore and Rs.221 crore, respectively. Special securities
issued to fertiliser companies as compensation for fertiliser
subsidy amounted to Rs.7,500 crore. The Central
Government also issued special securities amounting to
Rs.9,996 crore to State Bank of India (SBI) as its
subscription towards SBI’s rights issue of equity shares.

References

1. Government of India (2007), ‘Economic Outlook for
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fiscal correction and consolidation. The consolidated
revenue surplus of the States is expected to be
Rs.28,426 crore (0.54 per cent of GDP) in 2008-09
(BE) as compared with Rs.22,526 crore (0.48 per
cent of GDP) in 2007-08 (RE). As aresult, GFD as
a per cent of GDP is expected to decline to 2.1 per
cent in 2008-09 (BE) from 2.3 per cent in 2007-08
(RE). The consolidated primary deficit is budgeted
at 0.1 per cent of GDP in 2008-09 (BE), the same as
in the preceding year (Table 2.52 and see Appendix
Table 30).

11.4.25 The improvement in the revenue account
during 2008-09 is budgeted to be mainly achieved
through increase in revenue receipts, which would
emanate from increase in States’ own tax revenue,
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Table 2.52: Major Deficit Indicators of the State Governments

(Amount in Rupees crore)

Item 1990-95 1995-00 2000-05 2005-06 2006-07 2007-08 2007-08 2008-09
Average BE RE BE
1 2 3 4 5 6 7 8 9
Gross Fiscal Deficit 90,084 77,509 108,323 107,958 112,653
(2.8) (3.4) (4.0) (2.5) (1.9) (2.3) (2.3) (2.2)
Revenue Deficit 7,013 -24,857 -11,973 -22,526 -28,426
(0.7) 1.7) (2.2) (0.2) -(0.6) -(0.3) -(0.5) -(0.5)
Primary Deficit 6,060 -15,654 5,648 5,080 4,270
(1.2) (1.4) (1.3) (0.2) -(0.4) (0.2) (0.2) (0.2)

BE : Budget Estimates. RE: Revised Estimates.

Note : (1) Negative (-) sign indicates surplus.
(2) Figures in parentheses are percentages to GDP.
(3) Data on GDP for 2006-07 are based on CSO'’s Quick Estimates, while for 2007-08 are based on its Revised Estimates. Data on GDP for
2008-09 are as per the Union Budget Documents, 2008-09.
Source : Budget Documents of the State Governments.

shareable taxes and grants from the Centre significance under the rule-based fiscal framework
(Table 2.53). One of the ways to create fiscal space on account of implicit cap on financing of expenditure
is revenue augmentation, which has assumed added by borrowings (Box 11.14).

Table 2.53: Aggregate Receipts of the State Governments

(Amount in Rupees crore)

Item 1990-95 1995-00 2000-05 2005-06 2006-07 2007-08 2007-08 2008-09 Percentage variation

Average BE RE BE Col.8/6 Col.8/7 Col.9/8

1 2 3 4 5 6 7 8 9 10 11 12

Aggregate Receipts (1+2) 5,95,627 6,73,358 7,67,695 7,63,367 8,95,307 13.4 -0.6 17.3
(16.0) (14.8) (17.2) (16.6) (16.2) (16.3) (16.2) (16.9)

1. Total Revenue Receipts (a+b) 4,31,020 5,30,556 6,06,733 6,28,742 7,19,835 18.5 3.6 14.5
(12.0) (10.7) (11.2) (12.0) (12.8) (12.9) (13.3) (13.6)

(a) States’ Own Revenue 2,60,246 3,15,812 3,53,229 3,55,970 4,03,658 12.7 0.8 13.4
(7.2) (6.7) (7.0) (7.3) (7.6) (7.5) (7.6) (7.6)

States’ Own Tax 2,12,307 2,52,548 2,94,038 2,93,392 3,36,810 16.2 -0.2 14.8
(5.3) (5.1) (5.6) (5.9) (6.1) (6.2) (6.2) (6.4)

States’ Own non-Tax 47,939 63,263 59,191 62,578 66,848 -1.1 5.7 6.8
(1.8) (1.6) (2.4) (1.3) (1.5) (1.3) (1.3) (1.3)

(b) Central Transfers 1,70,774 2,14,744 2,53,504 2,72,773 3,16,177 27.0 7.6 15.9
(4.8) (4.0) (4.2) (4.8) (5.2) (5.4) (5.8) (6.0)

Shareable Taxes 94,024 1,20,293 1,36,184 1,48,134 1,73,147 23.1 8.8 16.9
(2.6) (2.4) (2.4) (2.6) (2.9) (2.9) (3.1) (3.3)

Central Grants 76,750 94,451 1,17,320 1,24,638 1,43,030 32.0 6.2 14.8
(2.3) (1.6) (1.8) (2.1) (2.3) (2.5) (2.6) (2.7)

2. Capital Receipts (a+b) 1,64,607 1,42,802 1,60,962 1,34,625 1,75,472 -5.7 -16.4 30.3
(4.0) (4.2) (6.0) (4.6) (3.4) (3.4) (2.9) (3.3)

(a) Loans from Centre@ 8,097 5,529 14,918 11,291 15,349 104.2 -24.3 35.9
(1.9) 1.7) (2.0) (0.2) (0.2) (0.3) (0.2) (0.3)

(b) Others Capital Receipts 1,56,510 1,37,273 1,46,043 1,23,334 1,60,123 -10.2 -15.5 29.8
(2.1) (2.4) (5.0) (4.4) (3.3) (3.2) (2.6) (3.0

BE : Budget Estimates. RE: Revised Estimates.

@ : With the change in the system of accounting with effect from 1999-2000, States’ share in small savings which was included earlier under loans
from Centre is included under internal debt and shown as special securities issued to National Small Savings Fund (NSSF) of the Central
Government. The data for the years prior to 1999-2000 as reported in this Table, however, exclude loans against small savings, for the purpose
of comparability.

Note : Figures in parentheses are percentages to GDP.

Source: Budget Documents of the State Governments.
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Box 1.14
Fiscal Space at the Sub-National Government Level

Fiscal space has been conceptualised in several ways
and is still an evolving term. It can be defined as ‘the gap
between the current level of expenditure and the maximum
level of expenditure a government can undertake without
impairing its solvency’ (IMF-World Bank, 2006). It can also
be defined as ‘the availability of budgetary room that allows
a government to provide resources for a desired purpose
without any prejudice to the sustainability of a government’s
financial position’ (Heller, 2005). Both these definitions
conceptualise fiscal space in residual terms (‘gap’ or
‘room’). In contrast, fiscal space is also characterised as
‘concrete policy actions for enhancing domestic resource
mobilisation and the reforms necessary to secure the
enabling governance, institutional and economic
environment for these policy actions to be effective’ (Roy et
al, 2007). The focus on domestic resource mobilisation in
this definition underscores the fact that ultimately the
sustainability and solvency of an economy depends on
(a) the extent to which domestic financing mechanisms
are able to support public expenditures; and (b) the fact
that the mobilisation of resources in a sustainable manner
is a function of political economy context within which fiscal
space is secured.

In operational terms, fiscal space is a country-specific
matter. For developing countries, fiscal space may seem a
more immediate issue than in advanced countries as it
would provide additional fiscal room that can go for some
meritorious public spending such as health, education and
infrastructure, which, in turn, would increase medium-term
growth and expand the revenue base of the economy in the
long-run. However, while creating fiscal space for a
particular activity, the Governments would need to assess
whether any future expenditure related to it could be met
from the normal future revenue of the Government. If the
fiscal space is created for repaying the past debt of the
Government, the Government can save money on account
of interest outflow in future (Tanzi, 2007). In contrast, if the
future budgetary resources of the Government are tied up
with the projected committed expenditure of the
Government, it would create a negative fiscal space for the
meritorious expenditure of the Government in future.

Fiscal space assumes significance in the context of the
finances of sub-national Governments, since they have
greater expenditure responsibilities than the Central
Government. The fiscal space at the sub-national level can
be created in a number of ways such as increasing tax
rates, strengthening tax administration, cutting down low
priority expenditure, implementing expenditure
programmes efficiently, raising additional borrowings and
acquiring higher transfers from the Central Government
(Heller, 2005). Though cutting down low priority expenditure
is a desirable way of creating fiscal space, there is a need
to ensure that in doing so a particular sector is not
weakened, so as to avoid the costs of rebuilding the entire
sector in future. Similarly, if fiscal space is created through
additional borrowings, it should be assessed in terms of
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its impact on the Government’'s capacity to generate the
revenue needed to service that debt.

Creation of fiscal space is critical in India in order to reap
the benefits of demographic dividend in the coming
decades. The Eleventh Five Year Plan document has stated
that for achieving the growth target of 9 per cent, it is
important to overcome the infrastructure deficit in the
country. Creating fiscal space would enable the undertaking
of large investment in both social and physical infrastructure
sectors of the country. In India, raising the ratio of States’
own tax to Gross State Domestic Product (GSDP) would be
a possible way of creating fiscal space at the sub-national
level. Initiating measures aimed at increasing tax revenue
and reducing non-developmental expenditure would directly
create fiscal space at the sub-national Government level in
India. Apart from these, better targeting of subsidies can
also create fiscal space by cutting down non-merit
subsidies.

The Debt Swap Scheme (DSS) operated during 2002-05
and Debt Consolidation and Relief Facility (DCRF)
recommended by the Twelfth Finance Commission have
created fiscal space at the State level in India by reducing
the expenditure on interest payments. It has been the
endeavour of some States to create earmarked fiscal space
through Special Purpose Vehicles (SPV). The States may
take adequate care to assess the rate of return of the
projects financed by SPVs to avoid pressure on their
budgets in future. In recent years, the State Governments
have also initiated some one-off measures such as sale
of land and property to create fiscal space. However, if the
expenditure financed by such fiscal space demands more
expenditure in future, it may exert pressure on the normal
budget in future. Furthermore, many State Governments
have used public-private partnership (PPP) as a way to
create fiscal space mainly for financing infrastructure.
Through PPP, State Governments can access the private
funds in a non-debt creating manner to finance the public
projects.
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Table 2.54: Expenditure Pattern of the State Governments

(Amount in Rupees crore)

Item 1990-95 1995-00 2000-05 2005-06 2006-07 2007-08 2007-08 2008-09  Percentage variation

Average BE RE BE Col.8/6 Col.8/7 Col.9/8

1 2 3 4 5 6 7 8 9 10 11 12

Aggregate Expenditure 561,682 6,57,280 7,66,620 7,87,489 8,92,783 19.8 2.7 13.4
(1+2 =3+4+5) (15.9) (14.9) (17.1) (15.7) (15.9) (16.3) (16.7) (16.8)

1. Revenue Expenditure 4,38,034 5,05,699 5,94,760 6,06,216 6,91,409 19.9 1.9 14.1
of which: (12.7) (12.4) (13.4) (12.2) (12.2) (12.6) (12.9) (13.0)

Interest Payments 84,024 93,164 1,02,675 1,02,878 1,08,383 10.4 0.2 5.4
1.7) (2.0) (2.7) (2.3) (2.2) (2.2) (2.2) (2.0)

2. Capital Expenditure 1,23,648 1,51,582 1,71,859 1,81,273 2,01,374 19.6 5.5 11.1
of which: (3.2) (2.5) (3.6) (3.5) (3.7) (3.6) (3.8) (3.8)

Capital Outlay 77,559 98,063 1,18,796 1,28,331 1,45,159 30.9 8.0 13.1
(1.5) (1.4) (1.6) (2.2) (2.4) (2.5) (2.7) (2.7)

3. Development Expenditure 3,30,044 3,92,165 4,67,695 4,93,563 5,57,116 25.9 5.5 12.9
(10.7) (9.4) (9.4) 9.2) (9.5) (9.9) (10.5) (10.5)

4. Non-Development Expenditure 1,90,021 2,11,872 2,46,130 2,41,019 2,75,609 13.8 -2.1 14.4
(4.3) (4.8) (5.9) (5.3) (5.1) (5.2) (5.1) (5.2)

5. Others* 41,617 53,243 52,794 52,907 60,058 -0.6 0.2 13.5
(0.9) (0.7) .7) (1.2) (1.3) (1.2) (1.1) (1.2)

BE : Budget Estimates. RE: Revised Estimates.

*

loans to the Centre.
Note : Figures in parentheses are percentages to GDP.
Source : Budget Documents of the State Governments.

11.4.26 The increase in revenue surplus would also
be facilitated by deceleration in revenue expenditure,
particularly in interest payments and pension. Capital
outlay, as a ratio to GDP, would be maintained at 2.7
per cent in 2008-09 (BE) as in the previous year. It
is important to note that while the development
expenditure is budgeted to decelerate in 2008-09
(BE) over the previous year, non-development
expenditure is budgeted to accelerate (Table 2.54).
The deceleration of development expenditure is a
cause for concern as the public expenditure on
development heads is important for social and
economic development. It is important for the State
Governments to take appropriate expenditure
rationalisation measures to lay emphasis on provision
of core public and merit goods (Box I11.15).

11.4.27 The revenue surplus, which was budgeted
at 0.5 per cent of GDP in 2008-09 (BE) would finance
a part of capital outlay. Market borrowings would be
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: Comprise Compensation and Assignments to local bodies, Grants-in-Aid and Contributions, Discharge of Internal Debt and Repayment of

the major financing item of GFD (56.7 per cent) in
2008-09 (BE), followed by special securities issued
to NSSF (19.8 per cent) and provident funds (11.5
per cent) (Table 2.55 and Appendix Table 32).

11.4.28 As regards resource transfer from the
Centre to States, a perusal of Union Budget 2008-
09 in conjunction with State Budgets reveals that
States have overestimated grants from the Centre
while shareable Central taxes have been
underestimated during 2008-09. The flows from
NSSF and loans from the Centre have also been
overestimated in State Budgets for 2008-09 as
compared with those announced in Union Budget
2008-09. Taking into account the data on devolution
and transfers from the Centre as indicated in the
Union Budget 2008-09, the States’ revenue
surpluses would be somewhat lower, while gross
fiscal deficit would be correspondingly higher than
those budgeted by the State Governments.
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Box 11.15
Pattern of Public Expenditure of the State Governments

According to the Indian Constitution, expenditure
responsibilities relating to the social sector and economic
infrastructure are largely assigned to the State
Governments. Enhancing human development levels
requires the States to step up their expenditure on key social
services like education and health along with improving
delivery mechanisms of public services to obtain the
desired outcomes. Within the framework of Fiscal
Responsibility Legislation (FRL), there are budgetary
constraints on substantially raising public expenditure
financed by deficit or borrowings. This necessitated the
adoption of a revenue-led strategy with measures of
expenditure rationalisation to gain fiscal space in
undertaking social and other development expenditures
by the State governments.

An assessment of the consolidated expenditure pattern of
the State Governments reveals that their average total
expenditure (revenue and capital) as a ratio to GDP declined
significantly from 15.9 per cent during 1991-95 to 14.9 per
cent during 1996-2000, reflecting decline in both revenue
and capital components (Table A). The ratio improved to
17.1 per cent during 2001-05, but declined to 15.9 per cent
in 2006-07. In contrast to the compression of aggregate
expenditure and revenue receipts in the second half of the
1990s which led to the deterioration of State finances, the
fiscal consolidation under the FRL framework in the current
decade brought about an increase in revenue receipts and
curtailment of revenue expenditure. The resultant
improvement in the revenue balances of the States
facilitated some rise in capital expenditure relative to GDP.

Given the limitation in increasing public expenditure, the
State Governments have been setting up Expenditure
Reform Commissions and undertaking several measures
in the direction of expenditure rationalisation. In view of the
predominance of non-development components in the
State Governments’ expenditure, however, the expenditure
reform has remained a challenge at the sub-national level.
With the rising level of fiscal deficits, interest payments
constituted a significant proportion of the expenditure of
the State Governments, rising from 1.7 per cent of GDP
during 1991-95 to 2.7 per cent of GDP during 2001-05. A
positive feature in recent years was the measures taken
towards reducing fiscal deficit under the fiscal consolidation
process and restructuring of the State Government
liabilities, which facilitated reduction in the ratio of interest
payments to GDP. After touching a peak of 2.9 per cent of
GDP in 2003-04, interest payments declined to 2.2 per cent
of GDP in 2006-07, primarily due to the Debt Swap Scheme
(2002-05) and Debt Consolidation and Relief Facility
recommended by the Twelfth Finance Commission.
Second, the rise of pension obligations, another important
non-discretionary component, from 0.6 per cent of GDP
during 1991-95 to 1.2 per cent during 2001-05 necessitated
the introduction of the New Pension Scheme (NPS) based
on defined contribution basis by 19 State Governments.
This tended to stabilise the pension obligations. Third, the
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Table A: Trends in Expenditure by State Governments
(Per cent to GDP)

Item 1990-91 1995-96 2000-01 2005-06 2006-07 2007-08 2008-09

to to to (RE)  (BE)
1994-95 1999-00 2004-05
(Average)
Total Expenditure (1+2) 15,9 14.9 17.1 15.7 159 16.7 16.8
1. Revenue Expenditure 12.7 12.4 13.4 12.2 12.2 12.9 13.0
of which:
(a) Interest Payments 1.7 2.0 2.7 2.3 2.2 2.2 2.0
(b) Pensions 0.6 0.8 1.2 1.1 1.1 1.2 1.2
(c) Administrative
Services 1.2 1.1 1.1 1.0 0.9 1.0 1.2
2. Capital Expenditure 3.2 2.5 3.6 3.5 3.7 3.8 3.8
of which:
(a) Capital Outlay 15 14 16 22 24 27 27
(b) Loans and Advances 0.9 0.6 0.5 0.4 03 04 03
Memo item:
(i) Development
Expenditure 107 9.4 94 9.2 9.5 10.5 10.5
(i) Social Sector
Expenditure 5.8 8.5 5.5 8.8 5.4 6.1 6.3
RE : Revised Estimates. BE : Budget Estimates.

Source: State Finances - A Study of Budgets, various years.

expenditure on administrative services has been relatively
stable in view of policy to arrest the growth of Government
personnel since the early 1990s.

Thus, the expenditure for development purposes showed
signs of improvement in the recent years. However, it was
still lower than the levels achieved in the early 1990s. The
average development expenditure (revenue and capital)
as a ratio to GDP declined from 10.7 per cent during 1990-
91 to 1994-95 to 9.4 per cent during 2001-05 but is
budgeted to increase to 10.5 per cent in 2008-09 (BE). The
average social sector expenditure (social services, rural
development and food storage and warehousing), as a
ratio to GDP, declined from 5.8 per cent to 5.5 per cent
between 1991-95 and 2001-05, but is budgeted to increase
to 6.3 per cent in 2008-09 (BE).

The ongoing pattern of expenditure by the States brings to
the fore a number of issues relating to public expenditure
management reforms. First, the States have to adhere to
fiscal discipline (hard budget constraints) under the rule-
based framework of FRL. Second, there is a need to improve
allocation towards development expenditure, particularly,
in view of the fiscal space being created on account of
decline in debt servicing in recent years. Third, the States
may reprioritise expenditure by focusing on provision of
core public and merit goods. Finally, the State Governments
may relate expenditures to outcomes in terms of quality,
reach and the impact of government expenditures.
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Table 2.55: Decomposition and Financing Pattern of Gross Fiscal Deficit of States

(Per cent)
ltem 1990-95  1995-00 2000-05 2005-06 2006-07 2007-08 2007-08 2008-09
Average BE RE BE
1 2 3 4 5 6 7 8 9
Decomposition (1+2+3-4) 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
1. Revenue Deficit 25.2 47.1 54.6 7.8 -32.1 -11.1 -20.9 -25.2
2. Capital Outlay 55.4 43.1 40.5 86.1 126.5 109.7 118.9 128.9
3. Net Lending 19.4 10.0 4.9 6.1 8.0 10.7 9.8 9.7
4. Non-debt capital receipts* - 0.2 - - 2.5 9.3 7.8 13.3
Financing (1 to 11)
1. Market Borrowings 16.1 16.4 26.4 17.0 16.8 24.3 58.9 56.7
2. Loans from Centre 48.8 39.7 4.3 - -12.2 6.0 2.9 5.9
3. Loans against Securities
Issued to NSSF - 28.9 # 40.2 81.9 72.9 49.6 9.1 19.8
4. Loans from LIC,NABARD,
NCDC, SBI & Other Banks 1.8 2.9 4.0 4.5 1.0 7.3 6.2 6.0
5. Provident Fund, etc. 17.6 16.2 10.1 11.6 13.4 11.4 11.3 11.5
6. Reserve Funds 6.8 5.6 5.0 5.8 9.8 3.9 -8.9 11
7. Deposits & Advances 9.9 9.9 4.2 8.1 16.5 1.4 4.7 4.3
8. Suspense & Miscellaneous 4.3 2.8 -0.8 8.8 6.1 -1.3 -4.5 -1.6
9. Remittances -1.4 -3.7 0.7 0.1 -0.4 - -0.3 0.1
10. Others 0.7 1.4 4.7 - -3.3 -1.5 -1.6 -1.4
11. Overall Surplus (-)/Deficit (+) -4.5 3.0 1.2 -37.7 -20.7 -1.0 22.3 -2.2

BE : Budget Estimates. RE: Revised Estimates.

* : Includes proceeds from disinvestment and sale of land.

#

Note
Settlement and Contingency Fund.

Source : Budget Documents of the State Governments.

Combined Finances for 2008-09

11.4.29 An overview of the combined budgetary
position of the Central and State Governments for
2008-09 indicates that the key deficit indicators are
budgeted to decline significantly, both in absolute

Table 2.56: Measures of Deficit of the Central
and State Governments

Year Amount Per cent to GDP
(Rupees crore)
Gross Revenue Primary Gross Revenue Primary
Fiscal Deficit Deficit Fiscal Deficit Deficit
Deficit Deficit
1 2 3 4 5) 6 7
1990-91 53,580 23,871 28,585 9.4 4.2 5.0
1995-96 77,671 37,932 18,598 6.5 3.2 1.6
2000-01 1,99,852 1,38,803 75,035 9.5 6.6 3.6
2002-03 2,34,987 1,62,990 75,927 9.6 6.6 3.1
2003-04 2,34,501 1,59,408 56,928 8.5 5.8 2.1
2004-05 2,34,721 1,14,761 42,408 7.5 3.6 1.3
2005-06 2,39,560 99,312 35,583 6.7 2.8 1.0
2006-07 2,30,432 55,366 -399 5.6 1.3 0.0
2007-08
RE 2,47,831 40,959 -15,905 5.3 0.9 -0.3
2008-09
BE 2,44,460 26,758 -43,017 4.6 0.5 -0.8

BE: Budget Estimates. RE: Revised Estimates.
Note : Data in respect of the States relate to the Budgets of 28 States.

- : Not applicable/Negligible.

: Pertains to only 1999-2000 as it was introduced from that year.
: "Others" include Compensation and other bonds, Loans from other institutions, Appropriation to Contingency Fund, Inter-state
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terms and in terms of GDP (Table 2.56). A
noteworthy feature of the combined budgetary
position is the continued reduction witnessed in
revenue deficit in the recent years including 2008-
09 (BE) on account of the buildup of sizeable surplus
in the revenue account of consolidated State
finances and a reduction of revenue deficit of the
Central Government under the rule-based FRBM
framework.

11.4.30 Revenue receipts are budgeted to increase
mainly on account of increase in tax revenue (Table
2.57). The combined tax-GDP ratio is budgeted to
increase to 19.2 per cent in 2008-09 from 18.5 per
centin 2007-08. On the expenditure side, the share
of development expenditure in total expenditure is
budgeted to improve to 56.2 per cent during 2008-
09 BE from 54.4 per cent in 2007-08 RE.

11.4.31 Market borrowings are budgeted to finance
a lower proportion of the combined GFD during
2008-09 than in the preceding year. While the share
of state provident funds is budgeted to increase
marginally, the contribution of small savings to GFD
financing is budgeted to increase significantly during
2008-09 mainly due to the base effect (Table 2.58).
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Table 2.57: Combined Receipts and Disbursements
of the Centre and States
(Amount in Rupees crore)

Table 2.59: Combined Expenditure of the Centre
and States on the Social Sector
(Amount in Rupees crore)

Items 2007-08 RE2008-09 BE Variation Items 2006-07 2007-08 2007-08 2008-09
Amount Per cent BE RE BE
1 2 3 4 5 1 2 & 4 5
Total Receipts (A_+B) 13,31,711 14,88,330 1,56,619 11.8 Expenditure on
A. Revenue Recelpts (1+2) 10,55,165 12,08,804 1,53,639 14.6 Social Sector * 3,25,351 3,71,877 3,87,527 4,50,151
(22.4) (22.8) Of which:
1. Tax Receipts (a+b) 8,73,299 10,17,107 1,43,808 16.5 :
18.5 19.2 Social Services 2,41,340 2,96,212 3,05,290 3,59,181
(18.5) (19.2)
a) Direct Taxes 3,42,750 4,08,659 65,909 19.2 Of which:
_ (7.3) (7.7) i) Education 1,14,744 1,33,284 1,35,679 1,60,642
b) Indirect Taxes 5,30,549 6,08,448 77,899 14.7 - .
(11.3) (11.5) i) Medical &
2. Non Tax Receipts 1,81,866 1,91,697 9,831 5.4 Public Health 52,126 65,158 66,423 75,055
B. Capital Recei 2 76(2.;;2 2 79(2-26(% 2,980 1.1 Al dcles
. Capital Receipts ,76, 79, , . - -
P P (5.9) (5.3) Expenditure on Social Sector 7.8 7.9 8.2 8.5
Total Disbursements (C+D) 13,55,830 14,85,535 1,29,705 9.6 Of which:
(28.8) (28.0) Social Services 5.8 6.3 6.5 6.8
< gevelodptnﬂent 7,36,974# 8,34,345 97,371 13.2 Of which:
xpenditure ,36, ,34, , . . .
(15.6) (15.7) i) Education 2.8 2.8 2.9 3.0
D. Non_Deve|0pmen[ ||) Medical & Public Health 1.3 1.4 1.4 1.4
Expenditure 61(81351(; 6531;'93(; 32,334 5.2 Per cent of total expenditure
- - Expenditure on Social Sector 29.3 28.4 28.6 30.3
RE : Revised Estimates. BE: Budget Estimates. Of which:
#: Includlng an ar_nount of Rs.35,531 crore on a’ccount (_)f Sl S 218 226 295 242
transactions relating to transfer of the Reserve Bank’s stake in )
SBI to the Government of India. Of which:
Note:1. Figures in parentheses are percentages to GDP. i) Education 10.3 10.2 10.0 10.8
2. Data in respect of the States relate to the Budgets of 28 ii) Medical & Public Health 4.7 5.0 4.9 5.1

States.

Social Sector Expenditure

11.4.32 The combined social sector expenditure as
a proportion to GDP is budgeted to increase by 0.3
percentage point of GDP to 8.5 per cent during
2008-09 (Table 2.59). The share of expenditure on

*: Expenditure on social sector includes expenditure on social services,
rural development and food subsidies.

Note: Data in respect of the States relate to the Budgets of 28 States.

education would constitute 44.6 per cent of social
services, marginally higher than that of the preceding
year.

Table 2.58: Financing of Gross Fiscal Deficit of the Centre and States

(Rupees crore)

Year Market  State Provident Small External Others Gross
Borrowings Funds Savings Borrowings Fiscal

Deficit

1 2 3 4 5 6 7
2005-06 1,21,546 15,388 89,836 7,472 5,318 2,39,560
(50.7) (6.4) (37.5) 3.1) (2.2) (100.0)

2006-07 1,27,858 15,188 63,746 8,472 15,168 2,30,432
(55.5) (6.6) (27.7) 3.7) (6.6) (100.0)

2007-08 BE 1,37,134 15,659 57,500 9,111 36,882 2,56,286
(53.5) (6.1) (22.4) (3.6) (14.4) (200.0)

2007-08 RE 1,74,280 15,193 8,827 9,970 39,561 2,47,831
(70.3) (6.1) (3.6) (4.0) (16.0) (100.0)

2008-09 BE 1,62,842 16,301 28,498 10,989 25,830 2,44,460
(66.6) (6.7) (11.7) (4.5) (10.6) (100.0)

BE: Budget Estimates. RE: Revised Estimates.
Note: 1. Figures in parentheses are percentages to GFD.

2. Data in respect of the States relate to the Budgets of 28 States.
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I1.4.33 To sum up, the combined finances of the
Central and State Governments are budgeted to
show a significant improvement during 2008-09
largely due to marked improvement in State finances.
The key deficit indicators of both the Central and
the State Governments during 2008-09 are budgeted
to be lower than a year ago on account of the
expected surpluses in the revenue accounts of
several State Governments. The fiscal consolidation
process is envisaged to be carried forward through
an increase in tax-GDP ratio, aided by the sustained
economic growth and stable tax environment.
However, implementation of the Sixth Pay Commission
recommendations, expenditures under the farm debt
waiver scheme, and the need for enhanced oil,
fertiliser and food subsidies will give rise to renewed
fiscal pressures.

V. FINANCIAL MARKETS

I1.5.1 Global financial markets remained turbulent
during most part of 2007-08. The turmoil, which
erupted in the US sub-prime mortgage market,
gradually deepened and spilled over to other market
segments leading to surge in liquidity demand. Apart
from taking action at individual level, central banks
in advanced economies also initiated measures in a
more collaborative manner to ease liquidity stress in
financial markets. Concerns about slowdown in the
real economy propelled a broad-based re-pricing of
growth risk by the end of 2007. Elevated inflationary
pressures in many economies reflected historical
peaks in crude oil prices and higher commodity
prices. Equity markets in advanced economies
declined during most of the year, while those in
emerging market economies (EMESs) declined sharply
from January 2008. Long-term government bond
yields in advanced economies softened, reflecting
flight to safety by investors and easing of monetary
policy in the US. In the currency markets, the US
dollar depreciated against major currencies.

I1.5.2 Financial markets in India remained relatively
unaffected by the turbulence overseas during 2007-
08, except for the equity market which witnessed
occasional bouts of volatility, especially beginning
the second week of January 2008 in tandem with
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trends in major international equity markets. For the
year as a whole, however, the equity market
registered positive gains. Brief spells of volatility were
also observed in the money market on account of
variations in capital flows and cash balances of the
Central Government with the Reserve Bank.
Movements in interest rates in the domestic money
market reflected mainly the impact of changes in
liquidity conditions with the banking system. After the
withdrawal of the ceiling of Rs. 3,000 crore on reverse
repo acceptances under the liquidity adjustment
facility (LAF) from August 6, 2007, interest rates in
the money market mostly moved within the reverse
repo and repo rates corridor during the remaining
part of the year. Interest rates in the collateralised
segments of the money market remained below the
call rate during the year. In the foreign exchange
market, the Indian rupee generally exhibited two-way
movements. Yields in the Government securities
market eased during most part of the year
(Table 2.60). Deposit rates of scheduled commercial
banks softened, particularly at the longer end of the
maturities.

INTERNATIONAL FINANCIAL MARKETS

I1.5.3 International financial markets witnessed
heightened uncertainties and turbulence during
2007-08 triggered by the crisis in the US sub-prime
mortgage market in August 2007. The crisis occurred
in the backdrop of an exceptional boom in credit
growth and leverage in the financial system, fuelled
by a long period of benign economic and financial
conditions, including historically low real interest
rates, low financial market volatility and abundant
liquidity. Investor appetite for high returns in a low
interest rate environment and a general feeling of
complacency encouraged market participants to
undertake increasingly higher risks. This stimulated
further financial innovations for unbundling and
distributing risks through financial markets and
boosted demand for a range of high yielding and
complex financial products such as asset-backed
securities (ABSSs), collateralised debt obligations
(CDOs) and credit default swaps (CDSs). Banks and
other financial institutions gave substantial impetus
to this process by establishing off-balance sheet



ANNUAL REPORT

funding. Both the banks and rating agencies
misjudged the liquidity and concentration risks
involved in these products. According to the IMF’s
assessment in April 20084, the recent financial
market turbulence has developed into the largest
financial shock since the Great Depression, inflicting
heavy damage on markets and institutions at the
core of the financial system.

I.5.4 The sequence of the recent financial market
developments could be broadly classified into five
phases. The first phase, from mid-2007 to end-
September 2007, represents the genesis of the
turbulence and initial actions by central banks. The
second phase, from end-September 2007 to mid-

October 2007, corresponds to a brief spell of
recovery in response to repeated central bank
liquidity injections. The third phase, from mid-October
2007 to mid-March 2008, witnessed renewed
concerns of turbulence as the sub-prime lending
crisis gradually deepened and spilled over to markets
for other assets. Concerns about slowdown in the
real economy towards end-2007 also propelled a
broad-based further re-pricing of risk due to
emerging growth concerns. The fourth phase from
mid-March 2008 to end-May 2008 witnessed a
modest recovery in the international financial
markets. In the fifth phase from end-May 2008
onwards news about fresh write-downs and job
losses indicated renewed dislocations.

Table 2.60: Domestic Financial Markets at a Glance

Year/Month Call Money Govt. Securities Foreign Exchange Liquidity Management Equity

Average Average Average Average Average Average RBI's Average Average Average Average Average Average Average

Daily Call Daily 10-year Daily Exchange net 3-month MSS Daily Daily Daily BSE S&P
Turnover Rates* Turnover Yield@ Inter- Rate Foreign Forward Outstanding LAF BSE NSE Sensex** CNX
(Rupees (Per cent) in Govt. (Per cent) bank (Rupees Currency Premia (Rupees Outstanding Turnover Turnover Nifty**
crore) Securities Turnover per Sales (-)/ (Percent) crore)# (Rupees (Rupees (Rupees
(Rupees Uss US $) Purchases(+) crore) crore) crore)
crore)+ million) Uss
million)

1 2 3 4 5 6 7 8 9 10 1 12 13 14 15
2005-06 17,979 5.60 3,643 7.12 12,738 44.27 8,143 ## 1.60 58,792 10,986 3,248 6,253 8280 2513
2006-07 21,725 7.22 4,863 7.78 18,719 45.28 26,824 ## 2.14 37,698 21,973 3,832 7,812 12277 3572
2007-08 21,393 6.07 8,104 7.91 33,746P  40.24 78,203 ## 2.16 1,28,684 4,677 6,335 14,148 16569 4897
Jan 2007 22,360 8.18 4,822 771 21171 44.33 2,830 4.22 39,553 -10,738 4,380 8,757 13984 4037
Feb 2007 23,254 7.16 4,386 7.90 20,298 44.16 11,862 3.71 40,827 648 4,676 9,483 14143 4084
Mar 2007 23,217 14.07 2,991 8.00 25,992 44.03 2,307 451 52,944  -11,858 3,716 7,998 12858 3731
Apr 2007 29,689 8.33 4,636 8.10 29311 42.15 2,055 6.91 71,468 -8,937 3,935 8,428 13478 3947
May 2007 20,476 6.96 4,442 8.15 25,569 40.78 4,426 4.58 83,779 -6,397 4,706 9,885 14156 4184
Jun 2007 16,826 2.42 6,250 8.20 30,538 40.77 3,192 2.59 83,049 1,689 4,536 9,221 14334 4222
Jul 2007 16,581 0.73 13,273 794 32,586 40.41 11,428 1.12 82,996 2,230 5684 12,147 15253 4474
Aug 2007 23,603 6.31 6,882 7.95 31,994 40.82 1,815 1.59 1,00,454 21,729 4,820 10511 14779 4301
Sep 2007 21,991 6.41 5,859 7.92 36,768 40.34 11,867 145 1,17,674 16,558 6,157 13,302 16046 4660
Oct 2007 18,549 6.03 5,890 7.92 39452P 3951 12,544 1.12 1,58,907 36,665 9,049 20,709 18500 5457
Nov 2007 20,146 6.98 4,560 7.94 30,677P  39.44 7,827 140 1,75,952 -2,742 7,756 18,837 19260 5749
Dec 2007 16,249 7.50 7,704 7.91 31547P 39.44 2,731 1.64 1,64,606 -10,804 8,606 19,283 19827 5964
Jan 2008 27,531 6.69 19,182 7.61 38,008P  39.37 13,625 2.07 1,59,866 15,692 8,071 19,441 19326 5756
Feb 2008 22,716 7.06 12,693 7.57 40,441P  39.73 3,884 0.24 1,75,166 -1,294 5808 13,342 17728 5202
Mar 2008 22,364 7.37 5,881 7.69 38,617P  40.36 2,809 1.25 1,70,285 -8,271 6,166 14,056 15838 4770
Apr 2008 19,516 6.11 6,657 8.10 36,710P  40.02 4,325 2.68 1,70,726 26,359 5773 13,561 16291 4902
May 2008 19,481 6.62 6,780 8.04 31,868P 4213 148 2.45 1,75,565 11,841 6,084 13,896 16946 5029
Jun 2008 21,707 7.75 6,835 8.41 38,108P  42.82 -5,229 3.78 1,74,433 -8,622 5410 12,592 14997 4464
Jul 2008 (P) 24,736 8.76 5474 9.19 - 42.84 - 6.04 172,169 -27,961 5388 12,862 13717 4125
* . Average of daily weighted call money borrowing rates.  + : Average of daily outright turnover in Central Government dated securities.
@ : Average of daily closing rates. # Average of weekly outstanding MSS. bl Average of daily closing indices.
## : Cumulative for the financial year. LAF : Liquidity Adjustment Facility. MSS Market Stabilisation Scheme.
BSE : Bombay Stock Exchange Limited. NSE : National Stock Exchange of India Limited. P Provisional - : Not available.

Note : In column 11, (-) indicates injection of liquidity, while (+) indicates absorption of liquidity.

4 World Economic Outlook, and Global Financial Stability Report, International Monetary Fund, April 2008.
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I.5.5 Delinquency rates on sub-prime mortgages
(residential loans extended to individuals with poor
credit history) started rising markedly after mid-2005.
These losses were aggravated by a sharp fall in
financial market liquidity as investors became
reluctant to invest in such products. These events
resulted in a tightening in underwriting standards,
with fewer households qualifying for sub-prime loans.
Losses on mortgage exposures worsened following
adverse developments in the US housing market.
Many issuers of asset-backed commercial paper
(ABCP) programmes found it extremely difficult to
roll over the maturing asset backed paper into new
longer-term paper. The uncertainty over financial
system exposures spread to banks and hedge funds
outside the US as they disclosed their exposures to
the structured products with sub-prime mortgages
as underlying securities. The rating agencies also
announced that they would be downgrading asset
backed securities with underlying pools of sub-prime
mortgages.

I.5.6 As the activity in ABCP dwindled, concerns
about banks being forced to take ABCP exposures
on to their balance sheets generated apprehensions
about an impending credit crunch. Inability of
commercial paper issuing vehicles to finance at
longer maturities induced them to seek liquidity needs
from their sponsor banks, which, in turn, prompted
banks to hoard liquidity. The uncertainty about the
quality of counter-party assets also aggravated the
situation. The disturbances, thus, spilled over into
the short-term money markets, causing steep
increases in overnight interest rates in major
economies in August 2007 as banks sought to
conserve their own liquidity in the face of pressures
to absorb assets from off-balance-sheet vehicles for
which they were no longer able to obtain funding
and uncertainty about the size and distribution of
banks’ losses on holding of sub-prime securities and
other structure credits. The UK witnessed some of
the sharpest increases in the inter-bank rates as
liquidity requirements at the mortgage lender
Northern Rock became more pronounced eventually
triggering a bank run. The government bond yields
in industrialised countries declined sharply as
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markets sold off and investors retreated from risky
assets.

I.5.7 Central banks in the US and other affected
economies were, therefore, required to inject liquidity
in August 2007 to stabilise inter-bank markets. Open
market operations of increased size and maturity
were undertaken by the Bank of England, the
European Central Bank (ECB) and the US Federal
Reserve System. The types of securities against
which banks could borrow were broadened by the
US Fed and the ECB to include mortgage backed
securities. The US Fed also decided to accept ABCPs
as collateral. On August 16, 2007, the US Federal
Open Market Committee (FOMC) lowered its discount
rate by 50 basis points, bringing in some calmness
in markets. The Bank of England provided
emergency liquidity assistance to Northern Rock
bank. The US FOMC, at its meeting held on
September 18, 2007, decided to cut the fed funds
rate target by 50 basis points (bps) from 5.25 per
centto 4.75 per cent and correspondingly the federal
discount rate from 5.75 per cent to 5.25 per cent.
While the primary concern of the FOMC till August
2007 was the existence of inflationary pressures, the
risks to economic growth were indicated an added
concern in its September 18, 2007 statement.

I.5.8 In the second phase, the credit markets
recovered briefly in early October 2007 as a
consequence of successive central bank liquidity
injections into the inter-bank money markets and
lower policy rates in the US. In the third phase,
renewed concerns about the uncertainty in the US
housing market and direct and indirect exposures to
associated economic and financial risks from mid-
October 2007 led to widening of credit spreads.
Mirroring the developments in the US, credit spreads
widened in the Euro area. Market conditions
weakened for structured instruments, reflecting the
deteriorating asset quality and uncertainties about
valuation of structured credit products. This also
reflected the worsening of sentiment in the money
market beginning mid-October 2007 as liquidity
conditions became tight leading to rise in inter-bank
rates. The swap spreads between three-month inter-
bank interest rates and overnight index swaps rose
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sharply, reflecting greater preference for liquidity and
rising counterparty risk premia. Spreads also
increased sharply across other related market
segments, including securities backed by credit
cards, auto loans, student loans, and commercial
mortgages, as a result of concerns about rising
default rates, excessive leverage, and questionable
securitisation techniques. Market participants
evinced keen interest in government paper. Bond
yields also fell in anticipation of weakening of
economic activity and expectations of further
monetary policy easing in the US.

I1.5.9 The US Federal Reserve Board reduced its
fed funds rate target further by 25 basis points each
on October 31, 2007 and December 11, 2007 to
improve liquidity. The Bank of England and the Bank
of Canada also reduced their policy rates in
December 2007. In the situation of heightened
tensions and serious impairment of functioning of
the money markets, five central banks, viz., the Bank
of Canada, the Bank of England, the ECB, the
Federal Reserve and the Swiss National Bank (SNB)
announced measures on December 12, 2007 in a
collaborative manner to address elevated pressures.
Actions taken by the Federal Reserve included the
establishment of Term Auction Facility (TAF) and the
establishment of foreign exchange swap lines with
the ECB and the SNB. The TAF allowed a potentially
much larger pool of banks to bid for funds direct from
the Fed. The goal of the TAF was to reduce the
incentive for banks to hold cash and increase their
willingness to provide credits to households and firms.
The ECB announced that the Eurosystem would
conduct two US dollar liquidity-providing operations,
in connection with the US dollar TAF, against ECB-
eligible collateral for a maturity of 28 and 35 days.
The Bank of England expanded the amount of
reserves offered at three months maturity in its long-
term repo open market operations scheduled on
December 18, 2007 and January 15, 2008. It also
widened the range of collateral accepted for funds
advanced at this maturity. The Bank of Canada
announced that it would enter into term purchase
and resale agreements extending over the calendar
year-end. The UK Government extended guarantees
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to depositors of Northern Rock to avoid contagion in
the banking system. The Northern Rock was also
provided a large loan by the Bank of England.

I.5.10 Since January 2008, evidence of an
imminent slowdown in the real economy accumulated
leading to a broad-based re-pricing of risk arising
from growth concerns. In the wake of further
worsening of the baseline outlook for real activity in
2008 and increasing downside risks to growth, the
US Fed reduced the fed funds rate target sharply by
75 basis points to 3.50 per cent on January 22, 2008
and further by 50 basis points to 3.00 per cent on
January 30, 2008, taking the total reduction to
225 basis points beginning September 18, 2007.

11.5.11 Weak growth in the US manufacturing sector,
adverse labour market conditions, and uncertainty
about the ability of the financial system to provide
and allocate credit deteriorated the sentiment in the
credit market further. Expectations of downgrading
of monoline financial guarantees further affected
market sentiment. Thus, global credit markets
witnessed further volatility and spreads rose sharply
across the board as further write-offs by major
financial institutions and adverse news from the US
housing sector aggravated the concerns of further
weakening of the US economy.

I1.5.12 Other segments of the financial market also
witnessed heightened volatility, reflecting
nervousness about the feedback effect between
market developments and economic outlook.
Currency markets and equity markets remained
volatile in February 2008, reflecting spill-over of risks
from the credit market to these segments and
indications of further slowdown of the US economy.
Government bond yields declined sharply, and
investment in commodity markets escalated as
investors sought alternative asset classes. The news
of additional monoline downgrades, related
recapitalisations and restructuring plans and
increased loss estimates for exposures similar to
those of the monolines, and renewed concerns about
unwinds and structured instruments added further
volatility to the financial markets. The equity markets
declined in the US, Europe, Japan and other
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advanced economies. The equity markets in the
EMEs, which had shown some resilience, witnessed
heightened volatility from January 2008. Government
bond yields declined further consequent to the
decline in the equity markets and increased flows
towards the government securities market. Softening
of yields was also in anticipation of further monetary
policy easing in the US. The US Federal Reserve
announced on March 14, 2008 to provide emergency
funding to Bear Stearns, an investment bank. As per
the arrangement, the New York Fed was to fund the
investment bank through its discount window by
passing funds to JPMorgan bank, which set up a
secured loan facility with Bear Stearns. In order to
foster market liquidity and to promote moderate
growth over time and to mitigate the risks to economic
activity, the US Fed reduced the fed funds rate target
sharply by 75 basis points to 2.25 per cent on March
18, 2008, and further by 25 basis points to 2.0 per
cent on April 29-30, 2008 taking the total reduction
to 325 basis points beginning September 18, 2007.

11.5.13 The fourth phase between mid-March 2008
and end-May 2008 witnessed a modest improvement
in financial market conditions. Markets witnessed a
cautious return of investor risk tolerance in the credit
markets by end-May 2008 from mid-March 2008. As
a result, credit markets recovered with narrowing
down of spreads and investor interest in equity
markets revived temporarily. In sharp contrast to
these favourable developments, inter-bank money
markets, however, failed to recover as liquidity
demand remained elevated.

11.5.14 Inter-bank money markets continued to show
signs of stress during March-May 2008 as spreads
between LIBOR rates and overnight index swap rates
increased in all the three major markets, viz., the US,
the UK and the Euro area. Central banks continued
to work together to improve liquidity conditions in
financial markets. In view of the persistent liquidity
pressures in some term funding markets, the ECB,
the US Federal Reserve, and the SNB announced
an expansion of their liquidity measures in May 2008.
On May 2, 2008, the US Federal Reserve announced
an increase in the amounts auctioned to eligible
depository institutions under its bi-weekly TAF from
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US$ 50 billion to US$ 75 billion, beginning with the
auction on May 5, 2008. In conjunction with the
increase in the size of the TAF, the US FOMC
authorised further increases in its existing temporary
reciprocal currency arrangements with the ECB and
the SNB. These arrangements provided US dollars
up to US$ 50 billion and US$ 12 billion to the ECB
and the SNB, respectively, representing increases
of US$ 20 billion and US$ 6 billion over December
12, 2007. The Governing Council of the ECB decided,
in conjunction with the US Federal Reserve and in
the context of the TAF, to increase the amount of US
dollar liquidity provided to the counterparties of the
Eurosystem to US$ 25 billion in each bi-weekly
auction. The SNB decided to increase the frequency
and amount of US dollar repo auctions. Accordingly,
the SNB decided to hold its US dollar auctions on a
14-day basis. The total amount of liquidity made
available was increased from US$ 6 billion to a
maximum of US$ 12 billion. The wider pool of
collateral promoted improved financing conditions in
a broader range of financial markets.

I1.L5.15 Credit markets were buoyed by a cautious
return of risk tolerance, with spreads recovering from
the very wide levels witnessed in the first quarter of
2008. Market liquidity improved, allowing for better
price differentiation across instruments. The
stabilisation of financial markets and the emergence
of a somewhat less pessimistic economic outlook also
contributed to a turnaround in the equity markets till
end-May 2008. Government bond yields rose
mirroring the developments in the credit and equity
markets. Growing perceptions among investors that
the impact from the financial turmoil on real economic
activity might turn out to be less severe than had
been anticipated also improved investor confidence.
On July 8, 2008, the Bank of Canada indicated that
it would withdraw liquidity from the system in view of
improvement in funding conditions witnessed since
end-April 2008.

11.5.16 Financial markets, however, came under
stress again in June 2008 and early-July 2008 as
concerns mounted about the losses and longer-term
profitability of two US mortgage companies, viz.,
Fannie Mae and Freddie Mac. Equity markets
declined since May 2008 reflecting edging up of
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inflation across the developed and EMEs as well as
surge in crude oil prices to new peaks. In view of
uncertainty about inflation outlook remaining high,
the US Fed decided to keep the fed funds rate target
unchanged in its meeting held on June 25, 2008 and
August 5, 2008. In order to further enhance the
effectiveness of its existing liquidity facilities, the US
Federal Reserve announced the following steps on
July 30, 2008: (i) extension of the Primary Dealer
Credit Facility (PDCF) and the TSLF through January
30, 2009; (ii) introduction of auctions of options on
US$ 50 billion of draws on the TSLF; (iii) introduction
of 84-day TAF loans as a complement to 28-day TAF
loans; and (iv) increase in the Federal Reserve’s
swap line with the ECB to US$ 55 billion from US$ 50
billion in May 2008. In association with this change,
the ECB and the SNB also adapted the maturity of
their operations. Equity markets recovered
somewhat towards end-July 2008 reflecting decline
in the crude oil prices.

11.L5.17 An important lesson emerging from the
recent financial market turbulence is that the financial
system needs to be strengthened with an array of
regulatory changes such as strengthening of capital
and liquidity norms; stronger risk management
practices; closer supervision and management of
firm-wide risks; and greater transparency and
resilience of the financial infrastructure. Private
investors and other market participants have also
crucial roles to play in strengthening the financial
system. The recent episode of financial distress,
however, raises several issues about financial
regulation and the appropriate role of the lender of
last resort. While playing the role of lender of last
resort, the central bank needs to ensure that
appropriate incentives are in place to discourage
excessive risk-taking and the under-pricing of risk
so that greater crisis in the future could be avoided.
As in the case of Bank of England, it maintained the
principle of penalty rate while providing loan to the
Northern Rock.

11.5.18 In strong contrast to earlier periods of global
financial disruption, the direct spillovers to emerging
and developing economies have been largely
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contained so far. Emerging Asia, in particular, was
not severely affected by the recent financial market
turbulence. However, volatility in Asian equity markets
increased markedly and credit spreads widened.
Furthermore, growth in the Asian economies is likely
to be trimmed by the downturn in the US economy.
Notwithstanding these adverse developments,
economic growth in Asia has held up well due to a
host of positive factors. First, the macroeconomic
fundamentals are much healthier than they were 10
years ago, i.e., during 1997 south-east Asian crisis
as reflected in the improved sovereign credit ratings
of the countries. Many Asian countries have cut back
domestic spending, reduced fiscal deficits, and
reformed their economies. The development of local
currency financial instruments has helped reduce the
currency mismatches that underlay the Asian financial
crisis. Central banks have also improved their
management of capital flows, mitigating the risk of
exchange rate overvaluation, credit booms, and asset
bubbles. Second, corporate balance sheets in Asia
have improved as debt-to-equity ratios have declined
sharply and foreign currency borrowing is no longer
a main source of funding for the corporates in most
countries. Third, most Asian countries have
strengthened their external positions. The current
account in most countries is in surplus and the foreign
exchange reserves have increased sharply. Exports
are also well diversified. Reflecting the strong external
positions, the selling pressures on Asian currencies
remained muted despite significant portfolio outflows
from Asian markets and the unwinding of carry trades
that occurred during the sub-prime crisis. Fourth, in
response to increases in property prices, many Asian
countries have taken measures to cool property
markets in recent years whenever prices threatened
to become a bubble. As a result, property price
crashes in the wake of slowing economic growth and
financial market turmoil have been less of a risk.

11.5.19 Recent sub-prime lending crisis raises
several issues and concerns from the perspective
of smooth functioning of financial markets. (Box I1.16).
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Box 11.16
The Sub-prime Lending Crisis: Issues for Financial Markets

The sub-prime lending crisis has brought the issue of
financial market stability to the fore of public policy. It has
posed a major dilemma for central banks as to the relative
importance of financial stability as an objective of monetary
policy vis-a-vis the more traditional objective of ensuring
price stability. In the wake of the sub-prime crisis,
inadequacies in supervisory and regulatory systems were
clearly evident. Consequently, financial markets had to
contend with many unconventional measures initiated by
several central banks in order to tide over the crisis.

There are several issues which need to be carefully
examined from the perspective of financial markets. First,
the sharp repricing of risk that began in the middle of 2007,
which had the under-pricing continued, could have
substantially escalated the eventual adjustment costs that
global financial markets would have to bear (Mohan,
2007a). Second, the simultaneous evaporation of market
liquidity and funding liquidity was exacerbated by the rising
uncertainties in the valuations of complex products and in
the location of risks in the system. Third, banks did not
prove immune to the turmoil in credit markets, particularly
in the wake of the shift from the originate-and-hold banking
model to the originate-and-distribute financial business
model that accelerated in recent years (Mohan, 2007b).
Fourth, the sheer intensity and speed with which the turmoil
hit the banks was evident from the severe dislocations in
the inter-bank market. Market participants and
policymakers alike had seriously underestimated the
impact of potential tensions in financial markets on the
involuntary re-intermediation pressures that would affect
banks. Fifth, the major role played by special investment
vehicles (SIVs), which had experienced rapid growth in
recent years, was hardly on the radar screen of authorities
and observers. As a result, the potential liquidity demands
that could fall back on the banks or the degree of leverage
embedded in the global financial system was largely
underestimated. Sixth, as the process of deleveraging is
slow, particularly in the credit market, asset price valuation
becomes extremely difficult in a stressed market. Seventh,
the domino effect created in terms of the cascading impact
on the entire spectrum of the market was also attributable
to the failure of the credit rating agencies in assessing and
rating instruments properly in the asset backed commercial
paper (ABCP) market (IMF, 2008). Finally, the apparent
inadequacy of financial institutions’ capital cushions was
starkly exposed. The major efforts that are now being made
by banks to strengthen their capital positions suggest that
capital cushions are considered too small in the face of
currently perceived risks (Knight, 2008). This is a grim
reminder of how easy it is to overestimate the size of buffers
in booming and exuberant times. The widespread use of

Short-term Interest Rates

11.5.20 Short-term interest rates in 2007-08
witnessed a mixed trend. These declined in the US,
and in the UK from December 2007, reflecting
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securitisation facilitated this process further by dispersing
risks across the system and hence encourage risk-taking,
not commensurate with the size of the balance sheets of
various financial entities (Geithner, 2008).

Additionally, there are some concerns relating to hedge
funds and carry trade which also had a bearing on financial
markets. Hedge funds are highly leveraged institutions,
known to generate higher returns as compared to stock
market investments. Being highly leveraged, they can lose
their capital very rapidly if their assets experience a sharp
drop. Hedge funds may also create excess volatility risks
by making trades leading to overreaction of prices. The
collapse of large hedge funds may have serious
implications for financial markets and institutions having
exposure to them.

Carry trades generate extraordinarily high returns but also
carry a risk of large losses. Carry trades are particularly
sensitive to changes in exchange rates or interest
differential. In recent years, the interest rate differential in
Japan and New Zealand has provided an opportunity of
earning profits by borrowing in yen and buying assets in
currencies of Australia and New Zealand where interest
rates were higher. The risks to financial stability largely
emanate from the abrupt unwinding of carry trades which
may trigger sharp assets price and exchange rate
realignments.
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monetary easing. On the other hand, short-term
interest rates increased in other advanced
economies such as the Euro area and Sweden as
central banks in these countries raised their policy
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rates. In the EMEs, short-term interest rates also
witnessed a mixed trend during 2007-08, firming up
in Argentina, China, South Korea and the Philippines,
while softening in Hong Kong, Brazil and Thailand
(Table 2.61).

11.5.21 During 2008-09 so far (up to August 13,
2008), short-term interest rates in advanced
economies moved broadly in tandem with the policy
rates. In the US, short-term interest rates declined.
The US Fed kept its fed funds rate target unchanged
at 2.0 per cent in June and August 2008 after
reducing it by 25 basis points on April 29-30, 2008.
In the UK, short-term interest rates declined,
reflecting cut in policy rate in April 2008. On the other
hand, short-term interest rates increased in the Euro
area reflecting increase in the key policy rates on
July 3, 2008. In the EMESs, short-term interest rates
generally witnessed an uptrend, firming up in
Argentina, Brazil, Hong Kong, Malaysia, South Korea
and Thailand. The only exceptions were China and
the Philippines.

Table 2.61 : Short-term Interest Rates

(Per cent)

Region/Country At End of

March March March August

2006 2007 2008 2008*
1 2 3 4 5
Advanced Economies
Euro area 2.80 3.91 4.72 4.97
Japan 0.04 0.57 0.75 0.75
Sweden 1.99 3.21 4.11 4.26
UK 4.58 5.565 6.01 5.76
us 4.77 5.23 2.26 2.14
Emerging Market Economies
Argentina 9.63 9.63 10.44 13.88
Brazil 16.54 12.68 11.18 1291
China 2.40 2.86 4.50 4.32
Hong Kong 4.47 4.17 1.83 2.24
India 6.11 7.98 7.23 9.15
Malaysia 3.51 3.64 3.62 3.70
Philippines 7.38 5.31 6.44 4.94
South Korea 4.26 4.94 5.32 5.78
Thailand 5.10 4.45 3.25 3.78

*. As on August 13, 2008.
Note

: Data for India refer to 91-day Treasury Bills rate and

for other countries 3-month money market rates.

Source: The Economist.
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Government Bond Yields

11.L5.22 During the first quarter of 2007-08,
government bond yields increased in major
advanced economies, reflecting higher short-term
rates and upward revision in growth expectations.
Long-term government bond yields, however,
softened in the subsequent part of the year, reflecting
lower investor appetite for riskier assets in the wake
of deteriorating housing market, turbulence in the
credit market and monetary policy easing in the US
(Chart 11.16). The 10-year government bond yield in
the US increased from 4.65 per cent on March 30,
2007 to a high of 5.26 per cent on June 12, 2007
but declined to 3.45 per cent on March 31, 2008.
On the whole, during 2007-08, 10-year yield declined
by 120 basis points in the US. Yield on the 10-year
government paper in other advanced economies also
declined (49 basis points in the UK, 41 basis points
in Japan and 16 basis points in the Euro area).
During 2008-09 so far (up to August 13, 2008), long-
term government bond yields in major advanced
economies, which had bottomed out at end-March
2008, hardened, reflecting reduced safe haven
demand for government securities and a
reassessment among investors of the need for
monetary easing.

Chart I1.16: 10-year Government Bond Yields
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Equity Markets

I1.L5.23 Equity markets in the advanced economies
declined during 2007-08, reflecting concerns over
recession in the US economy on account of
contraction in the US service industry, weak earnings
growth reported by some of the leading US
companies, home foreclosures climbing to record
high levels and lacklustre retail sales in the US (Table
2.62). Equity markets bottomed out around January
22, 2008 following the unanticipated reduction in US
short-term interest rates and news of possible capital
injections into the monoline insurers. Equity markets
rebounded somewhat in late January 2008, but much
of these gains petered out in February-March 2008,
reflecting weakening of the growth prospects. The
MSCI developed markets index declined by 17.0 per
cent between end-October 2007 and January 23,
2008 and was still down about 14.0 per cent between
end-October 2007 and end-March 2008. On the
other hand, equity markets in the EMEs recorded

Table 2.62: International Stock Markets

Country (Index) Percentage variation P/E Coefficient
(year-on-year) Ratio of variation
End- End- End- End-  2007-08
March March March March
2007 2008 2007 2008
1 2 3 4 5 6
Emerging Markets
Indonesia (Jakarta Composite) 38.4 337 19.1 17.0 11.5
Brazil (Bovespa) 20.7 331 141 141 9.3
Thailand (SET Composite) -8.1 21.3 10.6 16.6 6.9
India (BSE Sensex) 15,9 19.7 205 21.6 13.7
South Korea (KOSPI) 6.8 17.3 13.0 14.2 8.5
China 1452 9.1 34.2 281 15.5
Taiwan (Taiwan Index) 19.2 8.7 17.1 184 6.8
Russia (RTS) 349 6.1 13.0 12.0 7.1
Malaysia (KLSE Composite) 346 01 17.0 13.7 4.7
Singapore (Straits Times) 282 -49 14.0 10.8 7.1
Developed Markets
US (Dow Jones Industrial
Average) 11.2 0.7 164 15.2 4.2
US (Nasdaq Composite) 35 -59 346 337 6.0
Euro Area (FTSE Eurotop 100) 75 -157 148 11.2 6.9
UK (FTSE 100) 58 -96 16.7 11.5 4.9
Japan (Nikkei 225) 13 -276 234 143 111
Hong Kong (Hang Seng) 253 154 151 133 12.6
Memo:
MSCI World 134 51 4.7
MSCI emerging 17.9 18.9 9.2
MSCI Asia 18.7 18.6 10.5
- : Not available.

Source : Bloomberg.
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further gains during most part of 2007-08 amidst
sharp intermittent corrections, reflecting healthy
corporate earnings, strong portfolio flows and
buoyant merger and acquisition activity. After
remaining resilient, however, equity markets in the
EMEs witnessed pronounced weaknesses from
January 2008 as risk tolerance and earning
expectations were under pressure. The MSCI
emerging markets indices declined by 21.1 per cent
between end-October 2007 and January 23, 2008
and was still down by 17.4 per cent between end-
October 2007 and end-March 2008. Global equity
markets declined further during 2008-09 reflecting
signs of economic slowdown, sharp rise in inflation
rate and high international crude oil prices.

Foreign Exchange Market

11.L5.24 The US dollar depreciated against major
currencies in the international market during
2007-08, reflecting the impact of the sub-prime crisis,
fed funds rate cuts and lower than expected economic
activity. The US dollar touched a historic low against
the Euro, pound sterling and the Japanese yen in
the last two quarters of 2007-08. During 2007-08,
the US dollar depreciated by 15.8 per cent against
the Euro, 1.5 per cent against the Pound sterling
and 14.9 per cent against the Japanese yen
(Table 2.63). Amongst Asian currencies, the US dollar
depreciated by 9.3 per cent against the Chinese
yuan, 10.2 per cent against the Thai baht; but it

Table 2.63: Appreciation (+)/Depreciation (-) of the
US dollar vis-a-vis other Currencies

(Per cent)

Currency End-March End-March End-March Aug. 11,
2006 @ 2007 @ 2008 @ 2008 *

1 2 3 4 5
Euro 7.1 9.1 -15.8 515
Pound Sterling 85 -11.4 -1.5 35
Japanese Yen 9.4 0.2 -14.9 9.8
Chinese Yuan -3.1 -34 -9.3 2.2
Russian Rubble -0.6 -6.1 -9.7 45
Turkish Lira -2.0 32 -5.8 -9.9
Indian Rupee 22 -25 -9.0 51
Indonesian Rupiah -4.3 0.5 11 0.0
Malaysian Ringgit -3.0 -6.2 -7.8 40
South Korea Won -4.7 -3.7 55 32
Thai Baht -0.7 -9.9 -10.2 7.0
Argentine Peso 54 0.7 21 -3.8
Brazilian Real -18.1 -6.4 -17.0 -5.4
Mexican Peso -2.6 13 -35 -4.9
South African Rand -0.5 17.2 11.3 -4.9

@ : Year-on-year variation.  *: Variation over end-March 2008.
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appreciated by 5.5 per cent against the South
Korean won. The US dollar continued to depreciate
during April-July 2008, reflecting lower consumer
confidence in the wake of elevated global commodity
prices, weaker equity markets, lower manufacturing
growth, higher unemployment with downward non-
farm payroll employment, lower sales of new houses
in the US and selling pressure of the US dollar in the
international market. The US dollar, however,
appreciated from the beginning of August 2008 on
the back of a rise in US home sales and diminishing
expectations for Euro zone interest rate increases.

DOMESTIC FINANCIAL MARKETS
Money Market
Call/Notice Money Market

[1.5.25 The money market remained largely orderly
during 2007-08, barring occasional spells of volatility
on account of volatility in capital flows and large
changes in cash balances of the Central
Government with the Reserve Bank. The money
market was also affected by the imposition of the
ceiling of Rs.3,000 crore on reverse repo
acceptances under the liquidity adjustment facility
(LAF) from March 5, 2007 to August 5, 2007. Call/
notice rates softened to below the reverse repo rate
during June-July 2007, but subsequently moved back
to the reverse repo and repo rate corridor after the
removal of the ceiling of Rs.3,000 crore on reverse
repo acceptances under the LAF from August 6,
2007 (Chart 11.17 and Appendix Table 35). The call
rate averaged 4.47 per cent between April 1, 2007
and August 5, 2007, and 6.89 per cent between
August 6, 2007 and March 31, 2008. Over the year,
as a whole, the call rate averaged 6.07 per cent,
115 basis points lower than that in 2006-07.

11.5.26 In the call/notice money market, the weighted
average call/notice rates declined in April 2007 from
the elevated levels observed in the second-half of
March 2007 following easing of liquidity conditions,
on account of reduction in the cash balances of the
Central Government. Notwithstanding the continued
reduction in the cash balances of the Central
Government, liquidity conditions tightened from the
second-half of April 2007, partly on account of a two-
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Chart I1.17: Liquidity Adjustment Facility and the
Call Rate
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stage hike in the cash reserve ratio (CRR) by 25
basis points each, announced on March 30, 2007.
The CRR was placed at 6.25 per cent effective from
the fortnight beginning from April 14, 2007 and at
6.50 per cent from April 28, 2007. Consequently, call/
notice money market rates edged higher and
exceeded the repo rate during the second-half of
April 2007 and some part of May 2007. From May
28, 2007 onwards, the liquidity conditions eased
significantly, reflecting the reduction in cash balances
of the Central Government and the Reserve Bank’s
foreign exchange operations. Amidst excess liquidity
and the cap of Rs.3,000 crore on the reverse repo
window of LAF imposed with effect from March 5,
2007, the call rates remained well below the reverse
repo rate in June and July 2007. In fact, the call rate
was placed below one per cent on a number of
occasions in June and July 2007; it reached as low
as 0.13 per cent on August 2, 2007.

11.5.27 With the withdrawal of the ceiling of Rs.3,000
crore on the daily reverse repo window of LAF with
effect from August 6, 2007, the call rate increased
but remained mostly within the informal corridor of
the reverse-repo and repo rates of 6.00-7.75 per
cent during August, September and October 2007.
In the wake of relative tightness in the liquidity
conditions from the second week of November 2007,
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however, call/ notice money market rates edged up
and hovered around the upper bound of the informal
corridor. This was mainly because of festive season
demand for currency, increase in Central
Government cash balances with the Reserve Bank
and further hike in the CRR by 50 basis points to 7.5
per cent with effect from the fortnight beginning
November 10, 2007. In December 2007, the call/
notice rate continued to move around the repo rate
as liquidity conditions remained tight on account of
advance tax outflows.

[1.L5.28 Call rates declined in the first week of
January 2008 on the back of improvement in liquidity
conditions, partly on account of reduction in the
surplus balances of the Central Government. The
rates hardened during the second-half of January
2008 but remained within the informal corridor for
most of the days during this month. Call rates followed
the same pattern in February 2008 as that in January
2008. Call /notice money market rates edged up in
the second half of March 2008 on account of quarterly
advance tax outflows, but pre-emptive steps taken
by the Reserve Bank, including special arrangements
under the LAF to smoothen the liquidity management
helped in maintaining orderly conditions in the money
market.

11.L5.29 Interest rates in the collateralised segments
of the money market — the market repo (outside the
LAF) and the collateralised borrowing and lending
obligation (CBLO) — moved in tandem with call rates.
The collateralised market is now the predominant
segment of the money market, and it accounted for

nearly 80 per cent of the total volume during 2007-
08 (Chart 11.18 and Table 2.64). During 2007-08,
interest rates averaged 5.20 per cent, 5.50 per cent
and 6.07 per cent, respectively, in CBLO, market repo
and call/notice money market (6.24 per cent, 6.34
per cent and 7.22 per cent, respectively, a year ago).
The weighted average rate in all the three money
market segments combined together was 5.48 per
cent during 2007-08 as compared with 6.57 per cent
a year ago. In both the CBLO and market repo
segments, mutual funds were the major lenders,
while the commercial banks and primary dealers were
the major borrowers. The average rates in the CBLO
and market repo segments were 6.55 per cent and
6.82 per cent, respectively, during April-July 2008.

11.5.30 The call rate softened from the beginning of
April 2008 following significant reduction in the
surplus cash balances of the Central Government.
The call/notice money rate hovered around the
reverse repo rate during April 2008 and averaged
6.11 per cent. The call rate edged up somewhat and
averaged 6.62 per cent during May 2008 reflecting
a decline in the surplus liquidity in the banking system
due to the cumulative impact of the three-stage hike
in the cash reserve ratio (CRR) of 25 basis points
each effective from the fortnights beginning from April
26, 2008, May 10, 2008 and May 24, 2008 to 8.25
per cent. After some easing in early June 2008, the
call rate mostly remained above the repo rate from
June 10, 2008 as the liquidity conditions turned tight.
In the first week of July 2008, the call rate declined
sharply and moved within the LAF corridor as liquidity

Chart I1.18: Money Market - Interest Rate and Volume
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Table 2.64: Activity in Money Market Segments

Average Daily Volume (One Leg)

(Rupees crore)

Commercial Paper Certificates of Deposit

Year/Month Call Money Repo Collateralised Total Term  Outstanding WADR Outstanding WADR
Market Market Borrowing (2+3+4) Money (per (per
(Outside and Market cent) cent)

the LAF) Lending

Obligation

(CBLO)
1 2 3 4 5 6 7 8 9 10
2005-06 8,990 5,296 10,020 24,306 417 17,285 6.46 27,298 -
2006-07 10,863 8,419 16,195 35,477 506 21,336 8.08 64,821 8.24
2007-08 10,697 13,684 27,813 52,194 352 33,813 9.20 1,16,904 8.94
Jan 2007 11,180 6,591 15,758 33,529 515 24,398 9.09 70,149 9.22
Feb 2007 11,627 7,794 19,063 38,484 467 21,167 10.49 72,795 9.87
Mar 2007 11,608 8,687 17,662 37,957 739 17,863 11.33 93,272 10.75
Apr 2007 14,845 7,173 18,086 40,104 440 18,759 10.52 95,980 10.55
May 2007 10,238 8,965 20,810 40,013 277 22,024 9.87 99,715 9.87
Jun 2007 8,413 10,295 20,742 39,450 308 26,256 8.93 98,337 9.37
Jul 2007 8,290 12,322 20,768 41,380 288 30,631 7.05 1,05,317 7.86
Aug 2007 11,802 16,688 26,890 55,380 319 31,784 8.30 1,09,224 8.67
Sep 2007 10,995 17,876 29,044 57,915 265 33,614 8.95 1,18,481 8.57
Oct 2007 9,275 15,300 29,579 54,154 221 42,183 7.65 1,24,232 7.91
Nov 2007 10,073 12,729 28,614 51,416 184 41,308 9.45 1,27,143 8.48
Dec 2007 8,124 13,354 30,087 51,565 509 40,243 9.27 1,23,466 8.81
Jan 2008 13,765 17,029 35,711 66,505 312 50,062 11.83 1,29,124 8.82
Feb 2008 11,358 17,682 36,007 65,047 525 40,642 9.73 1,39,160 9.94
Mar 2008 11,182 14,800 37,413 63,395 571 32,592 10.38 1,47,792 10.00
Apr 2008 9,758 14,966 38,828 63,552 374 37,584 8.85 1,50,865 8.49
May 2008 9,740 14,729 36,326 60,795 420 42,032 9.02 1,56,780 8.95
Jun 2008 10,854 11,262 35,774 57,890 253 46,847 10.03 1,63,143 9.16
Jul 2008 (P) 12,368 8,591 23,669 44,628 226 51,569 10.95 1,64,892 10.23

-: Not available. WADR: Weighted Average Discount Rate. P : Provisional.

eased mainly on account of a decline in the cash
balances of the Central Government. Subsequently,
the call rate increased and mostly remained above
the repo rate reflecting the impact of the two-stage
CRR hike of 25 basis points each (on July 5 and July
19, respectively) to 8.75 per cent and hike in the
repo rate by 50 basis points to 9.0 per cent on
July 29, 2008. The average call rate was 8.76 per
cent during July 2008. During August 2008 so far
(August 20, 2008), call rates remained mostly above
the repo rate due to prevailing tight liquidity
conditions. The call rate was placed at 9.56 per cent
on August 20, 2008.

Certificates of Deposit

11.5.31 Scheduled commercial banks (SCBs)
continued to rely on certificates of deposit (CDs) to
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supplement their deposit resources to fund the credit
demand. The flexibility of timing and return that can
be offered for attracting bulk deposits has made CDs
the preferred route for mobilising resources by some
banks. The outstanding amount of CDs by SCBs
increased from Rs.93,272 crore at end-March 2007
to Rs.1,47,792 crore at end-March 2008 (see Table
2.64 and Appendix Table 36). The amount
outstanding constituted 6.0 per cent of the aggregate
deposits of CDs issuing banks at end-March 2008
(4.8 per cent at end-March 2007) with significant
variations among the banks. The CDs to aggregate
deposit ratio of smaller banks with a lower deposit
base was higher in comparison with larger banks.
The largest amount of CDs issued was for the period
“181 days and above” during 2007-08. The weighted
average discount rate (WADR) of CDs was 10.0 per
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cent at end-March 2008 as compared with 10.75 per
cent at end-March 2007. The outstanding amount
of CDs issued by SCBs increased to Rs. 1,64,892
crore on July 18, 2008, which accounted for 6.2 per
cent of the total aggregate deposits of the ‘CD-
issuing’ banks. The WADR of CDs stood at 10.23
per cent as on July 18, 2008.

Commercial Paper

I1.5.32 The outstanding amount of commercial
paper (CP) issued by corporates increased from
Rs.17,863 crore at end-March 2007 to Rs.50,062
crore at end-January 2008 (see Table 2.64 and
Appendix Table 37). Issuances of CP declined
thereafter and the outstanding amount declined to
Rs.32,592 crore at end-March 2008, reflecting
seasonal year-end redemptions. The fortnightly
average issuance of CP during 2007-08 was
Rs.4,153 crore as compared with Rs.2,322 crore
during 2006-07. The CP issuance was dominated
by the prime-rated entities. The outstanding amount
of CP increased to Rs.51,569 crore on July 31, 2008.
The WADR on CP declined from 11.33 per cent on
March 31, 2007 to 7.65 per cent at end-October
2007 but hardened to 10.38 per cent as on March
31, 2008 and further to 10.95 per cent as on July
31, 2008. The most preferred tenor of CP issuance
was for period “180 days and above”.

11.5.33 Leasing and finance companies continued
to be the major issuers of CP followed by
manufacturing companies and financial institutions
(Table 2.65).

FOREIGN EXCHANGE MARKET

11.5.34 The Indian rupee generally exhibited two-way
movements in the range of Rs.39.26-43.15 per US
dollar during 2007-08 (Chart 11.19). During the
beginning of the year, tight liquidity conditions in the
domestic money market and US dollar sales by banks
led the rupee to appreciate from its level of Rs.43.60
per US dollar at end-March 2007 to Rs.40.46 per
US dollar as on May 29, 2007. Thereafter, the rupee
remained relatively stable till the last week of July
2007. However, foreign institutional investment (FII)
outflows, bearish conditions in the Indian equity
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Table 2.65: Commercial Paper - Major Issuers

(Rupees crore)

Category of Issuer End of
March March March July
2006 2007 2008 2008
1 2 3 4 5
Leasing and Finance 9,400 12,594 24,925 38,754
(73.9) (70.5) (76.5) (75.1)
Manufacturing 1,982 2,754 5,687 9,560
(15.6) (15.4) (17.4) (18.6)
Financial Institutions 1,336 2,515 1,980 3,255
(10.5) (14.1) (6.1) (6.3)
Total 12,718 17,863 32,592 51,569
(100.0) (100.0) (100.0) (100.0)

Note : Figures in parentheses are percentage shares in the
total outstanding.

market and concerns over the sub-prime mortgage
crisis in the US resulted in depreciation of the Indian
rupee during the first half of August 2007 to Rs.41.58
per US dollar on August 17, 2007 from Rs.40.43 per
US dollar on July 31, 2007. The exchange rate of
the rupee appreciated thereafter on account of large
capital inflows, interest rate cut by the US Fed,
weakening of the US dollar vis-a-vis other major
currencies and strong performance of the domestic
stock markets. The rupee moved in a range of
Rs.39.26-39.84 per US dollar during October 2007-
January 2008. However, the rupee started
depreciating against the US dollar from the beginning
of February 2008 on account of FIl outflows, rising
crude oil prices and heavy dollar demand by oil
companies. The exchange rate of the rupee was
Rs.39.99 per US dollar at end-March 2008.

11.L5.35 The Reserve Bank made net purchases of
US$ 78.2 hillion during 2007-08 as compared with
US$ 26.8 billion during 2006-07 (Chart 11.20 and
Table 2.66). Between end-March 2007 and end-
March 2008, the exchange rate of the rupee
appreciated by 9.0 per cent against the US dollar
over its level at end-March 2007. Over the same
period, the exchange rate of the rupee appreciated
by 7.6 per cent against the Pound sterling, while it
depreciated by 7.8 per cent against the Euro, 7.6
per cent against the Japanese yen and 1.1 per cent
against the Chinese Yuan.
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Chart I1.19 : Movement of Rupee vis-a-vis Major Currencies
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11.5.36 During 2008-09 so far (up to August 20, the same period, the rupee depreciated by 2.5 per

2008), the Indian rupee has generally depreciated,
reflecting large capital outflows by Flls (US$ 5.2 billion
during the first quarter of 2008-09), increased
demand for dollars by the oil companies and bearish
stock market conditions. The exchange rate of the
rupee was Rs.43.75 per US dollar on August 20,
2008. At this level, the Indian rupee depreciated by
8.6 per cent over its level on March 31, 2008. Over
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cent against the Pound sterling, 2.2 per cent against

Table 2.66: Purchases and Sales of US dollar by the
Reserve Bank

(US $ million)

Year/ Purchase Sale Net (+/-) Outstanding
Month +) (-) Purchases (+) Net Forward
Sales (-) Sales (-)/

Purchase (+)

(end of month)

1 2 3 4 5
2005-06 15,239 7,096 (+) 8,143 0
2006-07 26,824 0 (+) 26,824 0
2007-08 79,696 1,493 (+) 78,203 14,735
Jan 2007 2,830 0 (+) 2,830 0
Feb 2007 11,862 0 (+) 11,862 0
Mar 2007 2,307 0 (+) 2,307 0
Apr 2007 2,055 0 (+) 2,055 0
May 2007 4,426 0 (+) 4,426 0
Jun 2007 3,192 0 (+) 3,192 0
Jul 2007 11,428 0 (+) 11,428 0
Aug 2007 1,815 0 (+) 1,815 0
Sep 2007 11,867 0 (+) 11,867 0
Oct 2007 12,544 0 (+) 12,544 (+) 4,990
Nov 2007 7,827 0 (+) 7,827 (+) 7,553
Dec 2007 2,731 0 (+) 2,731 (+) 8,238
Jan 2008 13,625 0 (+) 13,625 (+) 16,629
Feb 2008 3,884 0 (+) 3,884 (+) 16,178
Mar 2008 4,302 1,493 (+) 2,809 (+) 14,735
Apr 2008 4,325 0 (+) 4,325 (+) 17,095
May 2008 1,625 1,477 (+) 148 (+) 15,470
Jun 2008 1,770 6,999 () 5,229 (+) 13,700

(+) : Implies purchases including purchases leg under swaps and
outright forwards.
() : Implies sales including sale leg under swaps and outright forwards.
Note : This Table is based on value dates and data are inclusive of
transactions under the India Millennium Deposits.
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the Euro and 10.8 per cent against the Chinese yuan,
while appreciated by 0.7 per cent against the
Japanese yen.

11.L5.37 India is classified under the ‘managed float’
exchange rate regime of the IMF. The Reserve Bank
intervenes in the foreign exchange market to contain
excessive volatility as and when necessary. India’s
exchange rate policies have been described as ideal
for Asia (Box 11.17).

11.L5.38 In terms of effective exchange rates,
36-currency trade weighted nominal effective
exchange rate (NEER) and real effective exchange
rate (REER) of the Indian rupee experienced
appreciation of 1.4 per cent and 2.0 per cent,
respectively, between March 2007 and March 2008.
Over the same period, the 6-currency trade
weighted NEER and REER of the rupee appreciated
by 0.2 per cent and 3.2 per cent, respectively
(Appendix Table 38). On August 8, 2008, the 6-currency
trade weighted NEER of the rupee had depreciated
by 3.2 per cent, while the 6-currency trade
weighted REER appreciated by 0.9 per cent over
their end-March 2008 levels.

11.5.39 The conditions in the spot foreign exchange
market and generally comfortable liquidity conditions
in the domestic money market kept forward premia

on the US dollar low during 2007-08 (Chart 11.21). In
February 2008, while the rupee traded one-month
forward at discount, three-month and six-month
forward premia remained at their lowest level during
the financial year as exporters continued to offload
forward positions. The one-month, three-month and
six-month forward premia declined from 7.30 per cent,
5.14 per cent and 4.40 per cent, respectively, at
end-March 2007 to 3.45 per cent, 2.75 per cent
and 2.50 per cent, respectively, as on March 31,
2008. As on August 8, 2008, the one-month, three-
month and six-month forward premia stood at 6.82 per
cent, 5.59 per cent and 4.36 per cent, respectively.

11.L5.40 The total turnover in the foreign exchange
market grew by 87.0 per cent during 2007-08,
reflecting large cross border trade and capital flows
(Chart 11.22 and Appendix Table 39). The average
daily turnover in the foreign exchange market
increased to US $ 48.1 billion during 2007-08 from
US $ 25.8 billion during 2006-07. While the average
daily inter-bank turnover increased to US $ 33.8 hillion
from US $ 18.7 billion, the merchant turnover
increased to US $ 14.3 billion from US $ 7.0 billion.
The ratio of inter-bank to merchant turnover was 2.4
during 2007-08 as compared with 2.7 a year ago.

11.5.41 According to Bank for International
Settlements (BIS) Triennial Central Bank Survey of

Chart I1.21: Rupee/US Dollar Forward Premia
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Box 11.17
Exchange Rate Regimes

The choice of an appropriate exchange rate regime has
varied over time and across countries depending upon the
prevailing circumstances and the country context. The fixed
(hard pegs) and freely floating exchange rate are the two
opposite poles of the exchange rate regimes. Under the
fixed exchange rate regime, country’s currency value is
matched to the value of another currency or to a basket of
other currencies. In the case of a currency board
arrangement, the domestic currency is backed by one-to-
one by foreign currency under reference. Under the freely
floating or flexible exchange rate regime, the value of
domestic currency is allowed to fluctuate according to the
forces of demand and supply in the foreign exchange
market. In between these two exchange rate regimes,
exists an array of intermediate arrangements such as
‘managed float’ and ‘exchange rate bands’. While the
‘managed float’ is a type of intermediate regime that
remains closer to the ‘independent float’, ‘exchange rate
bands’ are type of intermediate regime that remains closer
to the ‘pegged regime’. Under the managed floating
exchange rate regime, the authorities adjust interest rate
policy and/or intervene in the foreign exchange market to
deliberately affect the exchange rate without a particular
commitment. Exchange rate bands can be either around
fixed pegs (called pegged exchange rate within horizontal
bands) or around crawling pegs (called crawling band).
Under the band regime, the value of the currency is
maintained within certain margins of fluctuations of at least
+/-1 per cent around a fixed central rate, or the margin
between the maximum and the minimum value of the
exchange rate exceeds two per cent. Under crawling band,
the central rate/margin is adjusted periodically at a fixed
rate or in response to changes in selective quantitative
indicators. Each regime has its own advantages and
disadvantages.

With higher international economic and financial integration
and the experiences with greater cross border capital flows,
the choice of the exchange rate regime for the economies
across the world has undergone significant changes. The
1990s witnessed several crises in EMEs. Many of them
were the consequence of an attempt to defend a fixed
exchange rate such as Mexico in 1994, some East Asian
countries in 1997 and Russia in 1998. These crises led to
a renewed debate on the appropriate exchange rate
regime. One school of thought argued that it was a mistake
to have set explicit exchange rate pegs and that the solution
lay in increased exchange rate flexibility. Another school of
thought held that it was the looseness of the commitment
that got the fixed rate regime into trouble and that the better
policy was a firm institutional commitment such as a
currency board. Thus, after the Asian crisis, the widely
accepted theoretical position was that a country had the
choice of either giving up monetary independence and
setting up a currency board or giving up the stable currency
objective and letting the exchange rate float freely so that

128

monetary policy could then be directed to the objectives of
inflation control. However, the fixed exchange rate system
was clearly out of favour after the Brazilian and the
Argentinean crises, which occurred after the Asian crisis,
as even strong currency board type arrangements of a
fixed peg, vis-a-vis, dollar were found to be unviable. The
dominant view emerged that for most countries floating or
flexible exchange rates were the only sustainable way of
ensuring a less-prone exchange rate regime. However, it
is now widely believed that floating, fixed and intermediate
regimes are appropriate and that the choice of appropriate
regime cannot be made independently of knowledge of
circumstances facing the country in question.

The recent cross-country experiences seem to be in favour
of intermediate regimes with country-specific features and
no targets for the level of the exchange rate. This has been
particularly true for the lower and middle-income countries
that face institutional and operational constraints to floating
and very often fall back to pegs after a relatively short spell
in floating. In terms of the IMF’'s 2007 classification of
exchange rate regimes, as on April 2007, 83 countries
adopted floating regimes (including 48 managed floats and
35 independent floats), 82 countries soft pegs and 23
countries hard pegs. Among the 82 countries following soft
pegs, 49 countries are pegged to a single currency, while 6
countries follow exchange rate bands, including horizontal
band (Hungary, Cyprus, Denmark, Slovak Republic and
Tonga) and crawling band (Costa Rica).

Since March 1993, the exchange rate in India has been
determined largely by demand and supply conditions in
the market. The Indian approach in recent years has been
guided by the broad principles of careful monitoring and
management of exchange rates with flexibility, without a
fixed target or a pre-announced target or a band, coupled
with the ability to intervene if and when necessary, while
allowing the underlying demand and supply conditions to
determine the exchange rate movements over a period in
an orderly way. Subject to this predominant objective, the
exchange rate policy is guided by the need to reduce excess
volatility, prevent the emergence of establishing speculative
activities, help maintain adequate level of reserves, and
develop an orderly foreign exchange market. This system
has served the country well.
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Foreign Exchange and Derivatives Market Activity in
April 2007, global daily average foreign exchange
turnover rose to US$ 3.2 trillion in April 2007 from US$
2.0 trillion in April 2004 and US $ 1.4 trillion in April
2001. According to the Survey, while foreign exchange
trading rose in general among the emerging markets,
the growth in India was the highest among all the
countries included in the Survey. India’s daily average
foreign exchange market turnover increased nearly
five-fold from US$ 7 billion (0.3 per cent share in
daily average global foreign exchange turnover) in
April 2004 to US$ 34 billion (0.9 per cent share in
daily average global foreign exchange turnover) in
April 2007. The daily average foreign exchange
turnover of India was US $ 3 billion in April 2001.

GOVERNMENT SECURITIES MARKET

11.5.42 Yields in the government securities market
hardened somewhat during the first quarter of
2007-08, partly reflecting global trends, CRR hikes,
increase in the Market Stabilisation Scheme (MSS)
ceiling and issuances under the MSS (Chart 11.23).
The 10-year yield reached an intra-year peak of 8.32
per cent on June 11, 2007. Subsequently, the yields
softened in July 2007, reflecting easy liquidity
conditions, lower inflation and global trends in yields.
The fall in yields was arrested as the market
responded to the withdrawal of the cap on liquidity
absorptions under the LAF with effect from August
6, 2007. Yields remained generally range-bound
during August-December 2007. The domestic
government securities market witnessed a rally in

January 2008 with the 10-year yield recording a low
of 7.42 per cent on January 23, 2008, reflecting
build-up of expectations of interest rate cuts by the
Reserve Bank following rate reductions by the US
Fed. Subsequently, yields started hardening from the
second half of March 2008, mostly reflecting
higher inflation. The 10-year yield moved in a range
of 7.42-8.32 per cent during 2007-08. As on March
31, 2008, the 10-year yield was 7.93 per cent, four
basis points lower than that at end-March 2007.

11.5.43 During 2008-09 so far (up to August 20,
2008), the 10-year yield moved in the range of
7.91-9.51 per cent. As inflation expectations
hardened in the wake of higher than expected
increase in the domestic WP, yields hardened. The
10-year yield declined in the third week of July 2008
after reaching a peak of 9.51 per cent on July 15,
2008, reflecting easing of international crude oil
prices. The 10-year yield was 9.15 per cent as on
August 20, 2008, 122 basis points higher than that
at end-March 2008.

I1.5.44 The spread between one and 10-year yields
widened marginally to 45 basis points at end-March
2008 from 42 basis points at end-March 2007. At
the longer end, the spread between 10 and 30-year
yields increased to 47 basis points at end-March
2008 from 37 basis points at end-March 2007. The
yield spread of 5-year AAA-rated bonds over 5-year
Government securities widened to 161 basis points
at end-March 2008 from 142 basis points at end-
March 2007 (Table 2.67).

Chart I1.23: Yields on Central Government Securities
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Table 2.67: Yield Spreads

(Basis points)

Year/ Spread 10 Year- 20 Year- 30 Year- 5 Year
Month 10 Year- 1Year 10Year 10 Year APA
91-Day Bond-

T-bill 5 Year

G-sec

1 2 3 4 5 6
2005-06 146 106 36 45 48
2006-07 115 77 32 43 106
2007-08 65 37 30 38 151
Jan 2007 43 36 32 35 126
Feb 2007 65 37 16 21 152
Mar 2007 41 42 26 37 142
Apr 2007 80 27 19 33 162
May 2007 107 41 25 36 174
Jun 2007 87 65 23 31 186
Jul 2007 176 77 30 47 137
Aug 2007 98 51 31 39 170
Sep 2007 84 52 40 49 157
Oct 2007 57 21 37 43 125
Nov 2007 44 20 31 39 123
Dec 2007 46 19 25 31 127
Jan 2008 -39 11 24 28 141
Feb 2008 -33 11 32 36 158
Mar 2008 78 45 38 47 161
Apr 2008 77 27 38 42 130
May 2008 74 29 24 29 145
Jun 2008 -12 -49 58 50 125
Jul 2008 -15 -4 50 53 124

I.5.45 Over the years, the turnover in the
Government securities market and yield have
generally withessed an inverse relationship. During
the period of rising yields, the turnover tended to
be subdued, while during the period of softening in
the yields, the turnover increased sharply (Chart I1.24
and Appendix Table 40).

CREDIT MARKET

I1.5.46 Interest rates offered by public sector banks
(PSBs) on deposits of maturity of one year to three
years were placed in the range of 8.25-9.25 per cent
in March 2008 as compared with the range of
7.25-9.50 per cent in March 2007, while those on
deposits of maturity of above three years were placed
in the range of 8.00-9.00 per cent in March 2008 as
compared with the range of 7.50-9.50 per cent in
March 2007. Similarly, interest rates offered by
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Chart I1.24: Turnover and Yields in
the Government Securities Market
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private sector banks on deposits of maturity of one
year to three years were placed in the range of
7.25-9.25 per cent in March 2008 as compared with
6.75-9.75 per cent in March 2007, while those on
deposits of maturity above three years were placed
in the range of 7.25-9.75 per cent in March 2008 as
compared with 7.75-9.60 per cent in March 2007.
Interest rates offered by foreign banks on deposits
of maturity of one year to three years were placed in
the range of 3.50-9.75 per cent in March 2008 as
compared with 3.50-9.50 per cent in March 2007
(Table 2.68 and Appendix Table 41).

I1.L5.47 Deposit rates of scheduled commercial
banks (SCBs) have hardened during 2008-09 so far
(up to end-July 2008). Interest rates of public sector
banks (PSBs) on deposits of maturity of one year to
three years increased to 8.25-9.75 per cent in July
2008 from 8.25-9.25 per cent in March 2008. The
deposit rates of private sector banks on deposits of
maturity both one to three years and above three
years firmed up to the range of 8.00-10.00 per cent
in July 2008 from the range of 7.25-9.25 per cent
and 7.25-9.75 per cent, respectively, in March 2008.

11.5.48 The benchmark prime lending rates (BPLRS)
of PSBs and private sector banks were placed in the
range of 12.25-13.50 per cent and 13.00-16.50 per
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Table 2.68: Deposit and Lending Rates

(Per cent)
ltem March March March March June July
2005 2006 2007 2008 2008 2008
1 2 3 4 5 6 7
1. Domestic Deposit Rate
Public Sector Banks
Up to 1 year 2.75-6.00 2.25-6.50 2.75-8.75 2.75-8.50 2.75-9.00 2.75-9.25
More than 1 year and up to 3 years 4.75-6.50 5.75-6.75 7.25-9.50 8.25-9.25 8.25-9.50 8.25-9.75
More than 3 years 5.25-7.00 6.00-7.25 7.50-9.50 8.00-9.00 8.00-9.35 8.50-9.50
Private Sector Banks
Up to 1 year 3.00-6.25 3.50-7.25 3.00-9.00 2.50-9.25 3.00-8.75 3.00-9.50
More than 1 year and up to 3 years 5.25-7.25 5.50-7.75 6.75-9.75 7.25-9.25 8.00-9.50 8.00-10.00
More than 3 years 5.75-7.00 6.00-7.75 7.75-9.60 7.25-9.75 8.00-10.00 8.00-10.00
Foreign Banks
Up to 1 year 3.00-6.25 3.00-6.15 3.00-9.50 2.25-9.25 3.00-9.25 3.75-9.50
More than 1 year and up to 3 years 3.50-6.50 4.00-6.50 3.50-9.50 3.50-9.75 3.50-9.75 3.50-9.75
More than 3 years 3.50-7.00 5.50-6.50 4.05-9.50 3.60-9.50 3.60-9.50 3.60-9.50
2. Benchmark Prime Lending Rate
Public Sector Banks 10.25-11.25 10.25-11.25 12.25-12.75 12.25-13.50 12.50-14.00 12.75-14.00
Private Sector Banks 11.00-13.50 11.00-14.00 12.00-16.50 13.00-16.50 13.00-17.00 13.50-17.25
Foreign Banks 10.00-14.50 10.00-14.50 10.00-15.50 10.00-15.50 10.00-15.50 10.00-15.50
3. Actual Lending Rate*
Public Sector Banks 2.75-16.00 4.00-16.50 4.00-17.00 4.00-17.75 - -
Private Sector Banks 3.15-22.00 3.15-20.50 3.15-25.50 4.00-24.00 - -
Foreign Banks 3.55-23.50 4.75-26.00 5.00-26.50 5.00-28.00 - -
4. Weighted Average Lending Rate 12.57 11.97 11.92 - - -

- : Not available.

*: Interest rate on non-export demand and term loans above Rs.2 lakh, excluding lending rates at the extreme five per cent on both sides.

cent, respectively, in March 2008 as compared with
12.25-12.75 per cent and 12.00-16.50 per cent,
respectively, in March 2007. In July 2008, the BPLRs
of PSBs and private sector banks were placed in the
range of 12.75-14.00 per cent and 13.50-17.25
per cent, respectively. The range of BPLRs of
foreign banks, however, remained unchanged at
10.00-15.50 per cent during the same period.

1.5.49 The weighted average BPLR of PSBs
increased from 12.4 per cent in March 2007 to 12.8
per cent in March 2008 and further to 12.9 per cent
in June 2008. Over the same period, the weighted
average BPLR of private sector banks increased
from 14.3 per cent to 15.1 per cent and further to
15.2 per cent. The weighted average BPLR of foreign
banks also increased from 12.6 per cent in March
2007 to 13.9 per cent in March 2008 and further to
14.1 per cent in June 2008. The weighted average
actual lending rate of SCBs declined from 12.6 per
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cent at end-March 2005 to 12.0 per cent at end-
March 2006 and further to 11.9 per cent at end-
March 2007.

EQUITY AND DEBT MARKETS
Primary Market

11.5.50 Resources raised through public issues from
the primary market by the corporate sector (excluding
offers for sale) increased by 158.5 per cent to
Rs.83,707 crore during 2007-08, even as the number
of issues remained unchanged at 119 in 2007-08
(Table 2.69). The average size of public issues, thus,
increased to Rs.703 crore during 2007-08 from
Rs.272 crore during 2006-07. The share of non-
Government companies (private sector) in total
resource mobilisation declined to 76.0 per cent during
2007-08 from 94.5 per cent during 2006-07(Chart
11.25 and Appendix Table 42). Banks and financial
institutions in both public and private sectors
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Table 2.69: Mobilisation of Resources from the
Primary Market

(Amount in Rupees crore)

Item 2006-07 2007-08 P
No. of Amount No. of Amount
Issues Issues
1 2 3 4 5
A. Prospectus and Rights Issues**
1. Private Sector (a+b) 117 30,603 115 63,638
(44.7) (107.9)
a) Financial 8 1,425 11 14,676
b) Non-financial 109 29,178 104 48,962
2. Public Sector (at+b+c) 2 1,779 4 20,069
(-69.2) (1028.1)
a) Public Sector Undertakings 1 997 - -
b) Government Companies - - 2 2,516
c) Banks/Financial Institutions 1 782 2 17,553
3. Total (1+2) 119 32,382 119 83,707
(20.2) (158.5)
of which:
(i) Equity 116 31,532 116 82,398
(i) Debt 3 850 3 1,309
B. Private Placement
1. Private Sector (a+b) 1,524 81,841 1,614 1,29,522
(98.7) (58.3)
a) Financial 632 48,414 904 88,151
b) Non-financial 892 33,427 710 41,371
2. Public Sector (a+b) 157 64,025 198 83,046
(15.8) (29.7)
a) Financial 127 52,117 132 56,185
b) Non-financial 30 11,908 66 26,861
3. Total (1+2) 1,681 1,45,866 1,812 2,12,568
(51.2) (45.7)
of which:
(i) Equity 1 57 2 1,410
(ii) Debt 1,680 1,45809 1,810 2,11,158
C. Euro Issues (ADRs and GDRs) 40 17,005 26 26,556
(49.8) (56.2)
P: Provisional. **: Excluding offers for sale. -: Nil/Negligible.

Note: Figures in the parentheses are percentage variations over the previous

Source){easrécurities and Exchange Board of India and various merchant
bankers.

mobilised 38.5 per cent of resources through public

issues in 2007-08 as compared with 6.8 per cent

last year. Two public sector banks raised funds

aggregating Rs.17,553 crore through public issues.

I1.5.51 The share of the initial public offerings (IPOs)
both in terms of number of issues and resources
mobilised in the total public issues increased
significantly during 2007-08. Out of 119 public issues
in the financial year 2007-08, 82 issues were IPOs,
constituting 47.7 per cent of the total resource
mobilisation. Equity issues constituted 98.4 per cent
of the total resource mobilisation through public
issues during 2007-08 as compared with 97.4 per
cent during the previous year. Of the 119 public
issues floated during 2007-08, only three were debt
issues. The private corporate debt market, thus,
continued to be insignificant. Several efforts were
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made in 2007-08 to develop this important segment
of the market (Box 11.18).

I.L5.52 The domestic private placement market
continued to be a significant source of funding for
the Indian corporate sector. Mobilisation of resources
through private placements increased by 45.7 per
cent to Rs.2,12,568 crore during 2007-08 as
compared with an increase of 51.2 per cent during
2006-07. Private sector entities (both financial and
non-financial) mobilised bulk of the resources (60.9
per cent) in 2007-08 (Chart 11.25). Resources
mobilised by public sector entities at Rs.83,046 crore
witnessed an increase of 29.7 per cent during 2007-
08 as compared with a rise of 15.8 per cent during
2006-07. The resource mobilisation by financial
intermediaries (both public and private sectors)
increased by 43.6 per cent to Rs.1,44,336 crore
accounting for 67.9 per cent of the total resource
mobilisation. Banks (both public and private sectors)
mobilised Rs.26,199 crore through private
placements, which was 15.5 per cent lower than that
in the previous year.

1.5.53 Resources raised by Indian corporates
through Euro issues — American Depository Receipts
(ADRs) and Global Depository Receipts (GDRs) —
increased sharply by 56.2 per cent to Rs.26,556

Chart I1.25: Resource Mobilisation in the Primary Market
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Box 11.18
The Corporate Bond Market in India — Current Status

Among the multiple financing channels operative in a
developing economy, the corporate bond market has
assumed a special place in recent years due to its ability to
not only provide long term funds, but also to absorb shocks
in a rapidly integrating global financial system. A well
developed bond market reduces banks’ exposure to credit
and asset-liability mismatches which, in turn, moderate
the systemic risks. Furthermore, a broad and deep bond
market can emerge as an alternative channel for raising
resources, when funding from the banking sector and the
equity market becomes difficult. Also, the informational
efficiency of corporate bond prices is at par with underlying
stocks (Hotchkiss and Ronen, 2002).

At the macro level, the pace of development and size of
corporate bond markets depend largely on economic
growth, level of financial development in the economy and
the institutional support offered to its growth. The large size
of the US corporate bond market for example, may be
attributed to both its evolution over a long period of time
and sophisticated financial architecture. Similarly, Korean
bond market developed due to the increased availability of
structured financial products such as mortgage and asset-
backed securities (RBI, 2007). A key driving force behind
the growth of the Malaysian bond market was the change
in the institutional setting (Sharma, 2000). For instance, the
bond market was spurred by the presence of institutional
investors such as pension funds, unit trusts and insurance
companies, consolidation of regulatory responsibilities
under one head called the National Bond Market Committee
and encouragement to Islamic bond market. In Singapore,
the idea was to expand the base of investors by attracting
non-resident issuers in both local and foreign currencies.
This was encouraged by removal of restrictions on
Singapore-based financial institutions trading with non-
financial institutions and on trading of interest rate swaps.

The corporate bond market has been in existence in India
for a long time. However, despite a long history, the size of
the public issue segment of the corporate bond market in
India has remained insignificant. In recent years, large
resources have been raised by way of debt from the private
placement market. As against an annual average of
Rs.7,513 crore raised by way of public debt issues during
1990-91 to 1994-95, the resource mobilisation declined to
an average of Rs.5,469 crore during 1995-96 to 1999-00
and further to an average of Rs. 2,899 crore during 2000-
01 to 2006-07. In sharp contrast, mobilisation of funds by
way of private placement of debt increased from an average
of Rs.33,638 crore during 1995-96 to 1999-00 to an average
of Rs.84,262 crore during 2000-01 to 2006-07. In 2007-08,
as against Rs.1,309 crore raised by way of public debt
issues, resources raised from the private placement market
were quite large at Rs.2,12,568 crore.

The lack of market infrastructure and comprehensive
regulatory framework coupled with low issuance leading
to low liquidity in the secondary market, narrow investor
base, inadequate credit assessment skills, high costs of
issuance, lack of transparency in trades and
underdevelopment of securitisation of products are some
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of the major factors that have hindered the growth of the
private corporate debt market. Stringent norms for public
issues, regulatory overlap and lack of risk management
products are some of the micro barriers hindering the
market growth (ICMA, 2008). Among the macro constraints,
prominent ones are demand and supply barriers. Demand
for corporate debt is constrained due to investment
restrictions on banks and domestic institutional investors
like insurance companies who are subject to strict asset
allocation rules. Supply of funds from pension sector is
held back because coverage of formal pension system is
restricted to organised workforce only (Garzarelli, et al.
2007).

In the recent period, several measures have been taken to
develop the debt market. The corporate bond reporting and
trading platform have been operationalised at BSE, NSE
and FIMMDA. SEBI has rationalised the provisions of
continuous disclosures made by issuers who have listed
their debt securities. It also implemented measures to
streamline the activity in corporate bond market by reducing
the shut period in corporate bonds in line with Government
securities, reduced tradable lots in corporate bonds in
respect of all entities including Qualified Institutional
Investors to Rs.1 lakh and standardised the day count
convention. In order to enhance safety of investors, SEBI
made it mandatory that the companies issuing debentures
and the respective debenture trustees/stock exchanges
shall disseminate all information regarding the debentures
to the investors by displaying information through respective
websites and press releases. Several other reforms such
as simplification of the debt issuance process and
rationalisation of stamp duty are also under consideration.

A key to expand corporate bond market is to manage the
credit risk through credit enhancement mechanisms like
credit rating and bond insurance institutions. Institutional
investors who have superior risk assessment capacity
along with investment capacity can also act as credit
enhancers. However, such institutions require sufficient
time to develop (Mohan, 2006).
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crore during 2007-08. Out of these, Rs. 17,851 crore
were mobilised in the form of ADRs and Rs.8,705
crore in the form of GDRs. Most of the Euro issues
were made by private non-financial companies.

Secondary Market

I1.5.54 The domestic stock markets, which remained
generally firm up to early January 2008, witnessed a
sharp correction beginning January 11, 2008 (Chart
[1.26). Continuing the firm trend of the previous year,
the stock markets in India surged ahead to reach
new high between April-December 2007. Liquidity
support from Flls and domestic mutual funds, strong
macroeconomic fundamentals, healthy corporate
earnings, upward trend in EMEs equity markets and
other sector and stock specific news helped to boost
the market sentiment. Although the domestic
stock markets witnessed corrections in mid-August,
mid-October and mid-December 2007, they
recovered soon. The BSE Sensex reached an all-
time high of 20873 on January 8, 2008.

11.5.55 Beginning January 11, 2008, the domestic
stock markets witnessed severe bouts of volatility
due to heightened concerns over the severity of sub-
prime lending crises in the US and its spillover to
other market segments and in other countries. Fears
of recession in the US economy on account of

Chart I1.26: Indian Stock Markets
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contraction in the US service industry, weak earnings
growth reported by some of the leading US
companies, home foreclosures climbing to record
high levels and lacklustre retail sales in the US also
impacted the sentiment. Liquidity squeeze from the
secondary market in the wake of the IPO issuances,
heavy sales by FliIs in the Indian equity market, hike
in short-term capital gains tax from 10 per cent to
15 per cent announced in the Union Budget
2008-09, increase in domestic inflation rate, rise in
global crude oil prices to record highs, decline in
ADR prices in the US markets were some of the other
factors that adversely affected the market sentiment.
Between end-March 2007 and March 31, 2008, the
BSE Sensex moved in a wide range of 12455-20873.
The BSE Sensex and the S&P CNX Nifty closed at
15644 and 4735, respectively, on March 31, 2008
registering gains of 19.7 per cent and 23.9 per cent,
respectively, over end-March 2007 (Appendix Table 43).

I.L5.56 The market capitalisation of BSE increased
sharply by 44.9 per cent to Rs. 51,38,015 crore by
end-March 2008, reflecting rise in stock prices and
listing of new securities (Table 2.70 and Appendix
Table 44). The market capitalisation, as percentage
of GDP, increased from 85.5 per cent at end-March
2007 to 156.7 per cent on January 08, 2008 before
declining to 109.5 per cent by end-March 2008. The
price-earning (P/E) ratio of BSE Sensex rose from
20.3 at end-March 2007 to 28.5 by January 08, 2008
before sliding to 20.1 by end-March 2008. Volatility
in the stock markets increased significantly during
2007-08 and remained higher than many emerging
market economies. The turnover in the major stock
exchanges increased sharply during 2007-08. The
combined turnover of the BSE and the NSE in the
cash segment increased by 76.8 per cent during
2007-08 and that in the derivatives segment by
79.8 per cent (Appendix Table 45).

11.L5.57 In an effort to provide market participants
adequate liquidity and facilitating price discovery, the
Securities and Exchange Board of India (SEBI)
allowed short selling, and securities lending and
borrowing scheme to all classes of investors with
effect from April 21, 2008 (Box 11