Good morning!
Thank you very much for inviting me to speak to you about India’s
economic outlook. My presentation path will be:
The India Story – Medium Term Prospects
India Macro – Is the Bad News Priced in?
o

GDP – contagion risks limited, but growth likely to remain at
levels under 8%

o

External Debt – short term debt worries; redemption pressures
key to monitor

o

BOP – flows lower, but sufficient to finance the deficit

o

Fiscal – slippage for sure, but how much; assessing debt
concerns

o

WPI Inflation – determined by interplay between currencies and
commodities

o

Rates – almost at the peak

o

Special Focus – gold financing, wages, underground economy
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There are four key drivers to the India story
Investments – this is lead by corporate capex and infrastructure. Due to a
conducive policy environment during 2003 - 08, the share of investments
as a percent of GDP rose from 24% in 2003 to 36%. This was one of the
key factors that resulted in India moving to a higher growth trajectory i.e.
from 7% to 9%.
Consumption – Consumption currently comprises 66% of GDP. Growth has
been strong led by both urban and rural consumption.
Outsourcing – Initially led by software, one has seen inroads across
pharma as well as knowledge process outsourcing – i.e. outsourcing of
skilled and high end functions in finance and technology.
The fourth driver in the more recent past has been that of Inclusive Growth.
During the high growth years, the government wanted to make sure that
the 9% growth trickles down to the masses. Consequently there was a lot
of focus on education, health care and other social infrastructure.
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A quick look at the demographics which is a key driver for the consumption
story:
India has a very young population, with almost 50% of the population under
the age of 25. As regards income demographics, the point to note is the
size and growth of the middle class. Both these factors bode well for
creating and sustaining the demand for new products and services.
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A look at some of the qualitative demographic trends:
While India’s population has risen to over 1bn+ over the last few decades,
two key points to note are
(1) Trends in urbanization have steadily increased with the latest census
pegging the ratio at 31% in 2011 from 27% in 2001.

(2) Literacy has also seen a quantum jump to 74% in 2011 from 64% in
2001.
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Lastly, on the structural front are trends in savings. While India’s
investment rate has increased from 24% to 36% over the last decade, an
encouraging data point is the increase in the savings ratio from 22% to
32% in the same period.
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Let us move on to current trends in the economy.
Starting with the global picture. The 2011 playbook of
(1) The exceptional stimulus aiding growth and
(2) Euro debt restructuring being pushed to 2013-14 have not played out.
Consequently, the escalation in sovereign debt/banking sector problems in
the Euro Area coupled with slowing economic activity – have resulted in
further cuts in GDP estimates across the world.
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So what are the implications for India?
While a low exports/GDP ratio, a domestically financed fiscal deficit, and a
healthy banking system insulates India to some extent; in times of risk
aversion, India immediately comes on the radar due to its twin deficits and
reliance on external capital.
While global developments have taken a turn for the worse, we are
maintaining our FY12 GDP estimate at 7.6% as the favorable monsoons
and trends in crop sowing could result in higher agricultural growth.
Apart from global factors, trends in FY13 would be impacted by domestic
factors including
(1) Slow pace of policy reform
(2) Lagged impact of monetary tightening and
(3) Limited maneuverability on both the fiscal and monetary account.
Consequently, we expect growth in FY13 to also come in at sub 8% levels.
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A quick look at the current growth drivers:
Consumption: As mentioned earlier, consumption comprises 66% of GDP.
The lagged impact of 500bps of tightening has resulted in consumption
moderating from 8% levels to 6% levels. However, key factors supporting
consumption are
(1) The government’s rural employment scheme
(2) The use of gold as collateral across all income groups and
(3) Rising wages at both the rural and urban level.
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As regards the use of gold as a collateral asset: While India’s official gold
holdings stand at 560 tonnes, privately held gold stocks are ~18000
tonnes.
High rates charged by unorganized money lenders have resulted in the
growth in the organized gold loan market. This could further support
consumption since gold is no longer considered an asset to buy and hold
and is now being used as collateral across income groups.
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In addition to gold financing, consumption trends in India have been
holding up largely due to continued rise in wages - both in urban and rural
India. As seen in the charts, both nominal and real wages are the highest in
the region. This is due to NREGA, increase in bargaining power of workers
and the talent shortage.
While the rise in wages is positive for consumption, it has implications on
(1) inflation remaining entrenched due to the possibility of a wage - price
spiral and
(2) Social unrest/strikes in sectors such as autos and mining, which could
eventually take a toll on growth.

India Outlook - Rohini Malkani - page 18

Moving on to investments, growth has been lack-luster largely due to
policy-related issues. In the recent past, there are some signs of positive
incremental policy on the infrastructure. These include resolving
environment-related issues and clearing coal blocks.
However, key structural issues that need to be addressed to enable to
investments return to their trend include:
(1) Addressing issues on coal availability and
(2) Losses of State Electricity Boards.
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Bottom Line: As seen in the chart, India has had nearly a year of policy
impasse, where pending reforms were shelved due to corruption issues,
environmental clearances and land-acquisition concerns.
While things have got incrementally better in recent months, pushing
ahead with difficult reforms is key, which in turn calls for a re-look at the
current model of governance.
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Moving on to the external front. Latest estimates peg India’s total external
debt at US$317bn.
While the overall debt/GDP ratio has seen a decline and stands at a
comfortable 17.4% of GDP and forex reserves are close to 100% of total
external debt, a point to note is that over last few years there has been a
rise in both short term debt and commercial borrowings.
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With short-term debt by residual maturity at US$137bn; there are 2 key
pressure points on the external debt front:
(1) Redemption pressures arising on ECBs/FCCBs. Just to explain, due to
growing interest rate differentials, a lot of Indian firms have been
borrowing abroad. Now, in addition to repayments, they also have to
bear exchange rate risks.
(2) Short term trade credit. Rolling over trade credit could be difficult, if
overseas banks run out of lines on Indian banks or letters of credit are
not renewed.
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Typically during times of risk aversion, countries with high twin deficits/high
external financing requirements do get more severely hit. On this slide
we’ve done an analysis of how adequate India’s FX reserves are during
times of crisis and how India measures up with other countries in the
region.
Here, it’s evident from the table on the top that India does appear
vulnerable when we look at FX reserves relative to its total external
financing needs. This is due to its
(1) Current account deficits
(2) Redemption pressures arising on external commercial borrowings/
foreign currency convertible borrowings
(3) Rise in short term debt.
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Coming to current trends in the external sector, we expect India to post a
current a/c deficit of 2.9% of GDP vs. 2.6% last year. This is because
software exports, which are classified as invisibles, could be lower due to
the worsening global environment. This would offset any decline that we
see on oil imports with lower oil prices.
As far as the capital a/c is concerned, FDI flows would likely remain
buoyant due to a number of deals this year. But, portfolio flows are likely to
be much lower . This would result in an overall surplus of US$4.7bn.
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Just to focus a bit on exports…We’ve seen through FY11 that growth in
exports has been very strong – up 38%YoY. This is largely for 2 reasons:
The composition of exports has shifted away from traditional items like
agriculture, textiles, etc. to engineering and petro products. These
categories now account for over 40% of total exports from 14% a decade
ago
The Middle East and Asia are now the biggest destination markets versus
the US and EU earlier.
However, going forward, slowing global demand and domestic constraints
would result in export growth coming off to 19%YoY this fiscal.
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On the capital account, two key areas where we have seen strong growth
in recent months have been FDI and external borrowings. We expect
trends in FDI to remain strong due to the BP Reliance Deal. Government
reforms that aim at liberalization in both FDI and ECBs should also help
enhance flows.
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Moving on to the fiscal situation, as seen in the slides, during the previous
crisis, the fiscal deficit was under control with the combined deficit at 4.1%
of GDP in FY08. This gave the government enough fiscal space to take
stimulus measures.
This time around, things are markedly different. Fiscal spending during the
FY09 elections, coupled with higher subsidies and lackluster revenues
could result in the combined deficit coming in at 8.5%. This limits the room
for introducing fiscal stimulus measures.
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As regards the current state of finances, we expect the government to miss
its deficit target of 4.6% of GDP due to both lower revenues and higher
expenditures.
On the revenue side, given that the budget estimates have factored in real
growth of 9%, moderating growth estimates are likely to take their toll on
tax collections. Moreover, the global macro environment makes the Rs
400bn divestment target ambitious.
On the expenditure front, a higher subsidy outlay across the spectrum food, fertilizer and petroleum subsidies are likely to result in an expenditure
overshoot. We have looked at this in detail in the next slide.
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The key item on the expenditure front that is worrisome is subsidies. The
government in its budget estimates has projected a 12.5% contraction in
the overall subsidy bill. We feel this is ambitious especially with regard to
fuel subsidies.
As seen in the table, despite price hikes, domestic prices are still below
international prices thus resulting in oil companies making losses. The
government’s share of the losses or under-recoveries of the oil companies
is likely to be Rs500bn or 0.5% of GDP.
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The next two slides look at the macro-implications of oil prices – on the
subsidy bill as well as inflation. On the bottom line, India is adversely
impacted in a rising oil price scenario.
India - Economics

… And Global Macro Could Impact Divestments





The government’s Rs400bn
divestment program slated for FY12
commenced with the follow-on public
offering (FPO) of Power Finance
Corporation.
Looking ahead, the divestments slated
for FY12 include that of SAIL, HCL
and some oil majors.
This year, although there is increasing
pressure to meet targets, given other
sources of fiscal strain; the divestment
targets have reportedly been revised
downward to Rs250bn from Rs400bn
earlier.
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Source: Budget Documents, CIRA

Likely Divestment Program
Company Name
Pow er Finance Corporation
SAIL
Oil Majors
Hindustan Copper
BHEL
Scooters India
National Building Construction Corp
Rashtriy a Ispat Nigam
MMTC

Type % Divestment
FPO
FPO
FPO
FPO
FPO
Sale
IPO
IPO
FPO

Upto 5%
Upto 5%
5% -10%
Upto 10%
Upto 10%
Upto 95%
Upto 10%
Upto 10%
NA

Status GoI Approval
Completed
Likely in July
H2 FY12
H2 FY 12
H2 FY 12
H2 FY12
H2 FY 12
H2 FY 12
H2 FY 12

Source: Budget Documents, Media Articles, www.divest.nic.in
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Receiv ed
Receiv ed
Receiv ed
To Receive
To Receive
To Receive
To Receive
To Receive

Approx Amt
(Rs Bn)
12
27
~175
40
45
NA
NA
NA
NA

Given the current focus on sovereign debt concerns; India is on the radar
due to its high current a/c and fiscal deficits; and high debt position.
A quick look at India’s debt dynamics: India’s total debt/GDP stood at 124%
in FY11 and includes:
Starting with public debt…Growth and interest rate dynamics have resulted
in public debt/GDP ratios coming down from 84% levels in FY05 to 70%
levels currently: More-over a key point to note is that the debt is largely
domestic and India has a captive market for government bonds.
As regards private debt. Due to relatively lower interest rates overseas,
private debt (hhld + corporate) has risen from 31% of GDP in FY00 to
56.2% in FY11.
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A key worry for India right now is a high and sticky trend in inflation.
Inflation has been at 9%+ levels for over 20 months. This is partly due to
structural factors, since food prices have stayed high with rising
incomes/higher support prices for crops. But, demand pressures are also
at play, which is reflected in high ‘core’ inflation.
The RBI has responded with a strong anti-inflationary stance, raising rates
by 500bps since March 2010. However, this has been largely ineffective.
Going forward, we do expect inflation to see some moderation due to a
high base effect. But key would be
(1) the extent of decline in commodities, since 60% of the inflation basket is
commodity linked
(2) the extent to which the decline in commodities is offset by INR
weakness and
(3) additional borrowing programs on the public finance front.

Due to lack of time I cannot discuss the following slides. But I will add them
to the report of this presentation.
Thank you very much for your attention!
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India - Economics

Special Topic: Corruption Issues Are Currently at the Forefront
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The bill proposed by social activists
covers ALL public servants – including
judges, MPs, Ministers, and the PM,
however, it EXCLUDES NGO's.
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The bill proposed by the govt covers
MPs, Ministers and Group A officers,
including those in companies, trusts,
NGOs that are owned/financed by the
government. It EXCLUDES the PM
while he is still in office, the judiciary,
any action of an MP in the Parliament
and the lower bureaucracy.
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The passage of the Lokpal (Anticorruption) Bill would help curb these
concerns. Key debate on this revolved
around:

Corruption Perception Index, 2010
10

Denmark



Global Financial Integrity estimates the
present value of total illicit flows at
US$462bn, while a BJP Taskforce
report in 2009 puts the quantum
anywhere between US$0.5-1.4trn.
These flows are typically the result of
tax evasion, corruption, bribery,
kickbacks, and terrorist activities.

1976
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