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May IIP growth was lower than expected
Headline inflation remains elevated; sizeable revisions add to
concerns
4Q GDP at 8.8%

Can India sustain a GDP growth rate of 8.5% with industrial
production at 3.8%, headline inflation at 13 year high of 11.89%?

Higher inflation continues to dominate:

The Wholesale Price Index for the week ended June 28, 2008 was
recorded at 11.89% (yoy) as compared to previous weeks' figure
of 11.63 %( yoy). The food articles (0.5%), Non-food articles
(1.8%), Textiles (2.5%) and Chemicals (1.2%), Non-metallic mineral
products (0.8%) were the main drivers of the index. Inflation has
increased by 9.2% since January 5, 2008 due to rise in international
prices of essential commodities including food-grains, processed
foods, metals and chemicals. Thus a very large proportion of
inflation in India is imported inflation.

In India, the inflation has two main inherent issues. Firstly, it is
mix of primary, intermediate and final commodities. Thus impact
of rise and fall in prices of commodities is either exaggerated or
not correctly reflected Secondly, many commodities in the index
have been left unrevised for a long period of time, for eg: those
items subsidized by the government. The domestic fuel price
hike pushed the fuel index for the week ending June 7, 2008 by
7.78% due to sudden revision of petrol (11.16%), ATF (14%), LPG
(20%), Lignite (16.25%), HSD oil (9.8%), LD oil (20.5%) and coke
(31%), weighing 7.10, drove the index to 11.05% from 8.75%.

As per the latest press release issued by the Office of the Economic
Advisor the prices of only 68 commodities have been revised
leading to sudden and large revisions in the index tend to aggravate
numbers. Given the current scenario, inflation is expected to touch
15% levels due to persistent high crude oil prices, steel, raw
materials and food articles.
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Industrial Performance:

The industrial production for the month of May was
reported at 3.8% (yoy). Mining, manufacturing and
electricity registered lower growth in the month of May
as compared to the same period in the previous year
by 5.2%, 3.9% and 2% respectively. The deceleration
in the electricity sector by 2% was mainly on account
of moderation in thermal power generation and decline
in nuclear power generation. High base as well as
decline in refinery output in certain public sector
refineries contributed to decelerated growth in
petroleum refinery products. The slowdown in the
cement sector was mainly on account of high base and
capacity constraints.
According to use-based classification, the sectoral
growth rates in May 2008 over May 2007 saw growth
of 3.0% in Basic goods, 2.5% in Capital goods and
1.2% in Intermediate goods. The Consumer durables
and Consumer non-durables have recorded growth of
4.4% and 8.1% respectively, with the overall growth in
Consumer goods being 7.2% as compared to 12.9% in
the month of April.
The impact of hike in repo rate and CRR on the industrial
production is evident from the industrial performance.
Firstly, consumer demand has declined and secondly,
the cost of funds for new and existing projects have
become expensive.The high cost of project will extend
the payback period  further thereby causing
uncertainity resulting in  deferment of new capacities
till the funds get cheaper.

This is evident from CMIE database whereby the
projects outstanding at the end of June quarter have
declined by 9.99% and addition of new projects have
also seen a decline by 10.02%. Further,projects shelved
during the quarter have increased by 141.98% implying
slowdown in expansionary process in capital
investments.
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Gross Domestic Product:

There is no country elsewhere across the Asian sub-continent where the monsoons cause as much public concern, political
unease and media interest as in India. The reason behind the attention is the fact that monsoons affect the economic growth of
this country. India is predominantly agrigarian and contributes approximately 24 per cent to the GDP, provides raw materials for
a fifth of the industry and generates demand for industrial goods. Besides, nearly sixty per cent of the population depends on
agriculture for their livelihood and forty per cent of the manufactured goods depend on the rural markets. And since only a third
of the country is irrigated, Indian agriculture depends heavily on the monsoons.

The 4Q GDP rose by 8.8% as compared to 9% over the
previous quarter. The sectors which showed growth rates
of 5 per cent or more, are 'manufacturing' (9.3 %), 'electricity,
gas and water supply' (5.3%), 'construction' (8.4%), 'trade,
hotels, transport and communication' (11.3%), 'financing,
insurance, real estate and business services' (11.6 %), and
'community, social and personal services' (7.6 %).

However, private final consumption expenditure has
declined by 5.68% over the third quarter.Gross fixed capital
formation has moderated over the 4th quarter to 14% as
compared to the same period in the previous year. The
rise of repo rate to 8.5% and CRR to 8.75% will not only
stall consumption demand but also investment
demand.Hence the 2nd quarter may see a further
moderation in growth to 7.5%.

Real GDP
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Related Developments:

Widening Trade Deficit
Trade deficit increased to USD 23.8 bn in Q4 of 2007 - 08 against USD 12.9 bn Q4 of 2006- 07. The rise in import bill and moderating
exports resulted in further widening of the trade gap. The breakup of imports shows a sharp rise in oil imports and decline in non-
oil imports.

Balance of Payments

The main features of FY08 data for India’s Balance of Payments (BoP) are listed as under:

(i) sharp rise in trade deficit was led by sharp rise in oil imports by 34.6%, driven mainly by the surge in international crude

prices while imports in terms of quantity showed subdued growth.

(ii) steady increase in invisible surplus by 26.2% in Q4 of 2007-08 as compared to 25.6% in Q4 of 2006-07 is led by

remittances from overseas Indians and software services;

(iii) current account deficit rose by at 1.5% of GDP in FY08 against 1.1% in FY07;

(iv) significant increase in the capital inflows was led by FDI,though FDI has been bi-directional A major part of outflows

from NRI deposits is in the form of local withdrawals. These withdrawals, however, are not actually repatriated but are

utilised domestically.

(v) accretion to reserves is reflected in investment income as receipts rose by 54.9% during 2007-08 as against 43.0% in

2006-07.
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External sector outlook
Given the fact that commodity prices are at all time highs and are expected to remain high for several import items in the

international market, particularly oil, merchandise trade deficit will remain under pressure in FY09. The gradual decline in capital

flows have caused steady fall in the accretion of reserves.Therefore, the governmnet has increased FII limit in domestic bond

market and relaxed borrowing scheme under ECB route.

Fiscal deficit
Government finances data for May reflects that the key deficit indicators, viz., revenue deficit (RD) and gross fiscal deficit (GFD)

were higher than the corresponding period of the previous year. RD and GFD for May 2008 stood at 122.7% and 54.9%,

respectively, of the FY09 Budget estimates (BE).

The central government projected the fiscal deficit for FY09 at 2.5% of GDP mandated by the Fiscal Responsibility and Budget

Management (FRBM) Act. However, going forward the estimates may be revised to 3-3.5% after taking into account possible

loss of revenue due to lower tax buoyancy, loss of tax revenue following exemption of excise and customs duty on several

commodities, additional expenses following agricultural debt waiver scheme, and the Sixth Pay Commission recommendations,

possible surge in pre-election spending etc., and off-balance sheet items like food, fertilizer and oil bonds.
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