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1. After three successive years of growth over 7 percent, growth slowed to an estimated 5 percent in 1997/98.1 The slowdown predates the Asian crisis, and its proximate causes are a decline in agricultural output and weak industrial sales. Weaker investment appears to be a major factor behind the industrial slowdown. Although cyclical factors have played a role, fundamental constraints linked to the partial nature of the structural reforms are becoming more evident. High real interest rates, infrastructure bottlenecks, and delays in establishing the regulatory framework for private sector participation in some key sectors have dampened investment, industrial production, and exports.
2. Meanwhile, inflation remained subdued during 1997/98, despite an adjustment in administered prices of petroleum products, benefiting from a favorable crop in the previous year as well as the growing integration of the Indian economy with the global economy that has allowed the effect of lower international prices to feed into India’s price system. However, more recently, inflationary pressures have emerged in part because of tight supply conditions for some food items. Consumer price inflation (which gives a higher weight to food) reached 12½ percent in June 1998, while wholesale price inflation has risen to 8 percent at mid–July 1998.
3. The balance of payments continued to improve in 1997/98, despite a widening in the current account deficit to 1½ percent of GDP. Export growth in dollar terms has remained weak, while import growth has been stronger. Portfolio inflows fell sharply in 1997/98, although this decline was offset by buoyant net inflows of foreign direct investment and external commercial borrowing. The rupee came under pressure during the year, and the authorities initially sought to secure a soft landing through heavy spot and forward intervention. The rupee has depreciated by 19 percent against the dollar between the onset of the Asian crisis in July 1997 and end–July 1998. Foreign currency reserves remain comfortable at $24 billion at end–July 1998, equivalent to 5½ months of imports.
4. The underlying fiscal position weakened significantly in 1997/98, reversing some of the gains made in recent years. The deficit of the central government (excluding divestment receipts) rose by one percent of GDP to 6.2 percent, mainly on account of a major shortfall in tax revenue. Despite the widening of the deficit of the central government, the deficit of the consolidated public sector (which includes the central and state governments, and central public enterprises) is estimated to have narrowed slightly to 9.4 percent of GDP in 1997/98 because of several one–time factors (including receipts from a tax amnesty scheme and the fall in international oil prices). The budget for 1998/99 envisages a modest reduction of the deficit of the central government to 5.9 percent of GDP.
5. The conduct of monetary policy during 1997/98 continued to be complicated by the large fiscal deficit. Against the background of declining inflation and sluggish growth in industrial production, the Reserve Bank of India (RBI) continued to ease monetary conditions during the first half of the year. However, faced with pressure on the rupee, monetary conditions were tightened in November 1997 and then again more forcefully in January 1998. As stability in the foreign exchange market was restored, the tightening was largely reversed during March and April 1998.
6. The process of structural reform has slowed over the past year, especially in the months leading to the March 1998 parliamentary elections. Although several important steps were taken (especially in the areas of foreign direct investment, the financial sector, and the industrial policy regime), overall progress was incremental and uneven, with limited headway made on fundamental issues. The new government has taken steps to continue the phased removal of India’s quantitative restrictions on imports, and has indicated in the 1998/99 budget its intention to move ahead in a number of areas including: divestment of public enterprises; enhancing the role of the private sector in infrastructure development; partially opening the insurance sector; and attracting foreign direct investment by simplifying procedures.
7. Real GDP is provisionally estimated to have grown by 5 percent in 1997/98 (Table II.1).2 This compares to average growth of 7½ percent during 1994/95–1996/97. The seeds of the slowdown evident in the 1997/98 data can be traced back to 1996/97, and hence pre–date the Asian crisis. In 1996/97, growth in the industrial sector slowed sharply, but this slowdown was offset by a very strong rebound in agricultural production following the poor harvest in 1995/96, so that overall GDP growth maintained the strong momentum of the previous two years. However, with agricultural production declining in 1997/98, and growth in the industrial sector picking up only slightly, GDP growth slipped to its lowest level since 1991/92.
8. The slowdown is partly due to cyclical factors. The increase in India’s potential growth rate to around 6 percent (underpinned by the strong rise in saving and investment and efficiency gains since 1992/93),3 together with the large output gap that developed in the early 1990s, enabled growth to expand rapidly during 1994/95–1996/97 (Chart II.1). By 1996/97, however, a positive output gap had developed (output above potential), but the slowdown over the past year is now estimated to have resulted in a small amount of cyclical slack developing in the economy.
CHART II.1 INDIA: ACTUAL AND POTENTIAL OUTPUT GROWTH, 1970/71–1997/98
(In percent, unless otherwise noted)
Sources: Kational Account Statistics; 1997/98 Economic Survey; and staff calculations.
1/ Estimated using a Hodrick-Frescott filter.
2/ Actual output less potential output as a ratio of potential output.
9. However, more fundamentally, growth appears to have been limited by structural impediments. Persistent fiscal pressures and weaknesses in the financial sector have kept real interest rates high, and access to credit has been affected as banks have (appropriately) sought to strengthen their balance sheets. Infrastructure constraints in a number of key areas of the economy, particularly the power, roads, and port sectors, have come to the fore as reform and investment in these sectors has failed to keep up with developments in the rest of the economy, and have limited any further upward movement in growth potential.4 Indeed, Ahluwalia (1998) concludes that “during the first five years of economic reforms there was inadequate expansion of capacity in all infrastructure sectors except telecommunications.”5
10. Power constraints are a significant problem, with many companies reporting interruptions to service.6 While electricity production increased by 7 percent in 1997/98, compared to 4 percent in 1996/97, according to the Annual Report of the Union Ministry of Power the country still faced an average energy shortage of 8 percent in 1997/98. Ahluwalia (1998) notes that the shortage of power was perceived as a critical constraint at the start of the Eighth Plan period (1992–1997), but expansion of capacity under the plan has been very disappointing. He goes on to note that this poor performance is largely a reflection of the deteriorating financial health of the SEBs, which, in turn, is due to the very low tariffs for certain categories of consumers and operational inefficiencies.
11. Transportation is another problem area. Road transportation, which currently accounts for about 80 percent of passenger movement and 60 percent of freight movement, is hindered by the large number of unsurfaced roads (50 percent of total road network) and the over–dependence on national highways. These national highways account for less than 2 percent of the road network, but carry as much as 40 percent of the movement of goods and passengers. This results in substantial congestion, and commercial vehicles are able to run only 200–250 km per day compared to 600 km per day in developed countries (Ahluwalia, 1998).
12. Port capacity is also insufficient to meet existing demand, and the ports are characterized by outdated technology, restrictive labor practices, and slow custom clearance procedures. This results in pre–berthing delays, longer ship turnaround time, and higher costs compared to other ports in the Asian region.
13. Government policy has focussed on improving the efficiency of public sector infrastructure provision and encouraging a greater role for the private sector. (Recent structural reform initiatives are outlined in Box II.1.) In the power sector, regulatory bodies are to be set up at the center and state levels to deal with tariff related matters, while states will be required to explicitly provide for losses incurred by SEBs as a result of subsidized tariffs. Some states have already begun the process of restructuring the power sector. In Orissa, the SEB has been replaced by separate corporations dealing with thermal and hydro generation, distribution, and transmission. The government intends to introduce private participation gradually in each of these areas, with privatization of the distribution sector on schedule to be completed by March 1999. In the ports sector, some improvement in productivity has been achieved, with the average ship turnaround time declining from almost 12 days during 1985–90 to a little under 8 days in 1996/97, but productivity in Indian ports remains below that in other countries in the Asian region. In the roads sector, private finance is being sought for development, while a levy has recently been introduced on petrol and earmarked for the development of national highways. However, in general, while many contracts have been awarded to the private sector, relatively few deals have reached financial closure. As a result the private sector has not thus far made a substantial contribution to expanding infrastructure service coverage and quality.7
Box II.1: Key Structural Reforms Since April 1997
Public enterprises
Financial sector
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14. The growth of industrial production declined sharply in 1996/97 to 5½ percent following the very strong growth of 12¾ percent in 1995/96 (Chart II.2).8 It recovered somewhat in 1997/98 to 6½ percent, with growth strengthening during the course of the year, and peaking at around 9 percent (year–on–year) in early 1998. However, over the past three months, production seems to have slowed again, reflecting a weakening in business confidence due, in part, to uncertainties regarding the economic and political situation.9
CHART II.2 INDIA: INDUSTRIAL PRODUCTION AND BUSINESS CONFIDENCE INDICATORS, 1995–98
Sources: Data provided by the Indian authorities; and NCAER.
1/ Three-month moving average.
15. Manufacturing sector output, which accounts for 79 percent of the industrial production index, grew by 6½ percent in 1997/98, broadly the same as in 1996/97. The output of capital goods was flat in 1997/98, following growth of 9¼ percent in 1996/97 (Chart II.3). This slowdown reflects: the weakening in domestic demand over the past two years; the impact of continued high real corporate borrowing rates; pressures on corporate profitability (see below); and recent uncertainties relating to the election and the direction of economic policy. Output growth in the consumer goods sector picked up slightly in 1997/98 (to 6 percent), although consumer demand was relatively subdued with the weakness in the agricultural sector.
CHART II.3 INDIA: COMPONENTS OF INDUSTRIAL PRODUCTION, 1995–98
(12-month percent change) 1/2/
Source: Data provided by the Indian authorities.
1/ Three-month moving average.
2/ Based on the revised industrial production index. The weights are: basic goods 35.5 percent; intermediate foods 26.4 percent; capital goods 9.7 percent; consumer goods 28.4 percent.
16. The profitability of private manufacturing companies weakened substantially during 1996/97.10 Sales grew by 12¾ percent during the year, compared to 26 percent in 1995/96, and profits before depreciation, interest, and tax (PBDIT) increased by only 6¼ percent compared to 27½ percent in 1995/96. Profits after tax (PAT) actually declined by nearly 30½ percent compared to 1995/96, partly as a result of higher interest costs in the year. Although sales growth slowed further to only 6½ percent in 1997/98, PBDIT increased by 8½ percent as companies acted to control the growth in their operating expenses. However, PAT rose by only 3¾ percent in 1997/98 as the benefits of lower tax payments during the year following the reductions in corporate taxes in the 1997/98 budget were outweighed by higher interest and depreciation costs.
Box II.2: Revisions to the Index of Industrial Production
The Central Statistical Organization (CSO) has recently released a revised industrial production index. The revised index has been rebased to 1993/94 (from 1980/81), and the weights updated to more accurately reflect the current industrial structure. The coverage of the index has also been expanded by the inclusion of nearly 200 additional items, taking the number of items covered from 352 to 543. The new weights were calculated from estimated gross value added from the 1993/94 national accounts, and include substantial changes from the previous index for some items. These are: cotton textiles (12.3 to 5.5 percent); basic metals and alloys (9.8 to 7.5 percent); transport equipment (6.4 to 4 percent); food products (5.3 to 9.1 percent); and petrochemical and coal products (4 to 5.7 percent).
The revised series indicates a significantly different pattern in industrial activity over the past few years (see Chart). In particular, the slowdown in industrial production in 1996/97 is now estimated to have been much sharper, but production is estimated to have recovered somewhat in 1997/98 compared with previous estimates which showed a further decline in growth to only 4¼ percent. The most significant revisions have occurred in the output of the capital goods sector. Rather than growing by a cumulative 47 percent during 1994/95–1995/96, growth of this sector has been revised down to only 10 percent. Also, rather than slowing sharply in 1996/97, growth is estimated to have picked up to 9¼ percent. The revised series is likely to lead to some upward revision to estimated GDP growth in 1997/98.
17. Agricultural production, which grew by 8 percent in 1996/97 following the poor harvest in 1995/96, is estimated to have declined by 2 percent in 1997/98. The decline in production in 1997/98, in part, reflects the negative impact of abnormally cool and wet weather in November and December 1997, which particularly disrupted the normal schedule for wheat sowing. Foodgrain production is estimated to have declined by some 2½ percent, and the production of cotton, oilseeds, and sugarcane are also estimated to have fallen.
18. The service sector continued to expand at a brisk rate in 1997/98. Growth of 9 percent was the result of a sharp rise in community, social and personal services (13¾ percent) and further robust expansion in the financial services sector (9½ percent). Over the past five years, growth in the services sector has outstripped that in the industrial sector.
19. On the expenditure side of the accounts, growth in both private and public consumption increased slightly in 1996/97, to 5¾ and 5 percent respectively. However, growth in gross capital formation declined from 16¾ percent in 1995/96 to 6½ percent in 1996/97, largely on account of slowing investment in machinery and equipment. Export volume growth is estimated to have declined to 9 percent from 12¾ percent in 1995/96, while import volume growth slowed slightly from 13½ percent to 12 percent.11 While no estimates are yet available for the expenditure side of the accounts for 1997/98, several observations can be made. The slowdown in growth is likely to be concentrated in private investment given the weakness in the domestic production of capital goods and the fall in the value of capital goods imports. Further, investment intentions filed through Industrial Entrepreneurs Memoranda in 1997/98 also declined in both number and value compared to 1996/97. With little change in the overall fiscal deficit, growth in government consumption is likely to be similar to 1996/97, although growth in private consumption may have picked–up slightly. While in dollar terms the growth of both exports and imports slowed sharply in 1997/98 (exports more than imports), in volume terms the growth of both is estimated to have picked–up to 11 ¼ and 14¾ percent respectively, indicating that net exports were broadly neutral for growth in 1997/98.
20. Gross domestic saving rose for the fourth successive year in 1996/97, reaching 26 percent of GDP. Private saving rose strongly, by 1¼ percent of GDP, to 24¼ percent of GDP, with a strong increase in household saving being partly offset by a decline in corporate saving as growth in company profits slowed substantially during the year. The continuing rise in private saving, which has almost entirely accounted for the 4 percent of GDP increase in domestic saving since 1992/93, has been driven by rising per capita incomes, financial deepening, and demographic trends.12 Public saving declined to only 2 percent of GDP in 1996/97 reflecting the deterioration in the consolidated public sector budget deficit.
21. Employment in the organized sector grew by 1½ percent in 1995/96, the last full year for which data is available. This growth was solely in the private sector, which accounts for around 30 percent of formal employment. Employment in the public sector was broadly unchanged during 1993/94–1995/96. Female employment accounts for a little under 16 percent of formal sector employment, although it has been growing faster than male employment in recent years. As discussed in Box II.3, Indian law largely conforms to international standards on fundamental workers’ rights.
22. Inflationary pressures were relatively subdued during the first half of 1997/98, with wholesale price (WPI) inflation declining from 7 percent (year-on-year) in March 1997 to 3% percent in August 1997, an eleven year low (Chart II.4). However, inflation has since picked up sharply, to over 8 percent by mid–July (provisional data). These swings in the inflation rate are largely explained by movements in the price of primary products (mainly food items), which are significantly influenced by domestic supply factors. A record rabi harvest in April 1997 saw inflation in primary products decline from over 10 percent in March 1997 to only 11/4 percent in November 1997, but with tightening supply conditions for some important agricultural commodities, inflation in primary products had risen to 13½ percent by mid–July. Administered prices also had a significant impact on WPI inflation in mid–1997. First, inflation in administered goods (mainly energy inputs) declined sharply in July and August as the price increases implemented in July 1996 fell out of the calculation, but then picked up again with the increase in the price of petroleum and electricity in September 1997.
CHART II.4 INDIA: INFLATION INDICATORS, 1995–98
(Year-on-year percent change)
Source: Data provided by the Indian authorities.
1/ For industrial workers.
23. The overall WPI contains a significant proportion of administered prices and items subject to temporary supply fluctuations. Therefore, the price index for manufactured goods, which account for 57 percent of the WPI index, may be a better measure of “underlying” or core inflationary pressures.13 Inflation by this measure remained much more stable during 1997/98, averaging 4 percent. This reflected the subdued domestic demand conditions and the greater competitive pressures on domestic industry following the opening up of the economy to foreign competition since the early 1990s. Further, the impact of the depreciation of the rupee since mid–1997 has so far been largely offset by the decline in oil prices. However, more recently, manufactured price inflation has also picked–up, reaching 4¾ percent by mid–July.
24. Consumer price (CPI) inflation (for industrial workers), which gives a greater weight to food items (57 percent compared to only 27½ percent in the WPI), has remained above the WPI measure during the course of the year. (See Box II.4 for a more detailed assessment of the WPI and CPI measures of inflation.) However, it has followed a broadly similar trend, declining from 10 percent in March 1997 to 4¾ percent in August, but rising sharply to 12½ percent in June 1998.
Box II.3: The Status of International Core Labor Standards in the Indian Workforce
A recent report by the International Confederation of Free Trade Unions (ICFTU) found that Indian law largely conforms to the fundamental workers ’rights guaranteed under the Singapore WTO Ministerial Declaration. The report notes, however, that India has at present partly or fully endorsed three of the International Labor Organization (ILO) conventions on core labor standards—namely, discrimination (employment and occupation), remuneration, and forced labor. The other conventions yet to be ratified are: the freedom of association, the freedom of collective bargaining, and a minimum age for workers.
Freedom of association is guaranteed by the Indian Constitution even though India has not ratified the main ILO Conventions on trade union rights. Its application is limited mainly to the formal sector (with certain exceptions for civil servants), where trade unions often exercise the right to strike, and employers are prohibited from taking action against their striking employees. Collective bargaining is usually the means of setting wages and settling disputes in the organized industrial sector. By contrast, trade union membership is relatively uncommon in the country’s vast, but unorganized, informal sector. As a result, labor in the informal sector constitutes the lower end of the workforce in wages, employment security and working conditions, often working for less than the minimum wage set by the state government.
With regard to discrimination, India has ratified both ILO Conventions that address the issue. Female employment accounts for a little under 16 percent of formal sector employment, although it has been growing faster than male employment in recent years. However, 80 percent of working women are found in the informal sector, indicating a lack of opportunities in formal sector work. The Equal Remuneration Act of 1976 guarantees equal pay for men and women, although the remuneration for women workers presently lags behind that of men. Women often work in seasonal and causal sectors where, unlike their male counterparts, they are not covered by social security legislation. Some rural tribes and low castes have also faced disadvantages in the labor market The government has attempted to remedy this situation with various affirmative action programs in employment and other benefits with some success.
Forced labor is prohibited by law, and the Supreme Court has stepped up its monitoring in this area. Regarding the minimum age for workers, the 1991 Census put the number of child workers at over 11 million, with more than 80 percent engaged in agriculture and allied employment. The Child Labor Prohibition Act of 1986 restricts the employment of children in selected industries, but otherwise permits children of any age to work in agriculture, small–scale industries and the service sector The government has recently stepped up efforts to tackle the problem of child labor—a major program introduced in 1994 attempts to rehabilitate children working in hazardous occupations through special schools that provide education, vocational training, nutrition and health–care.
Sources; International Confederation of Free Trade Unions, Report on “Internationally–Recognized Core Labor Standards in India,” March, 1998; World Bank, Report on “Achievements and Challenges in Reducing Poverty in India,” May 1997; and Government of India, Ministry of Labor, Annual Report 1997–98 Ministry of Labor.
Box II.4 Methods of Measuring Inflation in the Indian Economy
The Wholesale Price Index (WPI) is generally viewed as the preferred measure of prices in India rather than the Consumer Price Index (CPI), mainly because: (i) WPI estimates are available on a weekly basis and are more timely than the monthly CPI estimates (which are constructed separately for three consumer sub-groups: Industrial Workers, Urban Non-Manual Employees, and Agricultural Laborers); and (ii) the WPI has an economy-wide coverage of price movements. Over many years, the two measures of prices have tracked inflation developments quite similarly. However, since April 1995, the CPI-based rate of inflation has consistently exceeded the WPI-based rate (see chart). This has prompted suggestions that a WPI-based inflation rate has become inadequate in capturing the impact of retail price changes on the average consumer, and that the CPI-based rate should be used instead for this purpose.
The discrepancy in the two measures stems from the different compositions of the respective baskets. The WPI basket is larger and more diverse than the CPI basket, capturing a wider range of goods in the economy, but representing to a lesser extent the effect of retail price changes. For instance, the WPI comprises primary articles, which include minerals; similarly, manufactured goods, with a weight of 57 percent in the WPI basket, include chemical products, basic metals and alloys. These items rarely feature in the shopping basket of a contemporary sample household. Moreover, the WPI weighs food articles at 27½ percent, even though food and basic groceries, electricity and fuel comprise well over one-half of an average household’s actual monthly expenditure. In contrast, the CPI gives a higher weight of 57 percent to food articles, capturing more closely the impact of price pressures on the consumer.
The weights for certain expenditure items in both the wholesale and consumer baskets have become outdated for present use—in the WPI basket, obsolete ‘gramophone records’ have more weight than ceiling fans (0.19 percent to 0.17 percent), as do fruits compared to vegetables or petrol (2.8 percent to 1.3 percent and 0.81 percent respectively), and fountain pens compared to electricity for domestic use (0.41 percent to 0.36 percent). The CPI basket contains some equally outmoded items—almost extinct poplin shirts, “cinema” as televisions become pervasive, and does not include cars. At the same time, however, the CPI series is constructed at the retail level for baskets of final goods and services consumed directly by the consumer. Consequently, the CPI-based inflation rate should capture more accurately the impact of price changes on the consumer, including changes in margin at the retail end.
In view of the limitations of both indices, it has become increasingly important to improve price statistics to provide more reliable guidance for macroeconomic policy decisions.
Sources: Reserve Bank of India: Annual Report 1996–97; and “Inflation and its Measures”, Sengupta and Endow: Economic and Political Weekly, March 14, 1998.
25. Inflation expectations, as measured by Consensus Economics, have edged up in recent months along with actual inflation and as of June 1998 stood at 7½ percent and 9 percent for the WPI and CPI respectively (for 1998/99). No measure of consumer inflation expectations is available in India.
26. According to official estimates, 36 percent of the Indian population lived below the poverty line in 1993/94 (the latest year for which estimates are available), down from 55 percent in 1973/74. Poverty in rural areas, at 37¼ percent of population, was higher than in urban areas (32½ percent of population). The real wage of unskilled agricultural workers, which is an alternative poverty indicator, increased by about 2 percent between 1993/94 and 1996/97. However, the recent strong rise in the price of primary products is likely to fall disproportionally on the poor (given the higher percentage of their incomes that go on basic items), although government subsidies through the Public Distribution System will limit the impact (Box II.5).
27. The finances of both central and state governments deteriorated in 1997/98. The central government deficit exceeded the budget target by more than one percent of GDP as expenditure increases from public sector wage adjustments and essential infrastructure investment were not matched by a corresponding rise in revenues (Charts III.1 and III.2, Table III.1). Therefore, despite a strong package of petroleum sector reforms—which significantly improved the financial position of the Oil Coordination Committee (OCC)—the overall public sector deficit improved by only ¼ percentage point to remain at a high 9½ percent of GDP. The 1998/99 budget projects an improvement of¼ percentage point in the central government deficit (excluding divestment receipts), and progress toward further consolidation of India’s public finances is thus expected to remain limited.
CHART III.1 INDIA: PUBLIC SECTOR ACCOUNTS, 1990/91 – 1997/98
(In percent of GDP)
Sources: Data provided by the Indian authorities; and staff estimates.
CHART III.2 INDIA: PUBLIC SECTOR REVENUE AND EXPENDITURE, 1990/91 – 1997/98
(In percent of GDP)
Sources: Data provided by the Indian authorities; and staff estimates.
Table III.1. India: Public Sector Operations
(In percent of GDP)
Sources: Data provided by the Indian authorities; and staff estimates.
1/ The consolidated public sector comprises the operations of the central government, the balance of the Oil Coordination Committee, the state governments and Union Territories, and the central public enterprises. The overall balance is less than the sum of its components due to intrasector loans. Divestment receipts are treated as domestic nonbank financing rather than revenue.
Box II.5. The Targeted Public Distribution System
The Public Distribution System (PDS) is an important element of the government’ sstrategy for poverty alleviation. To ensure food security for the poor, the governmentprocures and supplies foodgrains, namely wheat and rice, as well as sugar, imported edibleoils and kerosene to the state governments and union territories (UTs) for distribution. Somestates/UTs distribute additional items through the PDS outlets. Procurement prices are basedon support prices announced by the Department of Agriculture and Co-operation.
The PDS has been criticized in the past for its urban bias and its failure to effectivelyserve the poorer sections of the population. In an attempt to address these concerns the Targeted Public Distribution System (TPDS) was introduced in place of the PDS in June 1997. Under this scheme, a two-tier subsidized pricing system has been introduced to benefit the poor: for those families falling below the officially estimated poverty line (BPL families), the government is committed to making supplies available to the states to meet the requirement of foodgrains at the scale of 10 kg. per month per family at highly subsidizedprices; for those families above the poverty line (APL families), subsidized rates will alsocontinue. The scheme is now in operation in almost all states/UTs. In recent years, food subsidies have risen as the issue prices have not kept pace with the increased economic costs of supplying the food. In 1997/98, the central government supplied wheat and rice to the states at the following Central Issue Prices:
Table: Prices Through the TPDS
Central Issue Prices: Rs./kg
Source: Economic Survey, 1997/98.
1 Includes cost of procurement, storage, distribution, and wastage.
2 Average for the different grades of rice.
28. The central government budget for 1997/98 aimed to reduce the fiscal deficit to 4.9 percent of GDP—which would have been the lowest level in over two decades—while substantially reducing income tax rates and customs duties (Table III.2).14 Despite an expected revenue loss of around ¾ percent of GDP from the tax cuts, tax revenue was envisaged to improve relative to GDP, based on faster growth of the taxed economy, improved tax administration, and better compliance. To reduce widespread tax evasion, the government introduced the “Voluntary Disclosure of Income Scheme” (VDIS), a one-off tax amnesty scheme for reporting black money. The budget also provided for some increase on the expenditure side, above all through allocating Rs 113 billion (0.8 percent of GDP) for the cost of implementing the recommendations of the Fifth Pay Commission, including through retroactive pay adjustments dating back to 1996.15
Table III.2. India: Central Government Operations, 1993/94–1998/99
Sources: Data provided by the Indian authorities; and staff estimates and projections.
1/ The consolidated public sector comprises the operations of the central government, the balance of the Oil Coordination Committee, the state governments and Union Territories, and the central public enterprises. The overall balance is less than the sum of its components due to intrasector loans. Divestment receipts are treated as domestic nonbank financing rather than revenue.
2/ Staff projections for 1997/98 and 1998/99.
3/ The consolidated public sector comprises the central government (incl. OCC), state governments, and central public enterprises.
4/ The 1998/99 GDP figure is based on the authorities’ projection of 15 percent nominal growth. The staffs assumption is Rs 15,775 billion.
29. The budget target was considerably exceeded, however, as the fiscal deficit for 1997/98 increased to 6.2 percent of GDP—partly a consequence of large tax revenue shortfalls (Table III.3).16 Customs revenues were depressed by lower than expected import growth (including a substantial decline in oil imports) and a general shift towards non-dutiable imports. Similarly, excise revenues were affected by a sharp slowdown in industrial growth. The revenue shortfall in direct taxes was smaller, mainly because corporate profitability held up in some sectors and administrative measures to widen the tax net began to take hold (including a widening of tax deduction at source, and a tax filing requirement for persons meeting certain wealth indicators). There are indications, however, that actual direct tax collections will be less than shown by the revised estimates, partly because of a shift in tax payments from regular tax categories to the VDIS. The VDIS itself was relatively successful, with revenues from declared incomes reaching Rs 100 billion—compared to expectations of around Rs 20–30 billion, which were however not included in the budget (Box III.1).
30. There was also a substantial overrun (0.6 percent of GDP) on the expenditure side, related to a sharp increase in wage payments and a pickup in collections under the small savings scheme. First, the impact of the Pay Commission award was substantially larger than expected after the central government ceded to union demands for higher wage increases; at the same time certain compensating measures envisaged by the Commission were shelved. The cost of implementing the wage agreement thus reached Rs 185 billion, or 0.5 percent of GDP more than budgeted. Second, states’ efforts to boost small savings collections met with considerably more success than anticipated, entailing additional net lending from the center to the states in the order of 0.3 percent of GDP.17 To compensate for the higher expenditure, the government announced a mid-term fiscal package in September 1997, including a five percent expenditure cut in both plan and nonplan spending. As a result, some savings were achieved in plan spending, although the cut was withdrawn in January 1998 in response to buoyant VDIS revenues.
Box III.1. The Voluntary Disclosure of Income Scheme (VDIS)
There is widespread consensus that India has a large underground economy, although estimates of its magnitude differ. Recent indications are that official GDP could be underestimated by around 20 percent, but other estimates have reached up to so percent or more.1 There have been various attempts by the authorities to bring “black money” into the tax net, including through earlier voluntary disclosure and amnesty schemes.
Design of the scheme. The 1997/98 VDIS was intended to mobilize tax resources by providing incentives to report previously undeclared income. The scheme was introduced in the 1997/98 budget and ended on December 31,1997. Its major components were the following:
Revenue. The scheme was more successful than anticipated, partly owing to an intense public relations campaign. Whereas the authorities had initially expected some Rs 20-30 billion in revenue, disclosed incomeamounted to Rs 330 billion, yielding Rs 100.5 billion in revenue (of which Rs 78 billion accrued to the states).
India: Major Tax Amnesty and Income Disclosure Schemes
Assessment. The VDIS has been the most successful among India’s amnesty and income disclosure schemes, both in absolute numbers as well as relative to GDP (see table), partly owing to relatively generous incentives. The effective tax rate on declared income was much lower than the norminal rate of around 30 percent would suggest. Most of the declared income was held in the form of assets (particularly gold). These assets were valued at their purchase price (or, in the case of gold, at 1987 prices), which does not account for their substantive appreciation in value in recent years. Some tax payers have thus been estimated to reduce their effective tax rate to below 10 percent (including by pre-datmg the time of purchase of an asset), and in some cases as low as 2-3 percent. The amnesty extended under the VDIS thus provided a good opportunity to legalize untaxed income at minimum cost. Respondents, however, are henceforth required to file taxes on an annual basis, and a key government objective is to bring them permanently under the tax net.
1 See, e.g., S.N. Acharya et al. (1986), Aspects of the Black Economy in India, National Institute for Public Finance and Policy, New Delhi.
31. Based on partial data, the deficit of the state governments is estimated to have increased from 3.3 percent of GDP in 1996/97 to 3.6 percent of GDP in 1997/98.18 Although state tax revenues have increased somewhat compared to earlier years, mainly reflecting efforts to improve sales tax collection, state expenditures have also come under increased pressure in two major areas. First, wages are generally adjusted in line with the central Pay Commission award, and some states have already followed suit.19 Second, to offset deteriorating budgetary conditions, state developmental expenditure was substantially cut back in recent years, affecting mainly investment in basic infrastructure such as power, irrigation, and transportation networks.20 These cuts are in urgent need of being reversed, and a number of states have reportedly begun to step up infrastructure investment.
32. The deficit of central public enterprises fell slightly to 1.9 percent of GDP in 1997/98 (Table III.4). The fall partly reflects a continued decline in investment spending by public enterprises, and partly an improvement in the finances of major oil companies following the petroleum sector reforms in September 1997 (Box III.2). Combined with lower international crude prices, the reforms brought the financial position of the Oil Coordination Committee back into surplus (see Table III.1). Based on recent trends, the OCC would therefore be in a position to repay outstanding debts to the central government within the next two years.
Table III.3. India: Central Government Tax Revenue
(In percent of GDP)
Source: Union budget documents.
Table III.4. India: Operations of Central Public Enterprises
(In percent of GDP)
Sources: Data provided by the Indian authorities; and staff estimates.
33. The central government budget for 1998/99 has been designed to maintain domestic demand and provide a boost to growth in the short term, while aiming at a reduction in the fiscal deficit by 0.3 percentage points to 5.9 percent of GDP (excluding divestment receipts). This reduction is to be achieved through a modest increase in tax revenue, while a decline in net lending (owing to a projected decline in small savings collections) would provide room for higher capital expenditure. The thrust toward higher growth is to come from a 30 percent increase in plan spending, particularly on infrastructure. The bulk of this would be carried out by public enterprises, however, and would be conditional on the capacity of public enterprises to generate the projected increase in own resources (see Table III.4). Interest payments are projected to remain stable around 4.6 percent of GDP, and the primary deficit of the central government would thus fall to 1.3 percent of GDP (see Table III.2; Chart III.3).
CHART III.3 INDIA: CENTRAL GOVERNMENT OPERATIONS, 1990/91 – 1998/99 1/
(In percent of GDP)
Sources: Data provided by the Indian authorities; and staff estimates.
1/ 1998/99 figures are budget estimates.
Box III.2. Petroleum Sector Reforms
India’s oil sector is dominated by large public sector enterprises holding monopoly positions for exploration, import, and distribution of oil products. Practically all products were under an administrative pricing mechanism that ensured the cross-subsidization of essential products of mass consumption (diesel, kerosene, LPG). The Oil Coordination Committee (OCC) functioned as a clearing center that provided state-owned oil companies with a fixed rate of return on capital.1 In 1996/97 and early 1997/98, however, falling sales revenues led the OCC to accumulate substantial payment arrears vis-à-vis the oil companies.
The September 1997 package. As a result of the arrears, many oil companies were exhausting their ability to borrow funds, and the Indian Oil Corporation, the conduit for imports, was projected to exhaust its external commercial borrowing ceiling of US$ 3.5 billion by November. The government therefore decided to clear the OCC’s arrears by issuing government bonds worth Rs 180 billion directly to the oil companies (at an interest rate of 10½ percent) so as to strengthen their balance sheets without widening the (cash-based) fiscal deficit. The government also announced accompanying measures to restore the financial viability of the administered pricing system:
Initially, the OCC surplus generated by these measures was to be used to redeem the bonds over a period of five to seven years. Eventually, however, a bond issue did not take place until March 1998 when the decline in international oil prices had resulted in a much improved financial position of the OCC, notwithstanding the depreciation of the rupee. The arrears had already fallen to Rs 130 billion at that time, and—under current conditions—the issued bonds are therefore likely to be fully redeemed within the next 2–3 years.
Phaseout of the administered price mechanism (APM). Following the recommendations of two expert groups, the government established a timetable to phase out the APM within four years. In the first phase, which took effect on April 1,1998, the retention price system for refineries was replaced by import parity pricing; and payments to crude producers were fixed at 75 percent of import prices, replacing the earlier cost-plus formula. Trade restrictions were lifted on all petroleum products except crude, gasoline, diesel, liquid gas, and aviation fuel, supplemented by liberalizations in the setup and operation of refineries, that culminated in the decision to fully delicense the refinery sector in July 1998. The timetable for 1998/99 also includes price increases for kerosene and LPG, which have however not yet been implemented (in part because the subsidy burden has declined with falling international prices).
Further steps include the gradual phasing-in of import parity pricing for crude oil and other products remaining under the APM (LPG, gasoline, kerosene, and aviation fuel); and a restructuring of import tariffs and excise duties that would bring price structures in line with international markets, while at the same time cushioning the impact on tax revenue. The expert group proposed the following duty structure:
Customs tariffs
(in percent)
Excise duties
(in percent)
The 1998/99 budget has begun to implement this structure by lowering the import tariff on crude oil. However, an offsetting increase in the excise duty on gasoline has been shifted to the OCC to avoid a large price increase.
1 OCC operations are discussed in India—Selected Issues, (IMF Staff Country Report No. 97/74, September 1997).
34. The projected rise in revenues partly relies on steps to increase the tax base, but also to some extent on higher excise and tariff rates (see Table III.3):
35. The direct impact of these measures is expected to yield about 0.5 percent of GDP in additional revenues. Other revenue-enhancing steps include measures to strengthen tax administration. First, to encourage a speedier resolution of cases under litigation (which at present carry a nominal tax liability of Rs 540 billion, or 0.4 percent of GDP), the government introduced a scheme to settle arrears at current tax rates, while waiving interest and tax penalties;23 and second, to improve tax compliance, the government is also about to issue personal tax account numbers that will need to be quoted in large financial transactions.
36. On the expenditure side, the budget contained the following elements:
Table III.5. India: Details of Military Spending
(In billions of rupees)
Source: Union budget documents (Expenditure Budget, Vol. 2), various issues.
37. With the effects of the Pay Commission award having been absorbed in the 1997/98 budget, growth in the public sector wage bill returns to a lower level. Nevertheless, the retirement age for central government staff was raised by two years to 60 years in May. This measure is expected to lead to temporary savings of Rs 50 billion (0.3 percent of GDP) for the next two years, as savings on pensions and lump-sum payments associated with retirement exceed wage costs. However, since staff intake is not being correspondingly reduced, central government employment is projected to increase by 0.7 percent in 1998/99, and public sector employment levels remain high (Box III.3).
38. The budget contained a fresh initiative on divestment. The government announced it would be willing to reduce holdings in non-strategic enterprises to 26 percent. Its equity holding in Indian Airlines is to be reduced to 49 percent over three years, and additional portions of some larger enterprises (IOC, GAIL, VSNL, and Concor), worth Rs 50 billion, are slated for sale in 1998/99.
39. In order to increase the scope for closure of unproductive public enterprises, the government introduced a more attractive (but time-bound) compensation package for workers opting for voluntary retirement. The benefits will be paid from a newly established restructuring fund which is to be partly replenished from the sale of the closed companies’ remaining assets.
Box III.3. Public Sector Employment
Employment in the public sector accounts for more than two thirds of employment in the organized labor market (see table). The largest public sector employers are the railways (1.7 million), police (0.6 million), and the departments of post (0.6 million) and telecommunication (0.4 million), although the bulk of public sector workers are employed by the states and the large public sector enterprises. There has been a slight decline in the share of public sector employment in recent years, but overall public sector employment has increased since 1990, despite some modest staff reduction at the central government level.
There is considerable scope to increase productivity and reduce the size of the public sector payroll. For example, the Fifth Pay Commission recommended reducing staff levels by some 30 percent over ten years (mostly through natural attrition), with a view to minimize the impact of the substantial wage increases it had proposed. This recommendation has not been adopted by the government, however, with the 1998/99 budget projecting an increase in central government staff by 0.7 percent.
India: Employment in the Organized Labor Market
(In millions; as of March 31)
Sources: Government of India, Economic Survey 1997–98; and Union budget documents.
40. Substantial reforms were introduced in the petroleum sector, including a revision of administered prices in September 1997, the move to market determined rates for selected products, and the adoption of a phased approach over four years to eliminate the administered price regime for the remaining products (see Box III.2). Subsidies on petroleum products will be largely eliminated, except for those on kerosene and cooking gas which are to be reduced and shifted to the budget at the end of the transition period.
41. A report by a review committee on fertilizer pricing policy recommended that the fertilizer industry be deregulated and the remaining products under the retention pricing system brought under a more competitive retail pricing system, subject to an overall ceiling (similar to the scheme already adopted for the distribution of urea). As a result, the domestic fertilizer industry would be forced to become somewhat more competitive as the subsidy on fertilizer would be paid in relation to sales volumes, instead of guaranteeing a fixed return on assets.24
42. A number of states have initiated steps toward more comprehensive fiscal reform. The state of Maharashtra has begun to introduce a state-level VAT, and Andhra Pradesh recently agreed to a US$543 million economic restructuring program with the World Bank that involved a large fiscal reform agenda, including modernizing the sales tax system with the goal of introducing a VAT; curtailing the rice subsidy; improving cost recovery for irrigation; and reducing public employment (Box III.4). Other states have begun to follow the example of Orissa in power sector reform, including Gujarat, Haryana (which recently secured a US$60 million World Bank loan for power sector restructuring), Rajasthan and Uttar Pradesh. The new power policies adopted by these states broadly endorse: (i) creation of independent regulator agencies; (ii) cost-reflecting user tariffs; (iii) competition among independent power producers; (iv) divestment of shares in power generating public sector enterprises; and (v) restructuring and privatization of the distribution functions of state electricity boards.
43. Finally, the budget reaffirmed the government’s willingness to adopt the recommendations of the Tenth Finance Commission to share central taxes with states from a single divisible revenue pool. Implementation of this recommendation will require a constitutional amendment.
44. Monetary policy has been on an easing trend over the past two years. During 1996/97, the Cash Reserve Ratio (CRR) was reduced in four steps from 14 percent to 10 percent (Table IV.1 and Chart IV.1). As the sluggish growth in industrial production continued into early 1997/98, and inflationary pressures declined, the RBI further eased monetary conditions. In the October 1997 Monetary and Credit Policy Statement it announced a phased reduction in the CRR to 8 percent, to be carried out in ¼ percentage point steps, but conditional on the monetary and price conditions prevailing at the time (the first two of these steps were undertaken in October and November 1997).25 Between April and October 1997, the Bank rate was also reduced in stages from 12 percent to 9 percent.
Table IV.1 Selected Monetary Indicators, 1993/94–1998/99
(End of period)
Source: Reserve Bank of India.
CHART IV.1 INDIA: MONETARY INDICATORS, 1995–1998
(In percent; unless otherwise noted)
Sources: Data provided by the Indian authorities; Reuters; and staff estimates.
1/ 5-year bond yield from primary auctions. Prime lending rate of the State Bank of India.
2/ Auctions of 14-day Treasury bills were introduced on June 6, 1997.
Box III.4. Fiscal Reforms in Andhra Pradesh
With a population of 72 million, Andhra Pradesh (AP) is one of India’s largest states, located in the South East of the country. Despite a rich resource base, it has performed relatively poorly in the recent past. Growth of the gross state domestic product (GSDP) has averaged 4.6 percent over the last 10 years, compared to a national average of 5.6 percent. Most social development indicators are also below national levels; for example, the female literacy rate—at 33 percent—is one of the lowest in the country.
Fiscal pressures. Since the mid-1980s, AP has experienced substantial fiscal pressure, created by declining own revenue relative to GSDP and sharply rising public expenditure on subsidies, salaries, and poorly targeted welfare programs. As a result, productive expenditure on infrastructure, social sectors, and operations and maintenance (O&M) has been crowded out. Until recently, explicit and implicit subsidies (mainly on power and food) amounted to 7 percent of GSDP, and salaries and pensions accounted for half of total state revenue. Fiscal problems were exacerbated by the introduction of an enhanced rice subsidy and full prohibition on the sale of alcoholic beverages, both introduced in December 1994. AP’s debt-to-GSDP ratio rose from 19.5 percent in 1991/92 to 27 percent in 1995/96, and interest payments increased from 12 to 16 percent of total revenue.
The state government, which took office in December 1995, has taken a number of decisions to reverse these trends, including reductions in the rice subsidy and in public sector employment; partial relaxation of prohibition on the sale of alcoholic beverages; introduction of a public enterprise reform program; a threefold increase in irrigation charges; and enactment of a Power Sector Reform Bill to address problems in this critical sector. With the initiation of these measures, GSDP growth has accelerated to 6 percent, the fiscal deficit has been brought down from 3.8 percent of GSDP in 1994/95 to 3 percent in 1997/98, and both domestic and foreign investors have reacted positively. AP has emerged as one of the top states for the location of new investment in India.
Fiscal restructuring program. In the context of a US$ 543 million economic restructuring project with the World Bank (approved on June 25,1998), the AP government has committed to a fiscal program for the period 1998/99–2002/03 that builds on progress made in the past three years. The program has three main objectives, namely to: (i) enhance revenue efforts, including through a broadening of the revenue base, tax simplification and other administrative measures, and stronger cost recovery; (ii) change the composition of public expenditure towards productive spending; and (iii) contain the growth of public debt and guarantees, including through a further reduction in the fiscal deficit to 2.5 percent of GSDP by the end of the program.
To achieve these objectives, the AP government intends to take the following measures:
Source: World Bank.
45. Substantial downward pressure on the rupee emerged in August 1997. Initially the authorities sought to secure a soft landing for the currency mainly through heavy spot and forward intervention (amounting to $5 billion), although monetary policy was also tightened in November with the CRR being raised from 9½ to 10 percent. A more decisive tightening was undertaken in January 1998 when the CRR was raised by a further ½ percentage point, the Bank Rate increased from 9 percent to 11 percent, and the repo rate from 7 percent to 9 percent.
46. As stability returned to the foreign exchange market, the tightening in policy was largely reversed during March and April 1998. The Bank Rate and the repo rate were reduced in stages to 9 percent and 6 percent respectively, although the CRR was only reduced to 10 percent as liquidity in the banking system was deemed sufficient.26 Despite the re-emergence of some downward pressure on the rupee during May and June, the repo rate was reduced further to 5 percent in mid-June.
47. In its conduct of monetary policy, the RBI has sought to place increasing emphasis on short-term interest rates as a monetary policy instrument. To this end, the Bank Rate, the RBI’s main reference rate, was reactivated as a policy instrument in April 1997 (it had remained unchanged since October 1991). All interest rates on advances from the RBI are now linked to the Bank Rate. Other key short-term rates are the repurchase (repo) rate (repos are usually of 3–5 day maturities) and the general refinance rate. The repo rate effectively sets a floor under rates in the call money market, while the general refinance rate usually sets the ceiling (although there are exceptions in both cases).
48. The easing in monetary policy during 1996 and 1997 led to a substantial decline in short-term interest rates, with the yield on 91-day Treasury bills falling from 13 percent in March 1996 to a low of 6¼ percent in October 1997. However, longer term rates remained largely unchanged until 1997, and, consequently, there was a significant steepening in the yield curve, with the differential between long and short-term rates widening from around 1 percent to a peak of 7 percent (Chart IV.2). The failure of long-term rates to fall in response to the easing in policy can be largely attributed to the need to finance the large and persistent fiscal deficit over this period. With much of the government’s required financing for the 1997/98 budget being carried out early in the fiscal year, bond yields began to ease mid-year, and the yield curve flattened. Commercial banks reduced their prime lending rate (PLR) from 16½ percent in mid-1996 to 13 percent by late 1997.27 However, real borrowing rates (measured with actual WPI inflation) remained high.
CHART IV.2. INDIA: INTEREST RATE DEVELOPMENTS, 1995–98
(In percent, unless otherwise indicated)
Sources: Data provided by the indian authorities; and staff estimates.
1/ Difference between 5-year yield on government bonds (at auction) and 91-day Treasury bill yield.
2/ Expressed as interest rates less WPI inflation. Prime lending rate is of the State Bank of India.
3/8-year bond yield from June 18, 1998.
49. The tightening in policy in January resulted in a sharp increase in bond yields in the secondary market, while the yields on short dated Treasury bills also rose.28 Commercial banks also raised their PLR for a short period. While the easing in monetary policy during March-April 1998 initially took the pressure of market yields, more recently, the substantial government borrowing requirement for 1998/99 has put upward pressure on rates, and secondary market bond yields begin to rise as early as March. Primary yields were somewhat slower to adjust, resulting in a significant proportion of the government’s funding requirement devolving to the RBI (see below). By June, however, primary yields had moved up in line with those in the secondary market.
50. Reserve money, which had grown by only 2¾ percent during 1996/97 as the CRR requirement on commercial banks was eased, increased by 13 percent in 1997/98 (Chart IV.3). Net foreign assets (NFA) of the RBI rose strongly, particularly in the first half of the year, in line with the strong capital inflows. Growth in net domestic assets (NDA) of the RBI was driven primarily by net credit to the government, although growth was relatively modest as the government’s funding requirement was mainly met through the market.
CHART IV.3. INDIA: SELECTED MONETARY DEVELOPMENTS, 1995–98
(In percent, unless otherwise indicated)
Sources: Data provided by the Indian authorities; and staff estimates.
1/ Twelve-month increase in credit to the private sector as a ratio of the twelve-month increase in commercial bank deposits.
2/ Adjusted for changes in the cash reserve ratio (CRR) since October 1997.
51. Broad money growth in 1997/98, at 17½ percent, exceeded the RBI’s end-year target range of 15–15½ percent despite considerably lower than expected growth in nominal GDP. The strength of broad money growth reflected:
52. In the April 1998 Monetary and Credit Policy Statement, the RBI set a broad money target of 15–15½ percent for 1998/99, the same target as in 1997/98. This target was set against a background of continued sluggish growth, some pick-up in inflation, a large government borrowing requirement for 1998/99, and a very comfortable level of liquidity in the financial system. However, the statement also somewhat downplayed the role of the monetary target, instead indicating a move in the direction of a multiple indicators approach to setting monetary policy.
53. Monetary developments during the first three months of 1998/99 have been dominated by the need to finance the large fiscal deficit. Broad money growth has continued in the 17–17½ range, above the RBI’s target. Growth of NDA has accelerated on account of a sharp pick-up in net credit to the government as the authorities have sought to raise a large proportion of the 1998/99 borrowing requirement in the early months of the year. NFA contributed little to M3 growth in the year to June. Reserve money growth stood at 12½ percent (year-on-year) in June. Within this, net domestic assets of the RBI grew strongly due to a sharp increase in RBI credit to the government as a sizable proportion of treasury bills and bonds devolved to the RBI. Through early August, about 30 percent of the stock of government securities issued in 1998/99 has devolved, or been directly placed, with the RBI. However, this has been partially offset within NDA by the contractionary impact from other items (net) reflecting the revaluation of the RBI’s foreign exchange assets. Growth in net foreign assets has also continued to slow.
54. The flow of funds to the corporate sector from banking and financial institutions picked up strongly during 1997/98. As well as the reasonably strong growth in commercial bank credit, the All-India financial institutions (such as IDBI, IFCI, and ICICI) continued to expand their business rapidly during the year with disbursements totaling Rs 507 billion compared to Rs 394 billion in 1996/97. This increase in funding from the banks and financial institutions is consistent with the pick-up in industrial activity that took place during the course of 1997/98. It also reflects a switch in funding sources away from equity financing as the depressed state of the local stock market made equity financing less attractive. While external debt financing was much higher in 1997/98 than in 1996/97, this was concentrated in the first half of the year. The strong growth in domestic borrowing during the second half of the year partly reflects a switch away from external borrowing as the increased interest cost and currency risk made this a less attractive financing source.
55. Given the growing importance of financial intermediaries other than commercial banks in the financial system, and the greater scope that financial deregulation has given institutions in their operations, the RBI convened a committee to look at the current construction and coverage of the monetary aggregates. The major recommendations of the committee are set out in Box IV.1.
56. The operating performance of commercial banks improved slightly in 1996/97 (Table IV.2).29 While gross profits remained broadly unchanged at¾ percent of assets, net profits rose from ¼ to¾ percent of assets. This was on account of an improvement in the net profits of public sector banks, which dominate the banking sector. Due to a substantial decline in provisioning their net profits increased to½ percent of assets in 1996/97, compared to a small loss in 1995/96. The average risk-weighted capital ratio (RWCR) of the public sector banks increased to 10 percent, from 8¾ percent in 1995/96. Of the 27 public sector commercial banks, all but 2 met the minimum 8 percent capital ratio set by the RBI, while 16 had a capital ratio in excess of 10 percent. However, nonperforming loans (NPLs) increased slightly during the year, from 17¼ to 17¾ percent of outstanding loans, although this is significantly down from the 23 ½ percent in 1993/94. Net of provisions, NPLs increased slightly to 9¼ percent of advances in 1996/97 from 9 percent in 1995/96.30 A very wide divergence of performance between the banks remains, with 10 having net NPLs in excess of 10 percent of advances.
Table IV.2 Indicators of the Financial Performance of Commercial Banks 1993/94–1996/97
Source: Data provided by the Indian authorities.
1/ Loans are regarded as sub-standard when in arrears for 6 months, with agriculture loans treated even more liberally.
2/ Gross non-performing loans less provisions.
Box IV.1. Working Group on Money Supply: Analytics and Methodology of Compilation
In December 1997, the RBI established a Working Group on Money Supply: Analytics and Methodology of Compilation. The RBI felt that the far reaching changes that have taken place in the macroeconomic and financial environment in recent years necessitated the need for a review of current practices. In particular, banks are now raising funds from non-traditional sources, including through certificates of deposits (CDs), while the boundaries between banks, development finance institutions, and nonbank finance companies are being eroded.
The group recently submitted its report, which included a number of recommendations for modifications to the coverage and construction of monetary aggregates in India. In making these recommendations, close attention was paid to the need to ensure that Indian standards are close to international ones as set out in the IMF’s Manual on Monetary and Financial Statistics.1 The main recommendations were:
1 International Monetary Fund, draft of August 1996. The Manual has not yet been finalized.
57. During 1996/97, the government provided financial assistance to eight public sector banks (totaling Rs 30 billion), and in February 1998 a further three banks received Rs 27 billion in assistance. However, three banks returned capital to the government during 1996/97, and three entered the domestic capital market, while the State Bank of India floated a GDR issue that raised $370 million. A further four raised subordinated debt through private placements.
58. Further measures were introduced during 1997/98 to strengthen the regulatory and supervisory structure for financial institutions and to deregulate the operations of the financial sector. The regulatory framework governing the operations of deposit taking nonbank finance companies (NBFCs) was extensively overhauled in January following a number of financial problems in the sector.31 Both the October 1997 and April 1998 Monetary and Credit Policy Statements contained a number of reform measures (Box IV.2); some of those in the latter followed the recommendations of the Narasimham Committee (see below). In the budget, it was announced that the capital adequacy ratio would be increased to 9 percent by March 2000, and to 10 percent “as early as possible thereafter”.
59. Several high level committees were convened by the authorities during the course of year to consider a number of key issues in the future development of the financial sector. These were the Narasimham Committee on Banking Sector Reforms; the Khan Committee on Harmonizing the Role and Operations of Development Finance Institutions (DFIs) and Banks; and the Gupta Committee on Agricultural Credit. The recommendations of these committees are outlined in Box IV.3.
60. With regard to the capital markets, the Securities and Exchange Board of India (SEBI) and the government took a number of steps to deepen the markets and to promote investor protection, risk management, and market development. These included:
Box IV.2. Key Reforms in the October 1997 and April 1998 Monetary and Credit Policy Statements
Monetary and credit policy
Money markets
Government securities market
Foreign exchange market
Capital account liberalization
Deposit and lending rates
Prudential norms
Box IV.3 Recommendations of the Narasimham, Khan, and Gupta Reports
The main recommendations of the Narasimham Report on Banking Sector Reforms were to:
The Khan Committee on Harmonizing the Role and Operations of Development Finance Institutions (DFIs) and Banks recommended a move toward universal banking, with a progressive elimination of the boundaries between banks and DFIs. The Narasimham Committee also supported this convergence. Mergers between banks and DFIs, and among banks themselves should also be permitted. Both Committees also noted the need for harmonization of the cash reserve and statutory liquidity requirements over time.
The Gupta Report on Agricultural Credit recommended: further deregulation of priority sector lending; permitting banks to set interest rates on agricultural loans; and speeding up the process of credit by allowing bank branches to approve most loans.
61. The balance of payments remained strong in 1997/98, with private capital inflows continuing to boost international reserves, despite a widening in the current account deficit to around 1½ percent of GDP (Table V.1). Export growth in dollar terms decelerated further in 1997/98, while import growth was stronger. Portfolio inflows fell sharply in 1997/98, although this decline was offset by buoyant net inflows of foreign direct investment and external commercial borrowing. The rupee has come under pressure over the last year, depreciating by 19 percent against the dollar between the onset of the Asian crisis in July 1997 and end-July 1998. On the reform agenda, the authorities have taken further steps to open the capital account and to liberalize the trade and exchange regimes.
Table V.1 India: Balance of Payments 1993/94–1997
(In millions of U.S. dollars)
Sources: Data provided by the Indian authorities; World Economic Outlook; and staff estimates.
1/ Includes interest on trade finance.
2/ Merchandise trade only; volume estimates are derived from partner country trade price deflators from the WEO database.
62. Export performance in dollar terms remained weak in 1997/98. Exports grew by 2.3 percent in dollar terms in 1997/98, compared with 4.5 percent in the previous year, markedly below the growth rates recorded in recent years (Chart V.1). However, the performance of exports has been robust in volume terms: partner country import deflators from the IMF’s World Economic Outlook (WEO) suggest that export volumes rose by 9 percent in 1996/97 and by about 11 percent in 1997/98 (Chart V.2). A number of major export sectors have performed relatively well, most notably chemicals and related products, gems and jewelry, and engineering goods. Nonetheless, traditional sectors, such as agricultural products, garments, and leather goods have performed poorly. These sectors have been affected by weaker demand in world markets as well as sector-specific factors, such as the virtual freeze on wheat exports to meet domestic demand, antidumping action by the European Union affecting garment exports, and stricter domestic environmental norms affecting leather exports. The performance of exports has also reflected structural factors such as infrastructure constraints, most notably in electric power and port facilities, and lack of reforms in the export-oriented small-scale sector.
CHART V.1. INDIA: SELECTED EXTERNAL INDICATORS, 1995–98
Sources: Data provided by the Indian authorities; and staff estimates.
1/ 3-month moving average, based on US$ values.
CHART V.2. INDIA: SELECTED EXTERNAL INDICATORS, 1991/92–1997/98
Sources: Data provided by the Indian authorities; and staff estimates.
1/ Merchandise trade only; volume estimates are derived from partner country trade price deflators from the WEO database.
2/ In percent of current receipts.
63. Import growth in dollar terms has also been weak, but non-oil imports have been strong. Imports rose by 5.2 percent in dollar terms in 1997/98 (compared with 10.1 percent in 1996/97). Oil imports declined by 24.3 percent in 1997/98, benefiting from the fall in the international oil prices, but they were offset by an increase in non-oil imports (up 12.3 percent for the year), partly in response to the relaxation of some controls on consumer goods imports. Among the major import categories, iron and steel, and machinery and transport equipment declined in dollar terms, affected by the slowdown in domestic investment activity. Imports of gold rose sharply in 1997/98, following the liberalization of imports of gold and silver in October 1997 that provided incentives for the flow of gold imports through official channels (Box V.1).
64. The current account deficit is estimated to have widened from 1 percent of GDP in 1996/97 to 1.6 percent of GDP in 1997/98. Against the background of a marginal rise in the trade deficit to 4.1 percent of GDP in 1997/98 (from 4 percent of GDP during the previous year), the increase in the current account deficit was mainly the result of a smaller surplus in the invisibles account. The contributing factors included a deterioration in the nonfactor services balance, and rising outflows of investment income. By contrast, private transfers—consisting largely of remittances by expatriate Indians—rose by $1 billion to an estimated $12.4 billion in 1997/98, benefiting from the repatriation of a large part of the redemption proceeds of the India Development Bonds that matured late in the previous year as well as the continued trend of bringing more of these transfers through official channels.
Box V.1. Liberalization of Gold and Silver Imports
India is the world’s largest gold consuming market, according to data from the World Gold Council (WGC), an organization of gold producers. Apart from commercial uses (which include the manufacturing of jewelry for exports), gold has traditionally been used in India as a preferred asset for household saving.
India further liberalized its import policy for gold and silver in October 1997. Eleven nominated agencies were authorized by the RBI to import without limits gold and silver for sale in the domestic market. No licence is required for this purpose, and the import duty of Rs 22 per gram of gold and Rs 0.50 per gram of silver can now be paid in rupees. Previously, gold and silver could legally be imported by returning nonresident Indians (subject to certain rules), and by the nominated agencies but only for exporters of jewelry; all others had to obtain special import licences.
The liberalization represented a step toward full capital account convertibility, in line with the report of the Committee on Capital Account Convertibility (June 1997), which viewed the liberalization of gold imports as a prerequisite. The liberalization is expected to curb smuggling and raise customs revenue by bringing into official channels gold and silver imports.
Officially recorded imports of gold and silver tripled to $2.9 billion in 1997/98. In volume terms, the WGC reports that gold imports rose from 344 tons in 1996/97 to 542 tons in 1997/98 (an increase of about 60 percent). It is estimated that gold imports account for about three-quarters of overall demand in India. Following the liberalization, the premium between the domestic and the international price of gold fell from 20 percent to around 6 percent in March 1998.
Sources: Government of India, Economic Survey 1997/98; and World Gold Council, Gold Demand Trends, various issues.
65. Developments in the capital account during 1997/98 were dominated by the sharp decline in inflows of portfolio investment, which reached their lowest level since 1992/93. Inflows of portfolio investment—comprising purchases of equity and debt instruments by foreign institutional investors (FIIs), and issues of Global Depository Receipts (GDRs) on Euro markets—are estimated to have fallen sharply from $3.3 billion in 1996/97 to $1.6 billion in 1997/98. In particular, inflows of foreign institutional investment fell by about $1 billion in 1997/98 as robust inflows in the first half of the year turned to modest net outflows in the second half (see Chart V.1), responding to changes in investor sentiment toward emerging markets following the Asian crisis. These net outflows in late 1997 were the first ever recorded since FIIs where allowed in the country in January 1993. However, overall contagion from the Asian crisis has been limited due in large part to the relatively small external exposure of the banking and corporate sectors, and the relatively limited dependence on direct financial links with countries in the region (Box V.2). GDR issues in 1997/98 raised $0.6 billion, about half the inflow registered in the previous year, mirroring the slowing of the government’s divestment program.32
66. Foreign direct investment (FDI) rose by an estimated $0.6 billion to $3.1 billion in 1997/98, as longer term considerations about investment opportunities in India prevailed in the general reassessment of emerging markets following the Asian crisis. FDI was particularly strong in the engineering, chemicals, and food and dairy sectors. The actual inflow of FDI in relation to FDI approvals is estimated to have remained at around 21 percent during 1997/98.
67. Net external commercial borrowing (ECB) rose by $2.5 billion to an estimated $3.5 billion in 1997/98, benefiting from the return to lower levels of ECB amortization payments, after peaking in 1996/97 with the large repayments associated with the India Development Bonds. Disbursements fell marginally to $5.6 billion during 1997/98 from $5.7 billion during the previous year. Responding to strong corporate demand for ECBs, disbursements were initially strong in the first half of the year. However, the flow slowed in the second half of the year as Indian corporations postponed overseas debt offerings in response to higher spreads for Indian debt issued overseas in the wake of the Asian financial crisis. For example, at the height of the crisis, secondary market spreads for benchmark Indian debt over U.S. treasury notes widened from 100 basis points to over 450 basis points (Chart V.3). As a result, actual utilization of ECB funds in 1997/98 amounted to about 60 percent of approvals.33
CHART V.3. INDIA: FINANCIAL MARKET INDICATORS, 1997–98
Source: HSBC James Capel and Datastream.
1/ The benchmark Indian debt is taken as the ICICI 7 1/8% bond due in 2003.
Box V.2. India’s Economic Links with the Region
Trade flows
Trade flows represent the main economic link between India and other Asian economies. The share of all Asian countries in India’s exports increased from 24 percent in 1990/91 to 29 percent in 1996/97, with the trend broadly continuing in 1997/98 despite declining exports to the countries primarily affected by the financial crisis. Exports to the subset of Southeast and East Asian countries account for about 20 percent of India’s exports (table below), while imports from those countries account for about 15 percent of total imports.
India: Export Performance, 1996/97–1997/98 1/
(In percent, unless otherwise specified)
Sources: Ministry of Commerce; and staff estimates.
1/ April-March fiscal year.
2/ Annual figures for ASEAN-4 exclude the Philippines.
3/ Excluding Austria.
Inflows of portfolio and foreign direct investment
Portfolio and foreign direct investment (FDI) flows from Southeast and East Asian countries do not represent a major component of total inflows. Among Asian countries, the main sources of FDI inflows are Japan (5 percent of total FDI in 1996/97), Singapore (4 percent), and Korea (3 percent). The primary source of FDI inflows is the offshore financial center of Mauritius (41 percent), largely because of the double taxation treaty between the two countries, which favors the routing of investment from third countries through Mauritius. Other important sources of FDI inflows are the U.S.A. (12 percent), Germany (8 percent), and the Netherlands (6 percent). About one-quarter of FDI is by non-resident Indians who are allowed to invest in Indian companies subject to an aggregate ceiling of 10 percent of the company’s paid-up capital. In 1997/98, portfolio and FDI inflows amounted to 0.4 percent and 0.8 percent of GDP, respectively.
68. Net accruals under nonresident Indian (NRI) deposit schemes are estimated to have declined from $3.5 billion in 1996/97 to $1.1 billion in 1997/98, mainly on account of the repayment of $2.3 billion under the FCNR(A) deposit scheme, which matured in August 1997. Net inflows to other NRI deposit schemes slowed down considerably in 1997/98, partly due to a decline in the relative rates of return of these schemes.
69. India’s external debt indicators continued to improve in 1997/98. The increased reliance on nondebt creating capital flows in recent years has been reflected in a steady decline in the debt–to–GDP ratio. Total external liabilities stood at $92.9 billion at end–September 1997, equivalent to about 25 percent of GDP (Box V.3). Amortization and interest payments in 1997/98 are estimated at about $13 billion, returning to lower levels after peaking in 1995/96 and 1996/97.
70. Following a period of relative stability in exchange markets, the exchange rate of the rupee came under pressure beginning in August 1997, partly reflecting a spillover from the Asian crisis. The pressure on the rupee intensified in November 1997 and subsided only after the RBI forcefully tightened monetary conditions in January 1998. The authorities also resorted to administrative measures in December 1997 to reduce the scope for leads and lags in trade financing. The rupee depreciated from Rs 35.7 per dollar in mid–August 1997 to Rs 39.5 per dollar at end–March 1998, a decline of nearly 11 percent. More recently, the pressure on the rupee resumed in May 1998 in the aftermath of sanctions imposed on India, resulting in a further decline of 8 percent against the dollar through end-July 1998.34 The rupee has declined by 4.2 percent in real effective terms since the onset of the Asian crisis in July 1997 (Chart V.4).35
CHART V.4. INDIA: EXCHANGE RATE DEVELOPMENTS, 1993–98
Sources: IMF, Information Notice System, International Financial Statistics; WEFA; and staff estimates.
Box V.3. India’s External Debt
India’s external debt—currently at about 25 percent of GDP—has been on a declining trend in recent years (table below). Short-term liabilities comprise only a small fraction of total liabilities, and a substantial part of medium-to-long-term liabilities are concessional.
Total external liabilities (including deposits of nonresident Indians) stood at $92.9 billion at end-September 1997. Over 90 percent of these liabilities have medium-to-long term contracted maturities. About half of total debt is owed by the government Separate data on external liabilities of public enterprises are not available, but such liabilities are estimated to be a sizable proportion of total external debt. External debt statistics are compiled and presented only on a contracted maturity basis, and they are usually available on an annual basis with a six month lag.
Most of medium and long-term debt (MLT) at end-September 1997 had relatively long contracted maturities: close to half of MLT debt was concessional (e.g., IDA credits), while about 15 percent was external commercial borrowing (ECB), which is commercial debt tightly controlled by the government with minimum contracted maturities of seven years, except for infrastructure projects (five years), and export-oriented companies (three years).
Official data on short-term liabilities are not comprehensive, and differ from the data obtained from other sources such as the Bank for International Settlements (BIS). The main reasons for the discrepancy relate to differences in coverage and in the reporting of data by contracted versus residual maturity. Short-term liabilities in official statistics include nonresident Indian (NRI) deposits, but exclude LC-based trade credits of less than six months for which no statistics are available. The BIS reports higher short-term liabilities at end-December 1997 on a residual maturity basis (see table below), but this figure does not cover NRI deposits, although it includes short-term trade credits.
Table. India: External Debt, 1994–97
(In billions of U.S. dollars; end of March, unless otherwise specified)
Sources: Data provided by the Indian authorities; BIS; and staff estimates.
1/ End of September 1997.
71. Faced with strong capital inflows in the early part of 1997/98, the RBI sought to prevent a real appreciation on the rupee by accumulating foreign exchange reserves. With capital inflows weakening and the turbulence in the foreign exchange market intensifying in the second half of the year, the RBI initially intervened heavily in spot and forward markets to prevent large daily fluctuations in the exchange rate that could have provoked bandwagon effects. Faced with a reserve loss of about $2.6 billion (including forward obligations) during November 1997, and continued pressure on the rupee, the RBI subsequently abandoned active intervention.36 For 1997/98 as a whole, foreign currency reserves rose by about $3.6 billion to $26 billion (about 6¼ months of imports). Net of forward liabilities, foreign currency reserves stood at $24.1 billion at end-March 1997, representing a rise of $2.1 billion compared to end-March 1996.37
72. Further steps were taken to phase out India’s quantitative restrictions (QRs) on imports. Following the removal of import restrictions on 542 items (out of 3,256 items, most of them consumer goods) announced with the Export and Import (EXIM) policy statement for 1997–2000, the removal of restrictions on 340 additional items was announced in April 1998 under a modified EXIM policy statement. These were the first steps in the implementation of the agreement reached with trading partners under the WTO to phase out QRs on imports over a period of six years. However, a dispute settlement panel was established at the WTO in November 1997 to adjudicate the complaint of the United States against India’s QRs, but it has yet to reach a decision. The modified EXIM policy also strengthened antidumping mechanisms by setting up an independent directorate with full power to deal with dumping cases. While no major new export incentive schemes were announced, the modified EXIM policy introduced measures to boost exports, such as simplifying and decentralizing bureaucratic procedures for exporters, and making it easier for companies in key export sectors to import capital goods.
73. The government signed the WTO agreement on trade in financial services in December 1997. Under the agreement, India will give MFN status to all foreign banks, and foreign banks will be able to open up twelve branches a year in India, instead of the present eight.
74. The substantial progress made in lowering import tariffs with the reductions included in the 1997/98 budget was reversed beginning in September 1997. The 2 percent surcharge introduced in the 1996/97 budget was raised to 5 percent for all nonpetroleum imports in September 1997. The 1998/99 budget imposed a special import duty of 4 percent on most imports, effectively raising the maximum import tariff to over 49 percent (Table V.2).38
Table V.2. India: Tariff Reform, 1994/95–1998/99
(End of period; in percent)
Sources: Data provided by the Indian authorities; and the World Bank.
1/ Including surcharges and special import duties but excluding countervailing duties.
75. Over the past year, the authorities have taken significant steps toward capital account convertibility. In addition to relaxing restrictions on banks’ overseas borrowing and investing activities, the norms for Indian investment overseas have been liberalized (Box V.4). External commercial borrowing guidelines were relaxed in 1997/98 with the intention to facilitate access to overseas debt markets. Against the backdrop of the Asian financial crisis, revised ECB guidelines were issued in April 1998. The revised guidelines maintained virtually all controls over maturities, costs, and end-use of funds, relaxing only some ECB norms for export and shipping companies. Moreover, the guidelines maintained the existing aggregate indicative ceiling on approvals at $9 billion for 1998/99, and allowed domestic refinancing by Indian corporations of up to 20 percent of outstanding ECBs to take advantage of falling secondary-market prices of Indian debt overseas. The measure was withdrawn in July 1998, in view of the prevailing market conditions.
Box V.4. Capital Account Liberalization
The report of the Committee on Capital Account Convertibility was released in June 1997. The report called for major progress toward capital account liberalization over the next three years, including a substantial further easing of controls on capital inflows, and steps to permit residents to invest in overseas assets. The report emphasized that liberalization would need to go hand-in-hand with critical domestic adjustments, including fiscal consolidation, enhanced RBI independence, and a major strengthening of the financial system.
Since the release of the report, a number of important steps have been taken:
76. India accepted the obligations of Article VIII, Sections 2, 3, and 4 of the Fund’s Articles of Agreement in August 1994, although a number of restrictions remained in place. Since then, foreign exchange has been freely provided for payments of most current account transactions, and progress has been made in eliminating some of the remaining restrictions. In particular: (i) restrictions on repatriating current investment income have been eliminated starting with income earned in the 1996/97 tax year; (ii) the multiple currency practice associated with existing exchange rate guarantees on nonresident deposits was phased out in August 1997, as the last deposits under the scheme matured;39 and (iii) restrictions on the transfers of past income on investment by nonresident Indians and overseas commercial bodies were removed in 1996/97, in line with the three year phase out period announced when India accepted the obligations of Article VIII. The authorities have also taken steps to simplify the administration of the exchange control system by delegating further powers to authorized dealers to provide foreign exchange for various transactions of current nature without requiring the approval of the RBI. Moreover, a new Foreign Exchange Management Act, aimed at streamlining the foreign exchange regulatory structure, was presented to Parliament in early August 1998.
77. Other restrictions that have remained in place are:
Table 1. India: GDP at Factor Cost by Sector of Origin, 1991/92–1997/98
Source: Data provided by the Indian authorities.
1/ Trade, hotels and restaurants and transport and communication combined.
2/ Includes mining and quarrying, manufacturing, electricity, gas and water supply, and construction.
Table 2. India: GDP at Market Prices by Expenditure Components, 1991/92–1996/97
Source: Data provided by the Indian authorities.
1/ Includes statistical discrepancy.
Table 3. India: Industrial Production Index, 1994/95–1997/98
(Annual percentage change)
Source: Data provided by the Indian authorities.
Table 4. India: Agricultural Production and Yields, 1992/93–1996/97 1/
(Production in millions of tons, unless otherwise indicated; yield in kg per hectare)
Sources: Government of India, Economic Survey; and data provided by the Indian authorities.
1/ Relates to crop years, July-June.
2/ Nine major oilseeds.
3/ In million bales of 170 kg each.
4/ In million bales of 180 kg each.
5/ In millions of metric tons.
6/ In metric tons per hectar.
Table 5. India: Saving and Investment, 1991/92–1996/97
(In percent of GDP at market prices)
Sources: Government of India, Economic Survey; and data provided by the Indian authorities.
1/ Includes errors and omissions.
Table 6. India: Energy Sector Statistics, 1992/93–1997/98
(In millions of metric tons)
Sources: Government of India, Economic Survey; and data provided by the Indian authorities.
1/ Including imports by private parties.
2/ Book stock.
3/ Vendible stock.
4/ Utilities only.
Table 7. India: Employment and Labor Statistics, 1992/93–1996/97
(In millions of persons, end of period)
Source: Data provided by the Indian authorities.
1/ Data is for end-December 1996, unless otherwise stated.
2/ All establishments in the public sector and nonagricultural private establishments with ten or more employees.
3/ For industrial disputes involving ten or more workers.
4/ End-December 1997.
5/ 1997.
Table 8. India: Price Developments, 1992/93–1997/98
Source: Data provided by the Indian authorities.
Table 9. India: Consolidated Public Sector Operations, 1993/94–1997/98 1/
Sources: Data provided by the Indian authorities; and staff estimates.
1/ The consolidation covers budgetary transactions at the levels of the Central and State Governments, the departmental undertakings of both levels of Government, the balance of the Oil Coordination Committee, and the central public enterprises.
2/ Including net internal resources of public enterprises indicated in footnote 1.
3/ Including investment expenditure by public enterprises indicated in footnote 1.
Table 10. India: Central Government Revenues, 1993/94–1998/99
(In billions of rupees)
Sources: Data provided by the Indian authorities; and staff estimates.
1/ Includes Reserve Bank profits.
2/ Royalties only.
3/ Includes receipts from commercial departments.
Table 11. India: Economic Classification of Central Government Expenditure, 1993/94–1997/98 1/
(In billions of rupees)
Sources: Data provided by the Indian authorities; and staff estimates.
1/ Data have been adjusted to ensure conformity with the presentation in IMF, Government Finance Statistics Yearbook.
Table 12. India: Functional Classification of Central Government Expenditure, 1993/94–1997/98 1/
Sources: Data provided by the Indian authorities; and staff estimates.
1/ Data have been adjusted to ensure conformity with the presentation in IMF, Government Finance Statistics Yearbook.
Table 13. India: Central Government Debt, 1993/94–1998/99
(In billions of rupees)
Source: Government of India, Receipts Budget, various issues.
1/ Issued to the Reserve Bank.
2/ Includes compensation, bearer and other bonds, securities issued to international financial institutions, and other deposits.
Table 14. India: Finances of States and Union Territories, 1993/94–1997/98
Sources: Data provided by the Indian authorities; and staff estimates.
1/ Includes surplus of States’ public enterprises available for financing of the Plan.
2/ Includes Plan expenditure by state enterprises financed from internal resources, extrabudgetary resources, and borrowing.
3/ Includes recovery of loans and advances.
4/ Market borrowing, other miscellaneous capital receipts, and borrowing from the banking system.
Table 15. India: Central Government Public Enterprises—Summary of Financial Performance, 1987/88–3996/97
Source: Government of India, Public Enteprises Survey, various issues.
Table 16. India: Distribution of Central Government Public Enterprise Net Profit and Loss, 1987/88–1996/97 1/
(In billions of rupees, unless otherwise noted)
Source: Government of India, Public Enterprises Survey, various issues.
1/ After tax.
Table 17. India. Non-Profit Indicators of Central Government Public Enterprise Performance, 1987/88–1996/97
(In billions of rupees, unless otherwise noted)
Source: Government of India, Public Enterprises Survey, various issues.
1/ Net profit (after tax) minus dividends plus depreciation allowances and deferred current expenditure written off.
2/ Gross internal resource generation less loan repayments.
3/ Corporate tax, customs and other duties, and dividends.
Table 18. India: Top Profit-and Top Loss-Making Central Government Public Enterprises in 1996/97
Source: Government of India, Public Enterprises Survey 1996/97.
Table 19. India: Profitability of State Government Enterprises, 1992/93–1996/97 1/
(In billions of rupees)
Source: Data provided by the Indian authorities.
1/ Excluding subsidies.
Table 20. India: Reserve Money, 1993/94–1998/99 1/
Source: Data provided by the Indian authorities.
1/ Except for March 31, all other quarters are on a last reporting Friday basis.
Table 21 India: Monetary Survey, 1993/94–1998/99 1/
Source: Data provided by the Indian authorities.
1/ End-year data are a consolidation of March 31 data for the RBI and the last reporting Friday data for commercial banks; all other quarters are on a last reporting Friday basis.
2/ Includes RBI commercial credit, bank holdings of securities, and credit by cooperatives.
Table 22. India: Financial Assets of Banks and Selected Financial Institutions, 1992/93–1996/97
(In billions of rupees, end of period)
Source: Reserve Bank of India, Report on Trend and Progress of Banking in India, 1996/97.
1/ Includes: cash in hand and balances with the RBI; assets with the banking system; investments; bank credit (total loans, cash-credits, and overdrafts and bills purchased and discounted); and dues from banks. Data are on a last Friday basis.
2/ Figures pertain to the accounting year of the respective financial institution.
3/ Term-lending institutions include NABARD, ICICI, IDBI, IFCI, IRBI, EXIM and NHB.
4/ Investment institutions include UTI, LIC, and GIC and subsidiaries.
5/ Other institutions include DICGC and ECGC.
Table 23 India: Selected Interest Rates, 1993/94–1997/98
(End of period; in percent per annum)
Source: Data provided by the Indian authorities.
1/ Paid on eligible reserves maintained relating to bank deposits through March 1990.
2/ Paid on required reserves relating to the increment in bank deposits after March 1990.
3/ Floor rate on loans over Rs 200,000.
Table 24. India: Sources of Financing for Private Investment, 1993/94–1997/98
(In billions of rupees)
Sources: Indian authorities; and staff estimates.
1/ Converted from U.S. dollars using the period average exchange rate.
Table 25. India: Principal Exports, 1992/93–1997/98
(Value in millions of U.S. dollars, volume in thousands of metric tons)
Sources: Government of India, Economic Survey; and data provided by the Indian authorities.
1/ In millions of metric tons.
2/ Includes electronics and computer software.
Table 26 India: Principal Imports, 1992/93–1997/98
(Value in millions of U.S. dollars, volume in millions of metric tons)
Sources; Government of India, Economic Survey; and data provided by the Indian authorities.
Table 27 India: Direction of Trade, 1992/93–1997/98
(In millions of U.S. dollars)
Source: Data provided by the Directorate General of Commercial Intelligence and Statistics.
1/ Customs basis.
2/ UNCTAD classification of major petroleum exporters.
Table 28. India: Trade and Balances Under Bilateral Arrangements, 1992/93–1997/98
(In millions of U.S. dollars)
Source: Data provided by the Indian authorities.
Table 29 India: External Commercial Borrowing, 1992/93–1997/98 1/
(In millions of U.S. dollars)
Sources: Government of India, Economic Survey; Ministry of Finance; and press reports.
1/ Borrowings controlled by “ECB guidelines”, including loans from banks abroad, bonds (except foreign currency convertible bonds), and credit from official export credit agencies.
2/ September 1997.
Table 30 India: External Debt, 1992–97
(In billions of U.S. dollars; end of period)
Sources: Government of India; and staff estimates.
1/ Deposits above one year’s maturity. Excludes nonrepatriable, nonresident rupee deposits.
2/ Deposits of up to one year’s maturity.
Table 31 India: Official Reserves, 1992/93’1997/98
(In millions of U.S. dollars; end of period)
Sources: IMF, International Financial Statistics; and data provided by the Indian authorities.
1/ Gold valued at SDR 35 per troy ounce.
2/ Defined as gross reserves minus use of Fund credit.
1 India’s fiscal year begins on April 1.
2 Central Statistical Office advance estimates. However, it is likely that growth will be revised up reflecting both the tendency for preliminary GDP figures to underestimate growth because of partial coverage of the agricultural sector, and recent changes to the calculation of the monthly industrial production index. During the past four years, the upward revision to annual growth rates has averaged around 1 percent.
3 Estimates from time–series analysis using a Hodrick–Prescott filter. However, such estimates should be treated with caution in an economy undergoing structural change and with considerable underemployment.
4 See Economic Survey, 1997/98, Chapter 9, for more details of the problems with existing infrastructure.
5 Ahluwalia, M., (1998), “Infrastructure Development in India’s Reforms,” in I.J. Ahluwalia, and I.M.D. Little (eds.), India’s Economic Reforms and Development: Essays for Manmohan Singh (New Delhi: Oxford University Press).
6 The state sector accounts for about 70 percent of total generating capacity through plants owned by the State Electricity Boards (SEBs), the center for 25 percent of capacity, and the private sector for 5 percent.
7 World Bank (1998), India: 1998 Macroeconomic Update: Reforming for Growth and Poverty Reduction, June.
8 The discussion of industrial production is based on the CSO’s revised index. See Box II.2 for additional information regarding the revisions to the index.
9 The National Council for Applied Economic Research (NCAER) business confidence index fell sharply in June, but has been on a declining trend since late 1997 (Chart II.2).
10 Based on a sample of 1,321 manufacturing companies reported by the Centre for Monitoring the Indian Economy (CMIE).
11 Staff estimates. See Section V for additional details.
12 See Mühleisen, M. (1997), “Improving India’s Saving Performance, IMF Working Paper, WP/97/4.
13 Of course, inflation expectations and pressures on wages are more likely to be affected by headline inflation.
14 The government’s official budget deficit target was 4½ percent of GDP. The staff’s deficit numbers are slightly higher because receipts from the divestment of public sector enterprises are treated as a financing item rather than nontax revenue.
15 The Pay Commission is a constitutionally mandated body set up to make non-binding recommendations about every five years primarily on the central government’s pay scales, which are otherwise adjusted only for cost-of-living changes. For a detailed discussion of the Commission’s recommendations see India - Recent Economic Developments (IMF Staff Country Report No. 97/73, September 1997).
16 For a detailed discussion of revenue issues see the paper on “Tax Revenue Performance in the Post-Reform Period” in the accompanying Selected Issues volume.
17 The small savings scheme is administered by the center, which on-lends about two thirds of collected amounts to the states.
18 Staff estimates for 1997/98 are based on revised estimates from 20 states, adjusted for net transfers and interest payments from and to the center.
19 States follow different timetables for wage negotiations, and the impact of the Pay Commission recommendations is thus likely to spread over a period of at least two years. The wage increase does not necessarily translate fully into higher cash expenditure, as some states award retroactive adjustments by contributing to employee provident funds (which are primarily used to finance state deficits).
20 These issues are discussed in detail in Chapter III of India - Selected Issues (IMF Staff Country Report No. 97/74, September 1997).
21 The increase was also intended to offset a reduction in the import tariff on crude oil from 27 to 22 percent as part of the petroleum sector reforms. However, it was subsequently decided to absorb the excise rate increase through the OCC rather than price increases.
22 The budget speech refers to a “clear disability that [India’s] commodity taxation inflicts on indigenous goods vis-à-vis imported goods. While the former are subjected to sales tax and other local taxes and levies, the import sector escapes them by their very nature.”
23 In the case of indirect taxes, settlement would be at 50 percent of outstanding duties.
24 See Ministry of Chemicals and Fertilizers, Fertilizer Pricing Policy: Report of the High Powered Review Committee, March 1998,
25 The reduction in the CRR requirement is also part of the general policy of reducing pre-emptions on bank assets in line with the process of financial deregulation.
26 In a separate move, the RBI will release Rs. 25 billion to commercial banks that had been impounded between May 1991 and April 1992 through an incremental 10 percent CRR. The aggregate amount would imply roughly a half percentage point cut in the CRR, but it will be released in equal instalments between May 1998 and March 1999.
27 Most lending occurs at a margin above the PLR. In May 1998, most commercial banks had a spread of 4 percentage points over prime for many of their corporate customers.
28 Primary market yields, as shown in Chart IV.1, do not provide a good characterization of developments because of the infrequency of auctions.
29 For a detailed discussion of these issues, see the paper on “The Financial Performance of Public Sector Commercial Banks in India” in the accompanying Selected Issues volume.
30 As write-offs, even of fully provisional loans, are difficult in the Indian legal and regulatory framework, provisions are a relatively large proportion of NPLs for a strong bank.
31 The operations of the NBFCs and recent changes to the regulatory and supervisory framework governing these institutions is discussed in “Nonbank Finance Companies in India: Developments and Issues” in the accompanying Selected Issues volume.
32 There was only one GDR issue in 1997/98, by MTNL (a basic-service telephone company). The year’s inflows included part of the proceeds from the GDR issue by VSNL (a long-distance telephone company) in March 1997 that were booked in 1997/98.
33 The aggregate indicative ceiling on approvals was initially set at $8 billion for 1997/98 but was subsequently raised to $9 billion in September 1997; approvals reached $9.3 billion in 1997/98. The ceiling in 1996/97 was $7.5 billion, but approvals totaled $8.3 billion.
34 Several countries have announced their intention to impose sanctions against India because of the nuclear tests conducted in May 1998. The sanctions generally involve terminating or reducing new bilateral aid commitments. Although the sanctions imposed by the United States are potentially more wide ranging, a temporary waiver was approved by the U.S. Senate on July 14 which provides the U.S. administration the authority to lift most of the sanctions for a limited period of time.
35 A more detailed discussion of exchange rate developments and the related issue of competitiveness is contained in the paper on “Exports and Competitiveness” in the accompanying Selected Issues volume.
36 For a discussion of developments in foreign exchange markets, including steps taken by the RBI to curtail volatility in the market, see the paper on “Foreign Exchange Markets: Developments and Issues” in the accompanying Selected Issues volume.
37 At end-June 1998, foreign currency reserves (net of forward liabilities) stood at $22.5 billion.
38 The actual increase exceeds 4 percent since the special import duty is applied on the sum of the c.i.f. cost of imports and existing countervailing duties.
39 New deposits under the scheme had not been accepted since August 1994.