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Policymakers in India and across the world have employed a
combination of fiscal and monetary measures in an effort to prop up
economic growth and avert a deep and extended slowdown since the
start of the global economic crisis in 2008. They now face the challenge
of managing the sequencing and timing of withdrawal of these measures
while ensuring that economic growth is maintained.

Since October 2008, the Government of India (Gol) has announced a
series of fiscal stimulus packages and the Reserve Bank of India (RBI)
has lowered policy rates, including the cash reserve ratio (by 400 basis
points), the repo rate (by 425 basis points), and the reverse repo rate (by
275 basis points), besides employing a host of other measures to
prevent a sharp slowdown in economic growth and to ensure adequate
liquidity.

While India’s GDP growth slowed from 9% in 2007-08 to 6.7% in 2008-
09, the Indian economy was still able to report among the highest growth
rates in the world in 2008-09 despite a sharp contraction in exports
during the second half (H2) of the year. India’s growth performance since
H2 2008-09 underscores the resilience of domestic consumption, which
has been facilitated by Gol's fiscal stimulus measures (including excise
cuts) as well as the revision of pay and release of substantial arrears of
public sector employees following the acceptance of the
recommendations of the Sixth Pay Commission by the Central
Government in August 2008 and later by various State Governments.
The fiscal measures employed by Gol have however pushed up the
fiscal deficit to levels that are clearly unsustainable in the long run.

The liquidity situation in India eased considerably after December 2008,
with the RBI's Liquidity Adjustment Facility remaining largely in
absorption mode since the beginning of calendar year 2009. However,
the transmission of monetary policy has been slow and incomplete, with
the decline in interest rates and bond yields lagging the cuts in policy
rates. Moreover, non-food bank credit growth has remained low so far in
2009-10. Nevertheless, the continuing easy monetary conditions are at
odds with the high inflation looming on the horizon. Thus the central
challenge before policymakers is to reverse both the fiscal and monetary
measures at an appropriate time while also ensuring that the green
shoots of economic recovery are not crushed.

Recent data suggest that the economic slowdown experienced by the
Indian economy since the second half of 2008-09 may have been
arrested and that a revival is perhaps imminent. Notably, GDP growth for
the first quarter (Q1) of 2009-10 has marginally exceeded that for Q3 and
Q4 of 2008-09, while growth of the Index of Industrial Production (lIP)
has surged in recent months after having remained low since October
2008. Further, monthly exports have displayed improvement since April
2009.
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While economic growth in the near term is likely to be supported by the continued rollout of the Sixth Pay
Commission related benefits for the Central and State Government employees, fears of a double dip
slowdown or a W shaped growth trajectory still persist. Such fears are being stoked by concerns on several
fronts.

One, economic growth is likely to be dampened by a decline in agricultural output following the delayed and
deficient monsoon rainfall and the subsequent floods in parts of India. Moreover, growth could be further
moderated on account of the second order effects of lower agricultural output on the rest of the economy,
through consumption channels and forward linkages of agriculture on the rest of the economy.

Two, it is uncertain whether Indian economic growth will hold after the positive impact of the benefits
related to the Sixth Pay Commission on domestic consumption wanes and the fiscal stimulus packages
currently in place are withdrawn both at home and abroad, given that such withdrawal could negatively
impact domestic and export demand, respectively.

Three, with inflation expected to rise rapidly on account of rising food prices as well as an unfavourable
base effect, monetary tightening is likely to be undertaken to rein in inflationary expectations. However,
such tightening, if mistimed, could have a negative impact on investment and growth as the cost of funds
would go up and business sentiments deteriorate, thereby pushing the economy into the so-called “double-
dip”.

Four, sustained capital inflows, such as the recent spurt in portfolio inflows, would enhance domestic
liquidity and add to the build up of inflationary pressures in the economy, strengthening the case for
monetary tightening by the RBI. If such inflows are sterilised, bond yields are likely to harden, which would
impact the cost of Gol's borrowings to fund its fiscal deficit. Additionally, the appreciation of the Indian
rupee as a result of higher capital inflows would negatively impact the competitiveness of Indian exports,
thereby hurting economic growth.

Growth: Recently released data on the Indian economy, including GDP growth for Q1, 2009-10 and
monthly trends indicated by the IIP as well as exports provide encouraging signs suggesting a revival of
growth. GDP growth during Q1, 2009-10 at 6.1% was marginally higher than that during the previous two
quarters (5.8% each). Q2 growth is expected to be higher than that for the previous quarter, with the
industrial (manufacturing and construction) and service sectors expected to report improved performance.
However, agricultural growth is expected to act as a dampener in the coming quarters, particularly Q3,
2009-10, as agricultural output is likely to contract on account of the delayed and deficient South-West
monsoon rainfall and the floods in parts of India in October. Moreover, overall economic growth could be
further moderated on account of the second order effects of lower agricultural output on the rest of the
economy, through the impact of lower agricultural income on rural consumption and forward linkages of
agriculture on the rest of the economy.

Table 1: Quarterly GDP Growth at Constant Prices, Factor Cost
2007-08 2008-09 2009-10
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1
Agriculture 4.3% 3.9% 8.1% 2.2% 3.0% 27% | -0.8% 2.7% 2.4%
Industry 9.2% 9.1% 8.2% 6.2% 6.0% 6.1% 2.3% 1.4% 5.0%
Services 10.8% | 10.3% | 10.3% | 11.8% | 10.2% 9.8% | 10.2% 8.6% 7.8%
GDP 9.2% 9.0% 9.3% 8.6% 7.8% 7.7% 5.8% 5.8% 6.1%
Source: Central Statistical Organisation (CSO)
Table 2: Quarterly and Annual Forecasts for GDP Growth in 2009-10
Baseline Growth High Growth
CsoO Growth Estimates Forecast Growth Estimates Forecast
Q1 Q2 Q3 Q4 Annual Q2 Q3 Q4 Annual
Agriculture 24% | -1.0% | -5.0% | -1.8% -1.7% 0.0% | -3.0% -0.5% -0.5%
Industry 5.0% 7.5% 7.8% 8.0% 7.1% 8.0% 8.3% 8.5% 7.5%
Services 7.8% 8.0% 8.3% 8.5% 8.2% 8.5% 8.5% 9.0% 8.5%
GDP 6.1% 6.6% 5.4% 6.7% 6.2% 7.2% 6.1% 7.3% 6.7%
Source: CSO, | CRAO0s Esti mates
ICRA Rating Services Page 2




ICRA Rating Feature Challenges facing the Indian Economy and Policymakers

Industrial growth, as indicated by the Index of Industrial Production (IIP), also appears encouraging. The IIP
expanded by a robust 8.2%, 7.2% and 10.4% in y-o-y terms in June, July and August 2009, respectively.
While IIP growth in August 2009 was aided by a favourable base effect (IIP growth was low at 1.7% in
August 2008), the level of the IIP index expanded in August 2009 over the level of the index in July 2009.
Industrial growth for the April-August period in 2009 at 5.8% is also higher than growth for the same period
in 2008 (4.8%).

IIP growth in August 2009 was underpinned by broad-based growth across the three sectors: the sub-
indices for mining & quarrying, manufacturing, and electricity expanded by 12.9%, 10.2% and 10.6%
respectively, in August 2009 in year-on-year (y-0-y) terms. The overall index and the three sectoral sub-
indices displayed higher growth in August 2009 relative to the y-o-y growth achieved in the preceding
month. However, in a discordant note, the number of sub-categories within manufacturing experiencing
contraction increased from a revised figure of one in July 2009 to three in August, with a combined weight
of 12.4% in the 1IP.

In terms of the use-based classification, while IIP growth in August 2009 was led largely by intermediate
goods, basic goods and consumer durables, all the five use-based categories, i.e. basic goods, capital
goods, intermediate goods, consumer durables and consumer non-durables displayed expansion in August
2009 over the same month in 2008. Aside from consumer non-durables, all categories displayed higher y-
0-y growth in August 2009 as compared to the growth recorded in July 2009.

Table 3: Trend In P Growth : s Chart 1: Contribution to IP Growth in
. August April-August : August 2009

Weight | 2008 | 2009 | 2008 [ 2009 | Etcy Non-Durabes,
P 100.0% | 1.7% | 10.4% | 4.8% | 5.8% | | 09% 08%
Mining 10.5% | 2.8% | 12.9% | 3.5% | 86%] | . puses
Manufacturing | 79.4% | 1.7% | 10.2% | 5.2% | 5.5%
Electricity 10.2% | 0.8% | 10.6% | 2.2% | 6.6% | | temedite
Use Based Classification Manufacturing 3.7%
Basic 35.6% | 3.9% | 10.0% | 3.7% | 6.7% | | 4p- 81 .
Capital 9.3% | 0.9% | 83% | 87% | 2.8% Capial, 1%
Intermediate | 26.5% | -5.5% | 14.3% | 1.1% | 9.2% | | 20%
Durables 5.4% | 3.9% | 22.3% | 5.7% | 18.1% - Basie 3%
Non-Durables | 23.3% | 7.3% | 3.7% | 8.2% | -1.2% | | 0% Vining,0.8%

Source: Office of the Economic Advisor, Government of India, Ministry of Commerce and Industry

With the IIP index having expanded by 6% in y-0-y terms in September 2008, the base effect is somewhat
unfavourable in September 2009, and growth in this month is likely to be tempered relative to the 10.4%
growth of August 2009. Nevertheless, growth is expected to be in excess of 7%, with manufacturing growth
likely to be strong based on reports of robust retail sales leading up to the festive season, the release of the
second instalment of Pay Commission arrears to Central Government employees and the continuance of
the lower excise rates. Additionally, growth of electricity generation remained strong in September 2009 at
7.5% according to data released by the Central Electricity Authority. However, mining growth may be
dampened on account of heavy rains during the month. Overall, the level of the index is expected to
expand in September 2009 relative to the preceding month.

Trade: After charting an upward trend during 2007 and the early months of 2008, the value of Indian
merchandise exports reported a steep decline in month-on-month (m-o-m) terms between August and
November 2008, according to the data released by the Ministry of Commerce and Industry, Gol [Note: Data
for 2008 has not been finalised yet]. Subsequently however, monthly exports showed a sustained increase
in 2009-10, going up to US$14.3 billion in August 2009 from US$10.7 billion in April 2009, according to the
provisional data released by the Ministry of Commerce and Industry. While exports continued to display
contraction in y-o-y terms for the 11" consecutive month in August 2009, the pace of contraction reduced
sharply to 19.4% from the 27-33% during April-July 2009. This improvement was led both by the higher
volume of exports (as compared with the previous months) and a favourable base effect that came into
play during August 2009.

While the revival in the value of monthly exports is a welcome sign, the trend may not sustain in the
medium term: the exports growth in m-o-m terms is likely be partly reflective of the demand push delivered
by the stimulus packages that India’s trading partners have introduced and may thus wane after the same
are phased out. For instance, the 34.3% increase in passenger vehicle exports over the April-September
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2009 period® is likely to be a consequence largely of schemes such as “cash-for-clunkers” introduced in
several European countries in 2009; these schemes have since been withdrawn.

In another significant trend, the value of Indian monthly imports has also risen in recent months. While this
is partly on account of the sustained increase in the value of monthly oil imports since April 2009 (driven by
the increase in crude oil prices), non-oil imports too have displayed sharp m-o-m increases of 16% and
17% in June and August 2009 respectively, possibly on account of higher capital goods imports for
capacity expansion. Nevertheless, with imports growing faster than exports in m-o-m terms in several
recent months, the Indian trade deficit has worsened to US$8.4 billion in August 2009 from US$4 billion in
March 2009.

Table 4: Trends in Indian Merchandise Trade 20 - Chart 2: Exports in US$ Billion

Balance (US dollar billion) —— 12 : 200708 —— 2008.05 200610
Exports Imports Balance ]Z |

April 2009 10.7 15.7 -5.0 w4\ e

May 2009 11.0 16.2 5.2 1‘; |

June 2009 12.8 19.0 -6.2 121 LemmpAemmTTTTIIES

July 2009 13.6 19.6 -6.0 "

August 2009 14.3 22.7 84| |, .

April-August SIS TSI

2009 62.5 93.2 -30.7 Ea S

Source: Ministry of Commerce & Industry, Gol; Note: Data for 2009-10 is Provisional

Exchange Rates: The Indian rupee has displayed substantial volatility in recent years against major
currencies such as the US dollar, euro, British pound and Japanese yen. After appreciating to Rs. 39.27
against the US dollar in January 2008, the Indian rupee depreciated sharply during 2008-09, reaching a low
of Rs. 52.06 in March 2009. The depreciation was caused by a host of factors, including higher demand for
dollars as the price of the Indian crude oil basket soared, and the global economic crisis that among other
things led to the outflow of portfolio investments and the placing of a higher risk premium on the Indian
rupee. The Indian rupee has appreciated by over 11% since the low of March 2009 and reached Rs. 46.16
against the US dollar on October 14, 2009. This appreciation was caused initially by the easing of crude oil
prices, the abatement of concerns over growth, both Indian and global as well renewed capital inflows into
the country. Additionally, a surge in portfolio investments into India and the recent weakness of the US
dollar have helped the Indian rupee appreciate by 5.3% against the former since the beginning of
September.

The US dollar has weakened considerably in recent weeks with respect to other Asian currencies as well,
notably the Indonesian rupiah and the South Korean won, which have appreciated by 7% and 5.7% against
the US dollar since the beginning of September 2009. While the Malaysian ringgit and the Philippine peso
have appreciated by around 4% each, the Thai baht has appreciated by 2%, and these currencies have
displayed milder appreciation against the US dollar than the Indian currency. Moreover, the exchange rate
of the Chinese Yuan against the US dollar has remained in a narrow band, which is likely to negatively
impact the relative competitiveness of Indian exports.

The Indian rupee has depreciated substantially against the euro and yen since November 2007, charting a
somewhat similar trend as compared to its exchange rate with the US dollar. The Indian currency
appreciated sharply against the British pound between October 2008 and January 2009, before weakening
substantially in the period up to August 2009. However, the Indian rupee has strengthened against all these
three currencies since September 2009, in particular strengthening by over 7% against the British pound. A
sustained appreciation of the Indian currency with respect to the country’s major trading partners is likely to
result in some contraction in demand for Indian exports, which would compound the impact of the eventual
withdrawal of fiscal stimulus packages abroad on India’s export and overall economic growth.

! Source: Society of Indian Automobile Manufacturers
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Capital Inflows: India has witnessed renewed capital inflows into the country in recent months, particularly
portfolio investments. Sustained capital inflows, while helping offset India’s current account deficit, would
however create additional challenges for Indian policymakers. The resultant appreciation of the rupee
would negatively impact the demand for and relative competitiveness of Indian exports, thereby hurting
growth. Additionally, the inflows would enhance domestic liquidity, which would add to the build up of
inflationary pressures in the economy, necessitating monetary tightening by the RBI. This would increase
the cost of funds and may negatively impact business sentiments, thereby pushing the economy into the
so-called “double-dip”. Alternatively, if the inflows are sterilised, bond yields are likely to increase, which
would increase the cost of Gol’s borrowings.

Inflation: After a brief spell of negative inflation, headline wholesale price index (WPI) inflation in India has
returned to positive territory with the prices of primary articles rising rapidly in recent months even as
inflation related to manufactured items remains low and that pertaining to fuel negative.
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The primary articles index started rising steeply from mid June 2009 onwards because of concerns raised
by the anticipated negative impact on agricultural output of the 2009 kharif season that was hit by delayed
and deficient South-West monsoon rainfall in large parts of the country. While initial data indicates that the
primary articles index registered a fall for the week ending October 3" 2009 relative to the level of the index
for the previous week, with floods in large parts of southern India in the early part of October 2009, food
prices are expected to continue rising unless the rabi harvest turns out to be satisfactory.

Moreover, with the base effect being unfavourable for the rest of the fiscal year, inflation is expected to rise
steeply in the coming months and could reach 5% by January 2009, crossing the RBI's comfort zone. Other
factors that could potentially fuel inflation in the near term include: sustained portfolio inflows, which would
enhance domestic liquidity unless sterilised by the RBI. Additionally, further hardening of crude oil prices
would increase inflation through its first and second order effects. While sustained portfolio inflows would
result in higher demand for the rupee and cause it to appreciate, higher crude oil prices are likely to have
an inverse impact on the same. While the exchange rate will be based on the interplay of these and other
conflicting forces, a depreciation of the rupee would push up the value of India’s oil and other imports and
may fuel inflation.

With inflation likely to cross the RBI's comfort zone by January 2009, the Central bank is expected to start
signalling a reversal of its easy monetary policy stance at that stage. While rising food price inflation is a
supply-side matter—one that the RBI’s policy is unlikely to have a significant impact on—it nevertheless
could lead to the build-up of inflationary expectations in the wider economy, an issue that would necessitate
some action by the RBI. While a large portion of Gol's announced borrowing programme for the second
half (H2) of 2009-10 is likely to be completed by the month of December 2009, credit demand is expected
to be high during the remainder of the fiscal year. Monetary tightening would push up bond yields as well
as other interest rates, making it costlier for Gol to continue to fund its fiscal deficit, and increasing the cost
of raising funds for Corporates, thereby hurting business sentiment and potentially impairing the strength of
the economic recovery.

Government Borrowing and Bond Yields: Month-end yields on the benchmark 10—year Government
paper tracked an upward trend in 2008 up to the month of July, taking a cue from the rising WPI inflation
rates. Subsequently, yields eased substantially till December 2008, initially led by the lower inflation after
August 2009 and later by the reductions in policy rates by the RBI. Despite continued monetary easing by
the RBI, yields hardened until the end of the fiscal year, driven by the sharply higher fiscal deficit and
enlarged borrowing programme of Gol. The fiscal deficit rose steeply in 2008-09 as expenditure shot up
because of the Farmer Debt Waiver, the Sixth Pay Commission pronouncements and the fiscal stimulus
measures employed by Gol, which in turn necessitated a sharp increase in Government borrowings.

With the fiscal deficit remaining large in 2009-10, Gol’s borrowing requirement has also remained high, with
the result that bond yields have charted a largely upward trend through most of 2009-10. Against an
announced borrowing programme of Rs. 2,640 billion for H1, 2009-10, the actual borrowing was higher by
around Rs. 200 billion while liquidity was infused into the system through open market operations and
redemption of Market Stabilisation Scheme (MSS) bonds. Additionally, Rs. 280 billion was de-sequestered
from the MSS account to Gol’s normal cash account.

The announced borrowing programme for H2, 2009-10 at Rs. 1,230 billion is substantially lower than that
for H1, which may ease the pressure on yields in the near term. Additionally, Rs. 110 billion of MSS bonds
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are due for redemption during H2, 2009-10, and while the RBI has not specified the amount or timing for
open market operations (OMO) to be conducted, it has indicated that it will buy back securities to infuse
liquidity into the market as and when required. The amount of announced Central Government borrowing
that remains to be undertaken in 2009-10 is comfortable relative to the available liquidity: the RBI’s Liquidity
Adjustment Facility has remained firmly in absorption mode, daily absorbing over Rs. 1,000 billion on an
average since May 2009. Simultaneously, the call money rate continues to trade at the lower end of the
repo and reverse repo corridor, indicating ample liquidity. However, an increase in the Government’'s
borrowings relative to the announced programme for H2, 2009-10, on account of lower revenues or higher
expenditures than what has been envisaged, would exert upward pressure on yields. Additionally, the
Government'’s borrowing programme is likely to remain large in the near to medium term in the absence of
a credible medium-term fiscal path to bring the fiscal deficit back to a sustainable level. Factors that would
significantly influence Gol’s finances in the medium term include the magnitude of grants and the tax
sharing formula as envisaged in the Thirteenth Finance Commission would. The Twelfth Finance
Commission had sharply increased grants, which Gol was able to absorb on the strength of the buoyancy
in revenue collections over much of the relevant period.

While the remainder of the Government’s announced borrowing programme is comfortable as compared to
current liquidity conditions, the liquidity position is likely to tighten in the coming months as credit extended
by Banks picks up, which is likely to result in higher bond yields. However, such tightening could be offset
by an increase in liquidity caused by portfolio inflows. Additionally, the anticipated increase in the rate of
inflation is likely to exert pressure on yields.

Several banks have reached the limit on the volume of bonds that they can classify in the hold to maturity
(HTM) category, which do not need to be marked to market. In a situation where yields are rising thereby
exerting a downward pressure on bond prices, banks would be unwilling to hold bonds in categories that
require losses to be marked to market, which in turn would lessen the appetite for additional Government
bonds. If the RBI increases the limit on the HTM category, bond yields may soften.

Availability of Credit from Banking and other Sources: While banks lowered their lending and deposit
rates subsequent to the lowering of policy rates by the RBI, the transmission of monetary policy has been
slow and incomplete. Additionally, non-food bank credit growth has remained low so far in 2009-10 at 4%
up to September 25, 2009, as compared with the growth of around 8% recorded during the corresponding
period in 2008-09. However, credit extended in H1, 2008-09 was high partly on account of demand from oil
marketing companies as a result of higher crude oil purchase costs during that period.

As in previous years, the demand for credit and disbursals by banks are expected to be higher in H2 than
in H1 in 2009-10 as well. Assuming deposit growth of 17-19% over the course of the fiscal year and taking
into account the announced borrowing programme of Gol and expected borrowings to be undertaken by
State Governments, credit growth of around 14.5-17% is expected to be sustained by the Banking system.
However, the same is lower than the 17.5% credit growth in 2008-09 and the target of 20% for 2009-10.

Recent trends suggest improved access to funds from domestic and overseas capital markets, which is
likely to bridge the gap in a scenario where credit extended by the domestic banking system is scarce
relative to demand for funds by Indian Corporates. While the volume of funds raised through the capital
markets decreased sharply to Rs. 1,729 billion in 2008-09 from Rs. 3,011 billion in 2007-08, funds in
excess of Rs. 1,400 billion have been raised so far in 2009-10.2 Private placement of debt has remained an
important source of funds in 2009-10, accounting for 57% of funds raised so far during the year while
Qualified Institutional Placements (QIP) have emerged as an important source of funding, accounting for
20% of the funds raised in 2009-10. Domestic and overseas equity offerings have revived with respect to
the levels in 2008-09 while overseas convertible offerings remain low.

Table 5: Funds Raised from Capital Markets

Rs. Billion Percentage of Total

2007-08 | 2008-09 | 2009-10* | 2007-08 | 2008-09 | 2009-10
Public Issues—IPOs: Equity 413.23 20.34 130.61 14% 1% 9%
Public Issues—FPOs: Equity 108.96 0.00 0.00 4% 0% 0%
Public Issues—Debt Offer 10.00 15.00 20.00 0% 1% 1%
Rights Issues—Equity 260.19 121.56 14.50 9% 7% 1%
Rights Issues—Convertibles 64.99 4.66 12.31 2% 0% 1%
Overseas Issues—Equity 309.49 8.93 125.68 10% 1% 9%

2 source: Prime Database
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Table 5: Funds Raised from Capital Markets

Rs. Billion Percentage of Total

2007-08 | 2008-09 | 2009-10* | 2007-08 | 2008-09 | 2009-10
Overseas Issues—Convertibles 242.08 0.51 17.63 8% 0% 1%
Overseas Issues—Debt 189.65 4.67 0.00 6% 0% 0%
Debt Private Placement Corporate
Bonds/Debentures 1,154.23 | 1,551.23 803.59 38% 90% 57%
QIP—Equity 257.09 1.89 236.99 9% 0% 17%
QIP—Convertibles 0.61 0.00 3.01 0% 0% 0%
QIP—Debt 0.00 0.00 40.00 0% 0% 3%
Total 3,010.54 | 1,728.80 | 1,404.32 100% 100% 100%

Source: Prime Database, *Till September 2009

The volume of funds raised through External Commercial Borrowing (ECB), at US$7.3 billion in the months
of April to September 2009, is however lower than the US$11 billion raised during the same months in
2008, which is likely to be on account of a decline in interest spreads between external and domestic
borrowings.

Table 6: ECB Inflows

Uss

billion April | May | June | July | Aug | Sept | Oct | Nov | Dec | Jan | Feb | March | Total
2008 12| 13 16| 25| 16| 28| 11| 17| 17| 11| 0.5 11| 182
2009 03] 05 19| 20| 11| 15 7.3
Source: RBI

According to the data released by the Department of Industrial Promotion and Policy, Gol, inflow of foreign
direct investment (FDI) into India, which had increased from Rs. 986.64 billion in 2007-08 to Rs. 1,229.19
billion in 2008-09, remains healthy at Rs. 510.62 billion for the months of April to July 2009, similar to the
inflows between April and July 2008 (Rs. 514.40 billion).

While the availability of funds is unlikely to pose a constraint, however higher interest rates as a result of
monetary tightening would increase the cost of raising funds and may impair a revival of investment
sentiment. While private and Government consumption have buffered Indian economic growth from a
sharper slowdown since H2, 2008-09, the contribution of consumption to economic growth is likely to
diminish with the eventual phasing out of the fiscal stimulus measures and the waning of the impact of the
Sixth Pay Commission related benefits. As a result, the extent and pace of resurgence of investment
activity is likely to play a central role in shaping the trajectory of economic growth.

Summing up, while recent economic data appear encouraging, considering the challenges to economic
growth as discussed in this note, it is unlikely that the fiscal stimulus measures instituted by Gol would be
withdrawn until the next fiscal year. However, given the expected rapid rise in inflation, monetary tightening
by the RBI is currently expected to take place in the last quarter of 2009-10, which may dampen the
impetus of an investment-led economic revival. Forthcoming economic indicators will be keenly watched to
gauge the strength with which the Indian economy will withstand the eventual monetary tightening and the
withdrawal of the fiscal stimulus measures.

ICRA Rating Services Page 8




ICRA Rating Feature Challenges facing the Indian Economy and Policymakers

ICRA Limited

An Associ atneestor§SeMeeody 6 s |

CORPORATE OFFICE
Building No. 8, 2nd Floor, Tower A, DLF Cyber City, Phase Il, Gurgaon fi 122002
Tel.: +(91 124) 4545 300; Fax: +(91 124) 4545 350

REGISTERED OFFICE
Kailash Building, 11th Floor; 26, Kasturba Gandhi Marg; New Delhi i 110001
Tel.: +(91 11) 2335 7940 -50; Fax: +(91 11) 2335 7014, 2335 5293
Email: info@icraindia.com Website : www.icra.in

Branches: Mumbai : Tel.: + (91 22) 24331046/53/62/74/86/87, Fax: + (91 22) 2433 1390 0
Chennai : Tel + (91 44) 2434 0043/9659/8080, 2433 0724/ 32 93/3294, Fax + (91 44) 2434 3663 o]
Kolkata : Tel + (91 33) 2287 0450, 2240 6617/8839, 2280 0008, Fax + (91 33) 2287 0728 0
Bangalore : Tel + (91 80) 2559 7401/4049 Fax + (91 80) 559 4065 o Ahmedabad : Tel + (91 79) 2658
4924/5049/2008, Fax + (91 79) 2658 4924 0 Hyderabad : Tel +(91 40) 2373 5061/7251, Fax + (91

40) 23735152 o0 Pune: Tel + (91 20) 2552 0194/95/96, Fax + (91 20) 2553 9231

© Copyright, 200 9, ICRA Limited. All Rights Reserved.
Contents may be used freely with due acknowledgement to ICRA.

All in formation contained herein has been obtained by ICRA from sources believed by it to be accurate and
reliable. Although reasonable care has been taken to ensure that the information herein is true, such information

is provided ©6as i s06 Wanyknd and ICRAIy pamwclarrmakes no representation or warranty,
express or implied, as to the accuracy, timeliness or completeness of any such information. All information
contained herein must be construed solely as statements of opinion, and ICR A shall not be liable for any losses
incurred by users from any use of this publication or its contents.

ICRA Rating Services Page 9



