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PART ONE : THE ECONOMY : REVIEW AND PROSPECTS

ECONOMIC REVIEW

. MACROECONOMIC POLICY
ENVIRONMENT

.1.1  Global economic activity
recorded robust growth in the first half of
2004 before encountering some
slackening of pace in the second half of
the year and in the first half of 2005. The
possibility of downside risks arising from
high and volatile crude oil prices, record
macroeconomic imbalances in the US,
fears of disruptive currency adjustments
and asset bubbles weighed upon the
global recovery which had been firming
up since late 2003. Moreover, the recent
divergences in growth patterns became
more pronounced in 2004 with the burden
of sustaining global growth gravitating
towards the US, China and other
emerging and developing economies in
Asia and Latin America. By contrast, in
Europe and Japan — which account for
more than a fifth of world GDP — growth
stalled in the second half of 2004.
Consumer price inflation remained
relatively benign worldwide in 2004 and
financial market conditions turned
favourable with ample liquidity and the
continuing search for yields driving down
risk spreads. Global growth reached a 28-

* While the Reserve Bank of India’s accounting year
is July-dune, data on a number of variables are
available on a financial year basis, i.e., April-
March, and hence, the data are analysed on the
basis of the financial year. Where available, the

year peak in 2004 and world trade
volumes as well as net capital flows to
developing economies returned to 1997
(pre-East Asian crisis) levels.
Nevertheless, the persistence of the risk
factors and the potential impact of the
upturn in the international interest rate
cycle on consumer indebtedness and
asset prices make macroeconomic
prospects for 2005 somewhat less
sanguine than projected earlier. In its
April 2005 World Economic Outlook, the
International Monetary Fund (IMF) has
trimmed its forecast for global growth in
2005 to 4.3 per cent from 5.1 per cent in
2004.

[.1.2  Against this backdrop, the Indian
economy recorded one of the highest
growth rates in the world in 2004-05,
despite some setbacks arising from an
insufficient monsoon and sporadic
supply-side pressures on inflation. Real
GDP growth at 6.9 per cent in 2004-05
despite a sharp slowdown in agriculture
propelled average growth to 6.5 per cent
in the first three years of the Tenth Five
Year Plan period (2002-07). It exceeded,
by a full percentage point, the average
real GDP growth of 5.5 per cent achieved

data have been updated beyond March 2005. For
the purpose of analysis and for providing proper
perspectives on policies, reference to past years
as also prospective periods, wherever necessary,
has been made in this Report.
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in the Ninth Plan period (1997-2002),
while being broadly in line with the
average of 6.7 per cent in the Eighth Plan
period (1992-97). Noteworthy features of
India’s macroeconomic performance in
2004-05 include: first, the improvement
in investment climate and pick-up in
industrial and service sector activity;
second, emergence of buoyant exports
as a driver of demand in a large spectrum
of industries; third, modest consolidation
in the fiscal position; fourth, successful
management of liquidity in the backdrop
of continuing capital flows; fifth, healthy
investor confidence, as India received
more than a quarter of the global portfolio
flows to emerging market economies
(EMEs) in 2004 though India’s share in
foreign direct investment continued to be
low at around 3 per cent; and finally,
foreign exchange reserves reached US
$ 141.5 billion at end-March 2005.

[.1.3  Underpinning the stronger than
anticipated performance of the economy
in 2004-05 was the quality and response
of macroeconomic management in the
face of some adversity. In view of the
potential of destabilising pressures from
increases in international fuel and other
commodity prices, and the shock to food
prices in the wake of the uneven South-
West monsoon, policy coordination
involved a continuous rebalancing of the
weights assigned to growth and
macroeconomic stability. A judicious mix
of supply management, fiscal measures
to contain the pass-through of imported
inflation and monetary policy action to
stabilise inflationary expectations helped
in containing inflation from a mid-year
peak of 8.7 per cent to 5.1 per cent by
the close of the year, consistent with the
projection given in the Annual Policy
Statement of the Reserve Bank in May
2004. The Indian economy today is

characterised by an environment of
confidence, positive business
expectations, a renewal of rule-based
fiscal consolidation, stable and orderly
financial markets and institutions and
progressive integration with the global
economy.

I.1.4 ltisin this context that this survey
of macroeconomic policy in 2004-05
highlights the blending of real sector
policies designed to step up the
momentum of growth with financial
policies that ensure macroeconomic and
financial stability. Concurrently, monetary
policy operated as the anchor of the
economy, ensuring liquidity, credit and
interest rate conditions conducive to
maintaining both growth and stability.
Financial sector policies pursued the
development and integration of financial
markets and the soundness and
efficiency of financial intermediaries that
operate in an increasingly competitive
environment. Improvements in credit
delivery and customer satisfaction are
the challenges that have to be addressed
further.

REAL SECTOR POLICIES

.L1.5 In 2004-05, several policy
initiatives were taken to strengthen the
momentum of economic growth.
Measures to boost agricultural
productivity were supported by policies
to expand the industrial base, especially
through greater investment in
infrastructure. In the context of
globalisation of production systems,
several initiatives were aimed at
promoting exports, rationalising trade
duties and preparing the economy for the
commitments that may emerge from the
Doha Round of the World Trade
Organisation (WTO).
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Agriculture and Allied Activities

.L1.6  The Government undertook
several steps to expand the agricultural
production frontier through diversification
of production, spread of agricultural
marketing, improvement of infrastructure
including irrigation and extension of
agricultural research during 2004-05.
These measures were supported by
parallel initiatives taken by the Reserve
Bank and the National Bank for
Agriculture and Rural Development
(NABARD) to step up financing for
agriculture. Several measures were also
aimed at alleviating rural poverty.

[.1.7 In order to improve and expand
irrigation facilities, the Fast Track
Programme under the Accelerated
Irrigation Benefit Programme (AIBP) was
modified in April 2004 to provide Central
assistance in the form of 70 per cent loan
and 30 per cent grant for non-special
category States and 10 per cent loan and
90 per cent grant for special category
States. For projects outside the Fast
Track Programme, an incentive of
conversion of the loan to a grant is offered
if projects are completed on schedule.
The outlay for the AIBP in the Union
Budget, 2005-06 was increased to
Rs.4,800 crore from Rs.2,800 crore in
2004-05 to improve the pace of
implementation.

.1.8 A pilot scheme for repair,
renovation and restoration of water
bodies directly linked to agriculture is
proposed to be taken up during the
remaining period of the Tenth Plan. The
Command Area and Water Management
Programme was restructured in April
2004 to bring about better water
management practices and efficient
utilisation of irrigation water. The Union
Budget, 2005-06 has also envisaged a

national project for repair, renovation and
restoration of water bodies in 16 districts
in nine States covering about 20,000
hectares of additional land. Recognising
the importance of water harvesting, the
Department of Agriculture and Co-
operation has formulated a scheme for
enhancing sustainability of dryland
rainfed farming with an allocation of
Rs.200 crore for 2005-06. The scheme
aims at addressing issues like rainwater
harvesting and its efficient utilisation, soil
moisture conservation, use of organic
manures and adoption of improved
dryland farming technologies. The
scheme will be implemented in the arid
and semi-arid regions of the country,
particularly in the districts receiving
annual rainfall less than 750 mm and with
assured irrigation coverage less than 30
per cent of the net sown area.

[.1.9  The Union Budget for 2005-06
envisages that the Ministry of Agriculture
would prepare a roadmap for agricultural
diversification focusing mainly on fruits,
vegetables, flowers, dairy, poultry,
fisheries, pulses, oilseeds and other
allied activities in a planned manner. An
expert committee was appointed by the
Government to suggest improvements in
the price stabilisation fund to address the
difficulties of the plantation sector. The
Union Budget, 2004-05 had proposed a
National Horticultural Mission with a view
to doubling horticultural production by
2011-12. The Union Budget, 2005-06
allocated Rs.630 crore to the National
Horticultural Mission. Critical to the
success of the diversification programme
as well as that of the National Horticulture
Mission is the progress that States make
towards amending their State Agricultural
Produce Marketing Committee (APMC)
Acts. While nine States and four Union
Territories (UTs) have amended their
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APMC Acts, six States have initiated
partial reforms.

[.1.10 The Government continued to
strengthen agricultural marketing reforms
during 2004-05. The Union Budget for
2005-06 has allocated Rs.72 crore for a
new scheme of development of
agricultural marketing with a view to
inducing large investments from the
private and the cooperative sectors for
setting up agricultural markets, marketing
infrastructure and support services such
as grading, standardisation and quality
certification. This is also expected to give
a boost to commodity futures markets as
grading and standardisation of
agricultural commodities would facilitate
the development of warehouse receipts.
Several measures have been initiated to
develop commodity futures markets.
There are, at present, three multi-
commodity exchanges and 22 regional
exchanges in India.

[.1.11 In March, 2005 the Government
approved a scheme to support the State
programmes for extension reforms. The
aim is to provide decentralised and
demand-driven extension system by way
of technology dissemination in the form
of an Agricultural Technology
Management Agency (ATMA) at the
district level.

[.1.12 The National Commission on
Farmers was reconstituted in November
2004 to address issues relating to a
comprehensive medium-term strategy for
food and nutrition security. It has
recommended the establishment of Rural
Knowledge Centres all over the country
using modern information and
communication technology. The
Government proposes to join Mission
2007, a national initiative launched by an
alliance comprising nearly 80
organisations including civil society

organisations, which plans to set up a
knowledge centre in every village by
2007, the 60™ anniversary of India’s
Independence. The Government would
route its support through the NABARD.

[.1.13 In June, 2004 the Government
launched a credit package to enhance
the flow of credit to agriculture, in
consultation with the Reserve Bank, the
NABARD and commercial banks. The
Union Budget, 2005-06 advised
commercial banks (including Regional
Rural Banks) and cooperative banks to
increase the flow of credit by another 30
per cent. Public sector banks were
advised to increase the number of
borrowers by another 5 million in 2005-
06. The National Agricultural Insurance
Scheme (NAIS), introduced in rabi 1999-
2000, would be continued in its present
form for kharif and rabi 2005-06.

.1.14 The Union Budget, 2005-06
proposes to extend the coverage of the
Antyodaya Anna Yojana from 20 million
Below Poverty Line (BPL) families to 25
million BPL families in 2005-06. The
allocation towards providing the cost of
food grains for Mid-day Meal Scheme
was increased to Rs.3,010 crore.

Manufacturing and Infrastructure

I.1.15 Macroeconomic measures taken
during 2004-05 to boost industrial
productivity were bolstered by sector-
specific initiatives to raise foreign direct
investment (FDI), promote exports/
Special Economic Zones (SEZs) and
gear up to operating in a post-WTO
environment.

I.1.16 The National Manufacturing
Competitiveness Council (NMCC), set up
in September 2004, provides a forum for
policy dialogue to energise and sustain
the growth of manufacturing industries.
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A National Commission for Enterprises
in the Unorganised Sector, set up in
September 2004, acts as an advisory
body and a watchdog for the informal
sector. The Investment Commission was
constituted in February 2005 to facilitate
greater inflow of FDI into the country. A
National Committee on Rural
Infrastructure (NCRI), chaired by the
Prime Minister, would initiate policies to
ensure time-bound provision of quality
infrastructure in rural areas. In order to
encourage setting up of units in
knowledge-based industries such as
pharmaceuticals, bio-technology and
information technology, equity support
would be provided through the Small and
Medium Enterprises Growth Fund (SGF),
which was launched in October 2004 by
the Small Industries Development Bank
of India (SIDBI) jointly with major public
sector banks.

[.1.17 The National Electricity Policy
announced by the Government in
February 2005 aims at accelerated
development of the power sector for
providing electricity to all areas and
protecting the interests of consumers and
other stakeholders, keeping in view
availability of energy resources,
technology available to exploit these
resources, economies of generation
using different resources and energy
security issues. Keeping pace with the
technological advancements, the
Government announced a Broadband
Policy in October, 2004 with a view to
providing impetus to broadband and
internet penetration in the country.

1.1.18 The Government reviewed, in
January 2005, the guidelines notified vide
Press Note 18, which had stipulated its
approval for new proposals for foreign
investment/technical collaboration in
fields where the foreign investor has or

had any previous joint venture or
technology transfer/trademark
agreement in India. In terms of the
revised policy notified vide Press Note 1
of 2005, prior approval of the
Government would be required only in
cases where the foreign investor has an
existing joint venture or technology
transfer/trademark agreement in the
same field. Even in the same field, prior
approval will not be required in
investments to be made by venture
capital funds, or if existing joint venture
investment by either of the parties is less
than 3 per cent, or if the existing venture/
collaboration is defunct or sick.

[.1.19 In February, 2005 the Government
enhanced the composite foreign holding
in the telecommunication sector from 49
per cent to 74 per cent in a host of basic
services such as international and national
long distance services, basic telephone
service, cellular mobile service and unified
access service. With a view to catalysing
investment, creating new employment
opportunities and adding to the housing
and infrastructure stock, the Government
allowed in March, 2005 FDI up to 100 per
cent under the automatic route in
townships, housing, built-up infrastructure
and construction-development projects,
subject to some guidelines.

1.1.20 A new scheme to establish a Free
Trade and Warehousing Zone (FTWZ)
was launched in December 2004 to
create trade-related infrastructure to
facilitate the import and export of goods
and services with freedom to carry out
trade transactions in free currency, with
benefits as applicable for SEZ units. The
Foreign Trade Policy in April 2004
proposed that an exclusive Services
Export Promotion Council (SEPC) be set
up in order to map opportunities for key
services in main markets, and develop
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strategic market access programmes,
including brand building in coordination
with sectoral players and recognised
nodal bodies of the services industry.

[.1.21 India introduced a new product
patents regime in March 2005 by approving
the Patents (Amendment) Bill 2005
covering drugs, foods and chemicals. This
was in compliance with the Trade-Related
Intellectual Property Rights (TRIPS)
agreement of the WTO. Stronger patent
laws are expected to encourage foreign
investment in research and development
projects and benefit the Indian economy.

[.1.22 The Union Budget, 2005-06
carries several measures to speed up
industrial growth such as dereservation
of 108 items from the items exclusively
reserved for the SSI sector and framing
of a Manufacturing Competitiveness
Programme to revive the manufacturing
sector - particularly small and medium
enterprises - to enable it to adjust to the
competitive pressures caused by
liberalisation and moderation of tariff
rates. A 10 per cent capital subsidy
scheme for the textile processing sector
was announced in addition to the normal
benefits available under the Technology
Upgradation Fund (TUF) Scheme.
Financially viable infrastructure projects
would be funded through a Special
Purpose Vehicle (SPV) covering projects
in roads, ports, airports and tourism.
Finally, customs duties on a range of
products were reduced to bring the tax
structure closer to that of East Asian
neighbours.

FISCAL POLICY
Central Government

[.1.283 The conduct of fiscal policy
during 2004-05 was shaped by the Fiscal

Responsibility and Budget Management
(FRBM) Act, 2003 and FRBM Rules 2004
(notified by the Central Government on
July 5, 2004), which set a new beginning
to the fiscal consolidation process. The
Central Government planned sharper
reductions in the revenue and the fiscal
deficits for 2004-05 than the minimum
thresholds of the FRBM on expectations
of higher tax mobilisation and
perseverance with prudent expenditure
management.

I.1.24 Fiscal policy had to undertake a
mid-course realignment in 2004-05 in the
form of post-Budget reduction in duties
of petroleum products and non-alloy steel
so as to mitigate imported supply-side
pressures on inflation. In order to remain
on the path of fiscal consolidation, the
Government undertook measures to
accelerate recovery of tax arrears, boost
non-tax revenue and reduce low priority
expenditure in the latter half of the year.
The provisional accounts of 2004-05
indicate that the fiscal deficit and the
primary deficit of the Central Government
turned out to be lower than the revised
estimates. The Central Government was
able to achieve not only the FRBM targets
for all the deficit indicators but also the
budget estimates in respect of the fiscal
deficit and the primary deficit. The
revenue deficit was, however, marginally
higher than the budget estimate due to
lower tax revenues than anticipated.
Nevertheless, there has been a
significant improvement in the gross tax/
GDP ratio from 8.8 per cent in 2002-03
to 9.2 per cent in 2003-04 and further to
9.9 per cent in 2004-05. A noteworthy
feature is a sustained rise in the direct
tax/GDP ratio to 4.3 per cent in 2004-05
from around 2 per cent during the 1970s
and 1980s and around 3 per cent in the
late 1990s.
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[.1.25 Tax reforms in 2004-05 focused
on streamlining of tax administration,
recovery of tax arrears, widening of tax
base and provision of full tax rebate for
taxable income up to Rs. one lakh
pending the revision of tax slabs and
rates. The scope of the service tax was
widened and excise duties were
rationalised, especially in preparation for
the introduction of Value Added Tax
(VAT).

[.1.26 Guidelines on Expenditure
Management — Fiscal Prudence and
Austerity were issued on October 1,
2004. The Guidelines stipulate, inter alia,
a scrutiny of all on-going programmes
and schemes, a 10 per cent cut in
budgetary allocations under non-Plan
and non-salary expenditure and that all
profit making public sector undertakings
declare a minimum dividend of 20 per
cent. The Government also reiterated its
commitment to utilise only 33 per cent of
budgeted expenditure in the last quarter
of the financial year. Improved cash
management practices introduced in
2003-04 in nine high spending
departments/ministries were carried
forward during 2004-05.

[.1.27 The Union Budget for 2005-06 is
committed to tax reforms, employment-
oriented economic growth, strengthening
the social and rural infrastructure,
cooperative fiscal federalism and
emphasis on realisation of outcomes
from the proposed expenditures. The
need to earmark higher transfers to the
State Governments under taxes and
grants as recommended by the Twelfth
Finance Commission (TFC), the need to
make provision for compensating States
for any revenue loss that may result from
the implementation of VAT and
discontinuation of the practice of treating
disinvestment proceeds as a budgetary

source of funds necessitated a ‘pause’
in the FRBM path during 2005-06.

Tax Reforms

[.1.28 The Union Budget, 2005-06 has
simplified and rationalised direct taxes.
On the personal income tax, measures
include raising the exemption limit up to
Rs. one lakh; reducing the effective tax
rates through scaling up of tax brackets
(i.e., 10 per cent forincome between Rs.1
lakh and Rs.1.5 lakh, 20 per cent for
income between Rs.1.5 lakh and Rs.2.5
lakh and 30 per cent for income above
Rs.2.5 lakh); and removal of sectoral
caps in tax savings to allow for a
consolidated limit of Rs. one lakh. The
threshold exemption levels for women
and senior citizens were fixed higher at
Rs 1.35 lakh and Rs 1.85 lakh,
respectively. The level of taxable income
at which the surcharge of 10 per cent
would apply has been raised to Rs.10
lakh. These measures would increase
disposable income and give taxpayers
flexibility in planning their saving and
investment. The corporate tax rate was
reduced to 30 per cent from 35 per cent,
though the surcharge was increased from
2.5 per cent to 10 per cent. The
withholding tax on technical services was
reduced from 20 per cent to 10 per cent
so as to encourage technological
upgradation.

[.1.29 Two new taxes have been
introduced viz., the banking cash
transaction tax (BCTT) and the fringe
benefit tax (FBT). The BCTT was
proposed to be levied at the rate of 0.1
per cent on cash withdrawals of over
Rs.10,000 or more on a single day from
banks to establish a trail to check tax
evasion. The BCTT was, however,
subsequently made applicable to cash
withdrawals of Rs.25,000 and above in
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respect of individuals and Rs. one lakh
and above for corporates from accounts
other than savings accounts. The FBT
was introduced to tax perquisites
(excluding transport and canteen
services) that are enjoyed collectively by
employees and cannot be collected
individually, and hence were escaping the
tax net. The rates of securities transaction
tax (STT) on various transactions were
raised marginally.

[.1.30 On indirect taxes, the peak rate
of customs duty on non-agricultural
imports was reduced from 20 per cent to
15 per cent with a few exceptions.
Customs duties on select capital goods
and parts thereof were also reduced. In
order to expand the coverage of goods
under the Central Value Added Tax
(CENVAT) rate of 16 per cent, three out
of the five items — polyester filament yarn,
tyres and air conditioners — were moved
from the 24 per cent level to the CENVAT
rate of 16 per cent. Excise duties were
abolished on liquefied petroleum gas
(LPG) for domestic consumption and on
subsidised kerosene. The excise duty on
other petroleum products, including
petrol and diesel, has been fixed as a
combination of ad valorem and specific
duties. The service tax net was expanded
to include nine additional services while
retaining the tax rate at 10 per cent. Small
service providers with gross turnover not
exceeding Rs. four lakh per annum were
exempted from service tax.

Expenditure Management

[.1.31 The Union Budget, 2005-06 has
emphasised the need to reorient
expenditure whereby performance is
monitored in terms of outcomes rather
than outlays. With a view to enhancing
the effectiveness of implementation of

various programmes, greater flexibility is
accorded to ministries/departments in
managing their departmental budgets
with concomitant incentives and
disincentives. To enhance transparency
and accountability, ministries would be
required to disseminate information
regarding their expenditure and receipts
to the general public on a frequent basis.
Subsidies would be restructured and
properly targeted so that the benefits are
not usurped by those for whom they are
not intended. The user charges would be
reviewed to increase non-tax revenue
and reduce the operational losses of
commercial undertakings. In consonance
with announcements in the Budget, the
Central Government would be releasing
an outcome budget which would specify
the desired outcomes in quantitative
terms with a time frame for achieving
them.

State Governments

[.1.32 The policy framework for the
State Governments in 2004-05 was
shaped by three significant
developments, viz., (i) the on-going fiscal
and institutional reforms at the State
level, facilitated and supplemented by
initiatives of the Central Government and
the Reserve Bank; (ii) the general
acceptance of the recommendations of
the TFC which would form the basis of
federal fiscal relations over the five-year
period beginning 2005-06; and (iii) the
implementation of the VAT by a number
of States with effect from April 1, 2005.

1.1.33 The Report of the Working Group
of select State Finance Secretaries and
a representative of the Central
Government, constituted to frame a
model fiscal responsibility legislation
(FRL) at the State level, was finalised in
January 2005 and subsequently placed
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in the public domain. It provides a
framework for FRL and leaves it to the
discretion of the States to work out the
specifics in respect of various
parameters. Manipur, Chhattisgarh and
Tripura presented their FRL Bills while
Andhra Pradesh promulgated an
ordinance in this regard. Twelve States
(Karnataka, Kerala, Punjab, Tamil Nadu,
Uttar Pradesh, Orissa, Rajasthan,
Maharashtra, Assam, Gujarat, Himachal
Pradesh and Haryana) have already
enacted their FRLs. Meghalaya, Madhya
Pradesh and Uttaranchal have proposed
FRL in their budgets for 2005-06.

.1.34 The TFC Report tabled in
Parliament in February 2005 contains the
blueprint of fiscal federalism over the
medium term. A larger amount of
transfers than in the past has been
considered so as to reverse the decline
in the volume of transfers relative to GDP
and to ensure minimum vertical transfers
(between Centre and States) while
correcting a larger horizontal imbalance
(among States). Total resource transfers
from the Centre to the States (comprising
shareable tax revenue and grants) have
been placed at Rs.7,55,752 crore for the
period 2005-06 to 2009-10, nearly 74 per
cent higher than for the period 2000-01
to 2004-05 recommended by the
Eleventh Finance Commission.

[.1.35 The State Budgets for 2005-06
continued to place emphasis on fiscal
consolidation through curtailment of
unwarranted expenditure. Some State
Governments have proposed to modify,
if not revoke, the policy of providing free
power to some sections of society. Some
States have implemented Contributory
Pension Funds in order to address their
large pension obligations. Initiatives to
clear the arrears of defaulting public
sector undertakings as well as according

high priority to power sector reforms were
also evident in the State budgets.

[.1.36 An important achievement in the
arena of tax reforms is the
implementation of VAT by 20 State
Governments with effect from April 1,
2005 following the release of a White
Paper on the subject by the Empowered
Committee of State Finance Ministers.
Avoidance of the cascading effects of
taxation and the promotion of tax
compliance through a system of self-
assessment, which are intrinsic to the
VAT, would not only lead to enhanced
economic efficiency but also to revenue
buoyancy over a period of time. The
Union Budget for 2005-06 includes a
provision of Rs.5,000 crore as
compensation to the States on account
of shortfall in revenue that may arise due
to implementation of State-level VAT. A
major issue which the Empowered
Committee would revisit during 2005-06
relates to the phasing out of the inter-
State or Central Sales Tax (CST). The
States mobilise around Rs.15,000 crore
of revenue annually from this source.

EXTERNAL SECTOR POLICIES

[.1.37 The dynamics of global trade and
the opportunities provided by bilateral
and multilateral trading platforms have
necessitated a continuous realignment of
India’s international trade strategies and
priorities. In this regard, a comprehensive
Foreign Trade Policy 2004-09 (FTP 2004)
was announced on August 31, 2004. The
basic objective of the policy is to double
India’s share of global merchandise trade
by 2009 and to make exports an effective
instrument of economic growth and
employment generation. The key
strategies adopted in the FTP to enhance
exports include facilitating the
development of India as a global hub for
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manufacturing, trading and services;
identifying and nurturing special focus
areas like agriculture, handlooms,
handicraft, gems and jewellery, leather
and footwear, and marine sectors;
simplification of procedures; reduction in
transaction costs; and neutralisation of
incidence of all levies and duties on
inputs used for exports. In addition,
export promotion schemes such as
‘Vishesh Krishi Upaj Yojna’ and ‘Served
from India’ were also announced to
accelerate the growth of agricultural and
service exports. FTP 2004 also revamps
and revitalises the Board of Trade to
advise the Government on policy
measures for preparation and
implementation of short-term and long-
term plans for increasing exports.

1.1.38 In February, 2005 certain ‘thrust
areas’ were identified for policy
implementation during 2005. These
included the introduction of Electronic Data
Interchange (EDI) with regard to foreign
trade for online filing and data collection;
implementation of the Report of the Task
Force on Project Exports; shaping of the
contents of SEZ and Competitive
Economic Zone Policy, including the
Central SEZ Act, to enable world class
infrastructure through private participation
and a hassle-free regulatory regime in
various areas including taxation, customs
and labour, in the SEZs; and institutional
reform in terms of decentralisation,
simplification, transparency, accountability
and e-governance.

.1.39 The FTP was backed by a
number of measures to accord greater
flexibility to exporters in their foreign
exchange transactions. Exporters were
allowed to approach banks to open/hire
warehouses abroad initially for one year
on a renewal basis. Payments in foreign
currency were allowed by units in

10

domestic tariff areas (DTAs) towards
goods supplied to them by units in SEZs
and by project/service exporters to their
Indian suppliers/ service providers.
Realisation of export proceeds up to 360
days from the date of shipment was
allowed for export of goods on a
consignment basis. Exporters, including
those in small and medium sectors, with
good track record were made eligible for
the Gold Card scheme for easy
availability of export credit.

1.1.40 The FTP was fine-tuned in April
2005. The Policy provides a package of
incentives and promotional measures for
agriculture, marine products, export
oriented units and service sectors. It
envisages major procedural simplification
to reduce transaction costs and the
setting up of an Inter-State Trade Council
to engage State Governments more
actively in the export effort. It also
proposes to abolish cess on export of all
agricultural and plantation commodities
levied under the various Commodity
Board Acts. In order to give a boost to
agricultural exports, benefits under the
Vishesh Krishi Upaj Yojana have been
extended to poultry and dairy products
in addition to flowers, fruits, vegetables,
minor forest produce and value added
products.

I.1.41 Importers have been accorded
greater flexibility in transactions.
Documentation for import remittances
made into India has to be provided only
for amounts above US $ 100,000. The
limit for accepting exchange control (EC)
copy of bill of entry for import remittances
was also enhanced to US $ one million
on a selective basis. Credit for imports
up to US $ 20 million per transaction with
a maturity period beyond one year and
up to three years was permitted for import
of capital goods. Limit for direct receipt
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of import bills/documents by non-
corporate importers was raised to US $
100,000 or its equivalent.

Management of Foreigh Exchange
Transactions

[.1.42 Several measures  were
undertaken by the Reserve Bank to
liberalise foreign exchange transactions
by residents during 2004-05. The
condition that shares should be offered
at a concessional price for the acquisition
of foreign securities by residents under
the Employees Stock Option Plan
(ESOP) was dispensed with. Shares
acquired under the ESOP were allowed
to be sold without obtaining prior
permission of the Reserve Bank,
provided the proceeds thereof are
repatriated to India.

[.1.43 With a view to promoting Indian
investments overseas, the ceiling on
overseas investment by Indian entities
was raised from 100 per cent to 200 per
cent of their net worth under the
automatic route. Corporates were
granted general permission for
conversion of the ECBs into equity with
the exception of import payables deemed
as ECBs and subject to prescribed
reporting requirements. General
permission was also granted for transfer
of shares and convertible debentures
(excluding financial services sector)
subject to compliance with the terms and
conditions and reporting requirements for
transfer by a person resident in India to
a person resident outside India and vice
versa.

MONETARY POLICY FRAMEWORK

I.1.44 The monetary policy stance for
2004-05 was conditioned by expectations
of a normal monsoon, sustained growth

11

in industry and exports, and the
assumption of no significant supply
shocks. The Reserve Bank’s Annual
Policy Statement for 2004-05 recognised
that international interest rates were
hardening, international crude prices
would remain elevated and volatile and
capital inflows would persist. Consistent
with the expectation of real GDP growth
of 6.51t0 7 per cent, inflation at 5 per cent,
non-food credit growth (adjusted) at 16
to 16.5 per cent and the Centre’s
borrowing programme within a fiscal
deficit of 4.4 per cent of GDP, the overall
stance of monetary policy for 2004-05
was stated as:

* Provision of adequate liquidity to meet
credit growth and support investment
and export demand in the economy
while keeping a very close watch on
the movements in the price level.

e Consistent with the above, while
continuing with the status quo, to
pursue an interest rate environment
that is conducive to maintaining the
momentum of growth and
macroeconomic and price stability.

[.1.45 During the vyear, however,
monetary management faced severe
challenges, warranting a re-balancing of
objectives in the context of underlying
developments. The risks to stability being

perceived as high from these
developments, monetary policy
measures were undertaken in a

calibrated manner during the year. Even
as the inflation projection was raised to
around 6.5 per cent in the Mid-term
Review October 2004, the Reserve Bank
intensified the monitoring of price
movements, switching its stance from a
‘very close watch on the movements in
the price level’ in the Annual Policy
Statement to ‘equal emphasis on price
stability’ in the Mid-term Review. Similarly,
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the objective of liquidity management
was changed from a provision of
‘adequate liquidity’ to ‘appropriate
liquidity’.

[.1.46 The Reserve Bank’s Annual
Policy Statement of April 2005 stated that
the stance of monetary policy would
depend on several factors, including
macroeconomic prospects, global
developments and the balance of risks.
Assuming a normal monsoon, and
barring the emergence of any adverse
and unexpected developments in various
sectors of the economy and keeping in
view the inflationary situation, the overall
stance of monetary policy for the year
2005-06 would continue to be as set out
in the Mid-term Review of October 2004.

1.1.47 In its First Quarter Review of the
Annual Statement on Monetary Policy
(July 26, 2005), the Reserve Bank
indicated that its current assessment of
macroeconomic outlook and the overall
stance remains broadly unchanged.

Credit Delivery System

[.1.48 The Reserve Bank intensified
efforts to improve the credit delivery
system with a view to stepping up credit
to agriculture and small and medium
enterprises. As a multi-pronged strategy
for facilitating credit to the priority sector,
the number of categories of advances
under the ambit of the priority sector
lending was enlarged and limits on loans
under the priority sector were enhanced.
Banks were allowed to advance loans to
distressed urban poor to prepay their
debt to non-institutional lenders against
appropriate collateral or group security
and classify the same under weaker
sections within the priority sector.

.1.49 Banks were advised to make
efforts to increase their disbursements to
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small and marginal farmers to 40 per cent
of their direct advances under special
agricultural credit plans (SACPs) by
March 2007. In view of the Union Finance
Minister's announcement in June 2004
for doubling the flow of credit to
agriculture in the next three years, private
sector banks were advised to fix the
SACP target for the year 2005-06
showing a growth rate of 30 per cent over
disbursements during the year 2004-05.
Banks were allowed to waive margin/
security requirements for agricultural
loans up to Rs.50,000 and in the case of
agri-business and agri-clinics for loans up
to Rs five lakh. Interest rates on the Rural
Infrastructure Development Fund (RIDF)
were revised downwards in alignment
with the softening of the interest rate
structure over the years.

I.1.50 Several initiatives were also
taken to facilitate the development of
micro-finance. The NABARD revised the
Model Kisan Credit Card (KCC) scheme
with a view to providing the
comprehensive credit requirements of
farmers - covering term credit, working
capital for agriculture and allied activities
and a reasonable component for
consumption needs - under a single
window in a timely manner.

FINANCIAL SECTOR POLICIES

1.1.51 The thrust of the Reserve Bank’s
financial sector policies continued to be
on strengthening the health of financial
institutions as well as on improving the
efficiency of financial markets. Policy
initiatives encompassed the adoption of
international standards and codes in the
banking system, strengthening urban
cooperative banks (UCBs) and non-
banking financial companies (NBFCs)
and improvement in customer services.
The Reserve Bank undertook several
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initiatives to improve corporate
governance in the banking system. The
Indian banking system became fully
compliant with Basel | standards by
March 2005.

[.1.52 The Reserve Bank intensified its
efforts to ensure that UCBs emerge as a
sound and healthy network of jointly
owned, democratically controlled and
ethically managed banking institutions
providing need-based quality banking
services essentially to the middle and
lower middle classes and marginalised
sections of the society. The Reserve Bank
continued to take policy initiatives with a
view to developing NBFCs as financially
strong entities.

[.1.53 The Reserve Bank continued to
stress the need to improve customer
services by banks to ensure that the
benefits of financial liberalisation
percolate to the widest sections of
society. Several measures were
undertaken on the basis of the
recommendations of the Committee on
Procedures and Performance Audit on
Public Services (Chairman: Shri S. S.
Tarapore).

Policies for Financial Markets

[.1.54 During 2004-05, the Reserve
Bank undertook several initiatives to further
improve the functioning of the money, the
debt and the foreign exchange markets.
Internal technical groups on the money
market, the Government securities market
and the foreign exchange market were set
up to chart a medium-term framework for
the future course of market development
in the context of the ongoing changes in
the institutional framework and market
dynamics.

[.1.55 In the capital market, policy
initiatives were directed towards further
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broadening and deepening the markets,
achieving better investor protection and
making the market investor friendly. In the
primary market, the share of retail
investors’ in the public issues was raised
from the existing 25 per cent to 35 per
cent. The scope of retail investment was
scaled up to Rs. one lakh from the earlier
limit of Rs.50,000. In order to make the
issue process user-friendly, disclosures
in issue prospectus were simplified and
presentation was made uniform. Steps
were also taken for shortening the
allotment period for the new issues. In
the secondary market, a comprehensive
risk management framework for the cash
segment was introduced to keep pace
with the dynamic state of the markets.
Risk containment measures and position
limits in the equity derivatives were also
modified.

[.1.56 In order to strengthen the
corporate governance practices for the
listed companies, the Securities and
Exchange Board of India (SEBI) revised
the existing Clause 49 of the listing
agreement to introduce significant
changes in areas such as composition
of the board of directors, audit committee,
report on corporate governance and
compliance with the norms. The revised
code comes into effect from January 1,
2006. The listing of all debt securities
irrespective of the mode of issuance (i.e.,
whether issued on private placement
basis or through public/rights issue) is to
be done through a separate listing
agreement.

[.1.57 The Union Budget Speech, 2005-
06 laid strong emphasis on strengthening
the Indian capital market. With a view to
developing the corporate bond market,
a high-level expert committee on
corporate bonds and securitisation was
proposed to examine legal, regulatory,
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tax and market design issues. The
definition of ‘securities’ would be
amended under the Securities Contracts
(Regulation) Act, 1956 so as to provide
a legal framework for trading of
securitised debt, including mortgage-
backed debt. It was also decided to allow
Flls to submit appropriate collateral, in
cash or otherwise, as prescribed by the
SEBI, while trading in derivatives in the
domestic market.

[.1.58 The Union Budget, 2005-06
envisages the provision of legal validity
for over-the-counter (OTC) derivative
contracts. Mutual funds would be allowed
to introduce Gold Exchange Traded
Funds (GETFs) in consultation with the
Reserve Bank. To make Mumbai a
regional hub for finance, a high-powered
expert committee is proposed to be set
up in consultation with the Reserve Bank
to advise the Government.

Changes in the Legal Framework

[.1.59 Several significant initiatives
were undertaken in 2004-05 towards
improving the legal infrastructure. The
Enforcement of Security Interest and
Recovery of Debt Laws (Amendment)
Act, 2004 amended the Securitisation
and Reconstruction of Financial Assets
and Enforcement of Security Interest Act,
2002 (SARFAESI), the Recovery of
Debts Due to Banks and Financial
Institutions Act, 1993 and the Companies
Act, 1956. The Banking Regulation
(Amendment) and Miscellaneous
Provisions Act, 2004 came into force in
September 2004. The Credit Information
Companies (Regulation) Act, 2005
requires companies in the business of
credit information to obtain a certificate
of registration from the Reserve Bank.

1.1.60 A number of key reform bills were
introduced in the Parliament. The

14

Government Securities Bill, 2004
introduced in the Lok Sabha in December
2004 proposes to consolidate and amend
the laws relating to the Government
securities and its management by the
Reserve Bank.

.1.61 The Reserve Bank of India
(Amendment) Bill, 2005 seeks to amend
the Reserve Bank of India Act, 1934 to
define the expressions ‘derivative’, ‘repo’
and ‘reverse repo’. The Reserve Bank
would be empowered to deal in
derivatives, to lend or borrow securities
and to undertake repos or reverse repos.
The lower floor and upper ceiling on the
cash reserve ratio (CRR) would be
removed to provide the flexibility to the
Reserve Bank to specify the CRR. The
ambiguity regarding the legal validity of
OTC derivative products is also being
addressed through amendment to the
Reserve Bank of India Act. The Reserve
Bank would be empowered to lay down
policy and issue directions to any agency
dealing in various kinds of contracts in
respect of Government securities, money
market instruments and derivatives and
to inspect such agencies.

[.1.62  Although there is no specific
restriction in the Banking Regulation
Act on acquisition of shares in a banking
company, no person can at present
exercise voting right in excess of 10 per
cent of the total voting rights of all the
share holders. The Banking Regulation
(Amendment) Bill, 2005 seeks to amend
the Banking Regulation Act, 1949 to
include provisions for removing the
restriction on voting rights concurrently
with the stipulation of the statutory
requirement of prior approval for
acquisition of shares above five per cent
of the voting rights in banking companies.
The Reserve Bank would now be
accorded the power to specify Statutory
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Liquidity Ratio (SLR) without any floor,
subject to the existing ceiling of 40 per
cent of total demand and time liabilities.
It may also specify any security as an
approved security for this purpose. The
Reserve Bank would have the right to call
for information and returns from the
associate enterprises of banking
companies also and inspect them, if
necessary. It would have the authority to
supersede the board of directors of a
bank and appoint an administrator to
manage the bank till alternative
arrangements are made. Finally, the
Reserve Bank would also be vested with
the powers to order a special audit of co-
operative banks in the public interest.

ll. THE REAL ECONOMY

[.2.1  Setbacks from an uneven and
deficient South-West monsoon and high
international crude oil prices in 2004-05
tempered the robust resurgence of
growth that had been achieved in the
preceding year. Although real GDP
growth slowed to 6.9 per cent in relation
to the 8.5 per cent in 2003-04, the overall
macroeconomic performance was
impressive during 2004-05. India
remained one of the fastest growing
emerging market economies. The growth
of real GDP originating in agriculture and
allied activities in 2004-05 turned out to
be more resilient than anticipated and a
certain degree of insulation from weather
shocks seems to have set in. The firming
up and spread of the upturn in industrial
activity led by manufacturing was
supported by a positive investment
climate, business confidence and
buoyant external demand. Financial
performance of the corporate sector was
robust during the year. However, it was
the services sector that anchored the
growth process during the year,
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contributing as much as 70.5 per cent to
the real GDP growth in 2004-05. Trade,
transportation, communication, business
and financial services, software services
including Information Technology
Enabled Services (ITES)-Business
Process Outsourcing (BPO) were the
key movers of services sector growth in
2004-05.

Agriculture

[.2.2  Growth of real GDP originating
from ‘agriculture and allied activities’
decelerated sharply to 1.1 per cent during
2004-05 from 9.6 per cent a year ago.
This was essentially the outcome of the
uneven and deficient South-West
monsoon besides the base effect of the
high growth of 2003-04. During 2004, the
South-West monsoon turned erratic with
an unusual warming of sea surface
temperatures over the Equatorial Central
Pacific region leading, in turn, to
prolonged weakness/break in the
monsoon over different parts of India.

[.2.3  According to the Fourth Advance
Estimates released by the Ministry of
Agriculture on July 6, 2005, kharif
foodgrains production is estimated at
around 103 million tonnes during 2004-
05 - a shortfall of around 12 per cent from
the preceding year. The decline in
foodgrains production emanated mainly
from the slippage in the production of
coarse cereals and rice. Kharif oilseeds
also recorded a shortfall of around 11 per
cent. Rabi production recouped some of
the loss in kharif output. The rabi
foodgrains production is estimated at
over 101 million tonnes, exceeding the
previous year’s level (around 97 million
tonnes). The rabi output of rice and
course cereals is expected to have scaled
a new peak. Rabi oilseeds production is
also expected to have exhibited a sharp
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rebound (31 per cent). Consequently, the
total foodgrains production during 2004-
05 is estimated at around 205 million
tonnes, about four per cent lower than in
the preceding year. Among the cash
crops, the production of cotton and
oilseeds is expected to have scaled a
new high. The output of sugarcane is,
however, expected to have suffered some
losses. Overall, the index of agricultural
production during 2004-05 is expected to
have registered a decline of 1.2 per cent.

[.2.4 As against the forecast of a
normal monsoon by the India
Meteorological Department (IMD), the
cumulative area-weighted rainfall during
the South-West monsoon season (June
1 to September 30) 2004 turned out to
be 13 per cent below the Long Period
Average (LPA) as against two per cent
above the LPA during the previous year.
Notwithstanding an early onset, the
monsoon came to a halt for a fairly long
duration during the critical sowing months
(June and July). The rainfall was also
unevenly distributed with 23 out of 36
meteorological sub-divisions recording
normal rainfall and 13 receiving deficient
rainfall.

[.2.5  The total stocks of foodgrains with
the Food Corporation of India (FCI) and
the State agencies stood at around 25.1
million tonnes as on July 1, 2005, around
18.0 per cent lower than a year ago.

Industrial Performance

[.2.6  Real GDP growth originating from
industry rose to 8.3 per cent - the highest
growth after 1995-96 - as the industrial
recovery spread out and strengthened
during 2004-05. Industrial activity was
powered by the manufacturing sector. A
congenial domestic investment climate,
improvement in world output, a liberalised
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foreign direct investment (FDI) regime and
surging manufacturing exports supported
the buoyant performance of the
manufacturing sector. Lower debt
servicing costs also facilitated the strong
performance of the manufacturing sector.
Intensified competition has encouraged a
process of consolidation and restructuring
of the Indian industry in tune with global
supply and demand conditions as
integration with the global production
gathers pace.

1.2.7  Growth in the Index of Industrial
Production (1IP) accelerated from 7.0 per
cent during 2003-04 to 8.2 per cent during
2004-05, led by the manufacturing sector.
The output of the electricity sector
registered a marginal improvement during
the year - both thermal and hydro power
plants recorded better performance. The
mining sector performed well in the first
half of the year, but subsequently lost
momentum due to slowdown in production
in some of the subsidiary companies of
Coal India Limited.

.2.8 The manufacturing sector
recorded a growth of 9.0 per cent during
2004-05. Machinery and equipment and
chemicals and chemical products largely
led this robust growth. In terms of the two-
digit classification, 15 out of 17 industry
groups logged positive growth during the
year as compared with 12 groups during
the previous year. Cotton textiles, jute
and other vegetable fibre textiles (except
cotton), textile products (including
wearing apparels) and leather and fur
products made a turnaround during
2004-05. The improved performance of
textile industry was largely led by
domestic demand while exports
displayed a mixed trend.

1.2.9  One of the outstanding features
of industrial activity during 2004-05 was
the strong growth of the capital goods
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sector. Machinery and equipment led
robust growth of the capital goods sector.
Expanding investment activity driven by
both domestic and external demand was
reflected in higher capital expenditure
and capital goods imports, leading to
increase in capacity creation across a
wide spectrum of industries. Non-
electrical machinery contributed
substantially to the growth of capital
goods imports. The imports of other
capital goods such as professional
instruments, optical goods, electrical
machinery, machine tools and project
goods also increased significantly.
Current trends in corporate finances
suggest that Indian industry appears to
be embarking on a new investment cycle.

.2.10 The infrastructure sector
continued to remain subdued during
2004-05, mainly on account of
deceleration in output of finished steel,
coal and petroleum refinery products. The
growth of the core infrastructure
industries decelerated to 4.4 per cent
from 6.2 per cent in 2003-04.
Deceleration in production of coal
coupled with constraints in coal
movement led to subdued electricity
generation and cement production during
the last quarter of the year, dragging
down the overall infrastructure growth.
Electricity generation, however, recorded
a marginal pick-up in growth on account
of higher power generation in hydro and
thermal power plants during the first half
of the year coupled with higher plant load
factor of 74.8 per cent in respect of
thermal power plants. The production of
crude petroleum remained subdued on
account of poor performance of private/
joint venture units. The shut-down of
some refineries impacted the production
of petroleum refinery products. During
the year, the finished steel sector
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recorded lacklustre growth mainly due to
supply constraints on inputs such as iron
ore, scrapped iron and coking coal.

[.2.11 During 2004-05, there was a
substantial growth of 75.5 per cent in the
value of acquisitions in the industrial
sector. Mergers and acquisitions (M&As)
were concentrated mainly in sectors like
chemicals, non-metallic mineral
products, computer software and mining.
The telecommunications sector entered
a consolidation phase with smaller
players selling out to the larger ones. The
high growth and steady revenue streams
in the Information Technology Enabled
Services (ITES) have also led to an
increase in M&As.

[.2.12 The overall investment climate
during 2004-05 was buoyant as reflected
in the investment intentions registered in
Industrial Entrepreneurs Memoranda
(IEMs) and Letters of Intent (LOI), and
in the implementation of IEMs. A
significant investment revival is
suggested by the very substantial
increase in investment intentions
registered in 2003-04 which further
nearly doubled in 2004-05.

[.2.13 Small scale industries (SSls)
continue to play a significant role in
industrial activity. The share of SSls in
the gross industrial value added in the
economy is around 40 per cent. About
44 per cent of total manufactured exports
are directly accounted for by the SSI
sector.

[.2.14 During the first quarter of 2005-
06, industrial production accelerated to
10.3 per cent on the back of a marked
pick-up in growth in manufacturing and
electricity sectors to 11.2 per cent and
7.6 per cent, respectively. An
encouraging development in the
manufacturing sector was the turnaround
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in food products, after a deceleration in
growth in the past two years. The growth
in the mining sector, however,
decelerated to 4.5 per cent. According to
the use-based classification, the capital
goods sector maintained high growth
supported by strong performance of
machinery and equipment, transport
equipments and commercial vehicles.
The consumer goods recorded a double-
digit growth on the back of strong
performance of both durable and non-
durable segments. Basic goods also
recorded higher growth during the first
quarter. Intermediate goods sector,
however, slowed down significantly, inter
alia, due to a decline in production of
petroleum products. The overall growth
of core infrastructure industries during
the first quarter of 2005-06 was lower at
5.5 per cent than 8.1 per cent during the
corresponding period of 2004-05
although there are signs of a pick up. The
slowdown was mainly a reflection of
decline in crude petroleum and petroleum
refinery production and deceleration in
finished steel during April and May 2005.

[.2.15 The NCAER Business
Confidence Index (BCI) stood at 144.1 for
July 2005 which is the highest level
attained since December 1995. According
to the Reserve Bank’s Industrial Outlook
Survey, the Business Expectations Index
for July-September 2005 stood at 119.6
points, registering a decline of 1.1 per cent
over the previous quarter. The Dun &
Bradstreet’s Composite Business
Optimism Index for the second quarter of
2005-06 recorded an increase of 5.6 per
cent over the previous quarter.

Services Sector

[.2.16 The services sector remained the
key driving force of the economy in 2004-
05. The growth of the services sector at
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8.6 per cent was higher than the average
growth of 7.5 per cent during the last five
years. The services sector’s contribution
to GDP growth has been more than 50 per
cent since 1997-98. The share of the
services sector in the GDP at 57.6 per cent
in 2004-05 was higher than in other
developing countries as a group. The
robust performance of the services sector
during 2004-05 was led mainly by ‘trade,
hotels, transport and communication’,
which contributed around 60 per cent of
the sector’s growth. The strong growth in
the trade sector was on account of surge
in exports and imports during the year.
Activity in the hotel industry improved
significantly, aided by a recovery in tourism,
particularly in business and leisure travel.

1.2.17 The most visible dimension of the
sustained growth in the services sector
has been the contribution of the software
sector, including ITES and BPO
segments. According to the National
Association of Software and Services
Companies (NASSCOM), the total
revenues (exports as well as domestic)
of the Indian IT-ITES industry grew by 32
per cent to US $ 22 billion during 2004-
05, constituting 3.0 per cent of GDP. This
was on account of rapid growth in demand
from overseas and domestic consumers,
backed by technological advancement
and proactive policy reforms such as
deregulation, privatisation, opening up to
FDI and generous tax incentives for the
sector. In addition to revenue earnings,
employment in the IT-ITES sector
increased exponentially from 280,000
people in 1999-2000 to 1.05 million people
in 2004-05 - a compound annual growth
rate of 29.8 per cent.

AGGREGATE DEMAND

1.2.18 Information on the constituents of
aggregate demand is available only up
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to 2003-04 from the Central Statistical
Organisation (CSO). A strong pick-up in
real private consumption demand in
2003-04 was accompanied by a rise in
Government demand - consumption as
well as investment. In particular, public
investment registered a sharp
acceleration, whereas private investment
experienced deceleration from
exceptionally high growth in 2002-03.

.2.19 The rate of Gross Domestic
Saving (GDS), as a proportion to GDP at
current market prices, increased
substantially from 26.1 per cent in 2002-
03 to 28.1 per cent in 2003-04, reflecting
improvement across all the sectors. The
household sector continued to be the major
contributor to GDS with its saving rate
placed at 24.3 per cent in 2003-04 as
compared with 23.3 per cent in 2002-03.
Since 2000-01, the household sector has
shown a preference for saving in the form
of physical assets relative to financial
assets. This could be attributed partly to
the soft interest rate regime in recent years.
Private corporate saving, which has been
increasing steadily since 2001-02
reflecting strong growth in profits, stood at
4.1 per cent in 2003-04. The rate of dis-
saving of the public sector continued to
decline and contracted to 0.3 per cent in
2003-04 from 1.1 per cent in 2002-03 on
account of significant improvement in the
performance of public authorities.

[.2.20 Preliminary estimates, based on
the latest available information, place the
rate of financial saving (net) of the
household sector in 2004-05 at 9.9 per
cent of GDP at current market prices as
compared with the revised estimates of
11.4 per centin 2003-04. Increases in the
rate of saving in the form of claims on
Government (particularly, small savings)
and investment in shares and debentures
were more than offset by decline in
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saving in the form of currency, deposits
and contractual saving. Financial
liabilities of the household sector
registered a sharp increase due to higher
loans and advances principally driven by
personal loans to finance consumer
durables and increased demand for
housing loans.

lll. MONEY, CREDIT AND PRICES

.3.1 The evolution of monetary
conditions during 2004-05 reflected the
impact of a number of developments.
First, capital flows continued to be strong,
despite a lull during May-October, 2004
and liquidity conditions, given the
overhang of over Rs.81,000 crore at the
beginning of the year, remained easy.
With the persistence of capital flows, the
Reserve Bank continued with sterilisation
operations through the Liquidity
Adjustment Facility (LAF) and the newly-
introduced Market Stabilisation Scheme
(MSS), which contained money supply
within the indicative projection set in May,
2004. Second, there was a robust
expansion in credit demand which firmed
up since July 2004. Third, the surge in
banks’ non-food credit operations was
accommodated by a reduction in the
Government’s borrowing programme.
Fourth, movements in inflation driven by
international commodity prices engaged
policy attention as an overriding priority.
In order to rein in inflation, fiscal
measures were initiated to contain the
pass-through of the increases in
international oil and non-oil commodity
prices to domestic inflation, in
conjunction with monetary policy actions
to modulate monetary and liquidity
conditions and prudent supply
management. These calibrated policy
responses were able to return inflation
from a spike in end-August 2004 to 5.1
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per cent by the year end, consistent with
the projection made in the May 2004
Annual Policy Statement.

RESERVE MONEY

[.3.2 Reserve money growth
decelerated to 12.1 per cent during 2004-
05 from 18.3 per cent during 2003-04.
Even as capital flows remained sizeable,
base money expansion could be
contained due to greater manoeuvrability
provided by the operationalisation of the
MSS. The slower growth of reserve
money in 2004-05 also reflected the base
effect of the excess reserves built up on
March 31, 2004 partly counterbalanced
by the 50 basis points increase in the
cash reserve ratio (CRR) in two stages
during September-October 2004, which
impounded around Rs.9,000 crore in the
first round. In addition, the remuneration
on the banks’ eligible CRR balances was
lowered from the Bank Rate (6.0 per
cent) to 3.5 per cent.

.3.3 Foreign currency assets
(adjusted for revaluation) of the Reserve
Bank increased by Rs.1,15,044 crore in
2004-05 on top of an accretion of
Rs.1,41,428 crore in 2003-04, albeit with
higher intra-year variability in 2004-05. As
a result, the ratio of net foreign exchange
assets (NFEA) to currency as well as to
reserve money increased further during
the year.

.3.4 Consequent upon the
operationalisation of the MSS in April
2004, the Reserve Bank’s net credit to
the Government declined by Rs.62,882
crore during 2004-05 on top of a decline
of Rs.75,772 crore in the previous year.
This decline also reflected the
improvement in the fiscal position of the
Government. The Centre, which had
resorted to ways and means advances
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(WMA) on several occasions till early
September 2004, did not avail of WMA
in the subsequent period. States’
recourse to WMA/overdrafts was also
lower in 2004-05 than in the previous
year. The Reserve Bank’s support to the
Government in the primary market
through private placement/devolvement
was markedly lower.

MONETARY SURVEY

[.3.5 Broad money (M,) growth at 12.2
per cent during 2004-05 was lower than
that of 16.7 per cent in the previous year
and well within the projected trajectory
of 14.0 per cent. The deceleration in M,
reflected, in part, the base effect of higher
deposit mobilisation by commercial
banks during the last quarter of the
previous year.

.3.6 Net bank credit to the
Government increased by only 0.4 per
cent during 2004-05 mainly due to a
lower than budgeted borrowing
programme of the Centre. The sustained
decline in the Reserve Bank’s net credit
to the Government pushed the share of
the banks in net bank credit to the
Government to 102.4 per cent at end-
March 2005 from 94.0 per cent at end-
March 2004 and 37.1 per cent at end-
March 1990. Commercial banks’ appetite
for Government paper was moderated by
the upturn in the interest rate cycle.
Growth in investments of scheduled
commercial banks in Government paper,
at 7.9 per cent during 2004-05, was the
lowest since 1985-86. Notwithstanding
this deceleration, commercial banks’
holdings of Government securities, at
38.5 per cent of their net demand and
time liabilities (NDTL) at end-March
2005, remained far in excess of the
prescribed statutory minimum ratio of 25
per cent.
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1.3.7 A noteworthy feature of monetary
developments during the year was the
acceleration in bank credit to the
commercial sector. The pick-up in
commercial banks’ non-food credit, which
took root in July 2004, was sustained by
the continued buoyancy in the industrial
sector. Credit off-take from commercial
banks, in fact, outpaced growth in
deposits with the incremental credit-
deposit ratio jumping up to 118.1 per cent
during 2004-05 from 49.9 per cent during
2003-04. Commercial banks’ non-SLR
investments also recorded an increase.
Reflecting the improvement in equity
prices, there were switches in the banks’
non-SLR portfolio in favour of equities
from PSU bonds.

[.3.8 Sectoral deployment of bank
credit indicates that the priority sector
continued to be the largest recipient of
gross bank credit. This was essentially
on account of a substantially higher
offtake by the ‘other priority’ segment,
representing primarily small housing
loans (loans up to Rs.15 lakh; Rs.10 lakh
prior to September 2004). Large housing
loans (above Rs.15 lakh) also maintained
strong growth. Low interest rates and
fiscal incentives have boosted the
demand for housing loans. Credit to
medium and large industries registered
a sharp expansion, led by an increase in
credit to power, telecommunications,
roads and ports, petroleum, gems and
jewellery, drugs and pharmaceuticals,
textiles, iron and steel and other metal
and metal products.

PRICE SITUATION

1.3.9 Inflation firmed up worldwide
during 2004 as higher input demand
emanating from global growth and the
sustained expansion of the Chinese
economy pushed up oil and non-oil

21

commodity prices. Hardening
international commodity prices as well as
domestic food prices responding to a
deficient monsoon fuelled a spurt in
inflation in India during the second
quarter of 2004-05. Inflation began to
ease from September 2004 under the
impact of a mix of fiscal measures to
moderate the pass-through of imported
inflation, monetary policy measures to
stabilise inflation expectations, the
waning of the impact of the South-West
monsoon on agricultural commodity
prices and the base effect of the sharp
increase in prices in the last quarter of
the preceding year.

[.3.10 The international inflation
scenario in 2004-05 was essentially
dominated by the developments in the
commodity markets, especially metals
and crude oil. Although the upsurge in
the last quarter of 2003 continued up to
the first half of 2004, non-oil commodity
prices stabilised over the rest of 2004 at
elevated levels. Due to the depreciation
of the US dollar against major currencies,
the increase in commodity prices in the
international markets in US dollar terms
was higher than in terms of the Euro or
the Japanese Yen.

INFLATION CONDITIONS IN INDIA

[.3.11 Headline inflation, measured by
year-on-year (y-o-y) changes in the
wholesale price index (WPI), moved in
two distinct phases during 2004-05. The
first phase covering April-August, 2004
witnessed a hardening of domestic prices
of coal, petroleum products, iron ore and
metals, reflecting essentially lagged
adjustments to international prices.
Petroleum product prices were revised
upward twice in the first phase, effective
June 16 and August 1, 2004. Besides,
coal prices were also raised by 16.3 per
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cent in June 2004. The situation was
exacerbated by the inadequate and
uneven South-West monsoon which
began to push up prices of food and non-
food agricultural commodities by July
2004. Although rice prices hardened
marginally, jowar price rise accelerated
to double digits by August on
expectations of a sharp decline in output
of coarse cereals. Potato prices also rose
sharply in the first half of the year as the
unseasonal rainfall affected the crop on
top of a lean season in 2003-04. As a
result, headline inflation climbed to a
peak of 8.7 per cent by end-August 2004,
more than half of which was due to iron
ore, metals, mineral oil and coal. It is
against this backdrop that the Mid-term
Review of the Annual Policy Statement
placed the inflation rate for 2004-05, on
a point-to-point basis, at around 6.5 per
cent as against 5.0 per cent projected at
the beginning of the year.

[.3.12 Inflation receded in the second
phase beginning September 2004 as the
adverse impact of the South-West
monsoon turned out to be far more
limited than perceived initially. This was
led by a sharp decline in the prices of
vegetables following the revival of the
monsoon in August 2004. With the
receding of drought fears, prices of
oilseeds, edible oils, raw cotton and
cotton textiles began declining in line with
international trends. Petrol prices, raised
earlier on November 5, 2004, were
moderated somewhat effective
November 15, 2004. Sugar prices
hardened during the year, reflecting
reduced domestic supply which also
affected international prices.

[.3.13 The impact of fiscal measures in
the form of cuts in excise and customs
duties in June and August 2004
cushioned the pass-through of the
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increase in international commodity
prices to domestic inflation. The
appreciation of the rupee against the US
dollar during August-December 2004 (6.6
per cent) also offset some of the
pressures of high international
commodity prices on domestic inflation.
Moreover, the administered nature of
domestic urea prices limited the pass-
through from high international prices.
Administered prices of urea in India were
not changed at all during 2004-05,
despite an increase of 35 per cent in
world urea prices. Finally, monetary
policy measures by the Reserve Bank
including an increase of 50 basis points
in the CRR in September-October 2004,
a 25 basis point increase in the reverse
repo rate in October 2004 and re-
introduction of overnight reverse repo in
November 2004, along with the raising
of ceiling of the MSS by Rs.20,000 crore
signalled the resolve of the monetary
authority to rein in inflationary
expectations.

1.3.14 Headline inflation, year-on-year,
eased to 5.1 per cent by the end of 2004-
05 remaining close to the projection in
the Annual Policy Statement for 2004-05.
Annual average inflation, measured by
annual changes in the average WPI,
accelerated to 6.4 per cent in 2004-05
from 5.4 per cent a year ago. Reflecting
the supply side nature of inflation, year-
on-year WPI inflation, excluding the fuel
group worked out to 3.7 per cent in 2004-
05 (5.2 per cent last year), well below the
headline rate of 5.1 per cent.

.3.15 Consumer price inflation, as
measured by variation in the consumer
price index for industrial workers (CPI-
IW), increased from 3.5 per cent in March
2004 to 4.2 per cent in March 2005. The
inflation rate had, however, accelerated
to 4.8 per cent in September 2004
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reflecting the increase in food prices
(which have a weight of 57 per cent)
emanating from the deficient and uneven
progress of the South-West monsoon
during July-August 2004. Food prices
contributed as much as 45 per cent of
the overall inflation (y-o0-y) in September
2004. After easing somewhat, CPI-IW
inflation firmed up again to 4.4 per cent
in January 2005 mainly due to an
increase in the prices of housing. Food
price inflation moderated to 1.6 per cent
in March 2005 from 4.2 per cent a year
ago. While domestic housing prices in the
CPI-IW increased sharply by 20.4 per
cent in 2004-05 as compared with 3.9 per
cent a year ago, services prices (proxied
by the broad miscellaneous group)
increased moderately by 4.1 per cent (3.2
per cent in the previous year). On an
average basis, CPI inflation at 3.8 per
cent in 2004-05 was marginally lower
than that of 3.9 per cent a year ago.

Developments during 2005-06

[.3.16 Year-on-year WPI inflation
accelerated to 6.0 per cent by April 23,
2005 due to hardening of prices of fruits
and vegetables under seasonal pressures
and some upward adjustment in the prices
of aviation turbine fuel, naphtha, furnace
oil and iron and steel. In view of the
persistently rising international crude oil
prices, domestic prices of petrol and diesel
were increased by about 7-8 per cent on
June 20, 2005 after a gap of almost seven
months. Electricity prices were also raised
by 5.1 per cent in early June 2005. Despite
these increases, inflation eased to 3.4 per
cent by August 6, 2005 reflecting the base
effect of higher prices last year and
monetary policy measures. Consumer
price inflation (Industrial Workers) also
eased from 4.2 per cent in March 2005 to
3.3 per cent by June 2005.
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IV. GOVERNMENT FINANCES

I.4.1  Key fiscal indicators for 2004-05
show consolidation and improvement in
both Central and State Government
finances. The notification of the Fiscal
Responsibility and Budget Management
(FRBM) Act, 2003 set the stage for a front-
loaded fiscal correction path for the
Central Government in 2004-05. However,
the unanticipated fiscal stress
encountered during the course of the year
on account of post-budget duty
concessions undertaken to ease
emerging inflationary pressures,
increased fertiliser subsidy and the delay
in the passage of the Finance Act resulted
in slippages from the budgetary
projections (in respect of both revenue
and fiscal deficits in terms of revised
estimates but only revenue deficit in terms
of provisional accounts). However, the
FRBM targets for fiscal and revenue
deficits were achieved. State finances
indicated some improvement in the
revenue deficit mainly on account of
increase in States’ own tax collections and
higher grants from the Centre. With capital
expenditure overshooting the budgeted
level, there was a slippage in the fiscal
deficit vis-a-vis the budget estimates.

1.4.2 An overview of the combined
finances of the Centre and State
Governments for 2004-05 reveals a
considerable improvement in the revenue
deficit over the preceding year mainly on
account of improved tax and non-tax
collections and a decline in interest
payments as a proportion to GDP.

CENTRAL GOVERNMENT
FINANCES - 2004-05

.4.3 The Central Government
finances in 2004-05 were guided by the
FRBM Act, 2003 and FRBM Rules, 2004.
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The FRBM Rules, inter alia, stipulate
minimum annual reductions of 0.5
percentage points in the revenue deficit
(RD) to GDP ratio and of 0.3 percentage
points in the gross fiscal deficit (GFD) to
GDP ratio. The revised estimates for
2004-05 indicate that the FRBM targets
were achieved. The Union Budget for
2004-05 had, however, aimed at
achieving larger reductions in the GFD
and RD than the FRBM thresholds. The
budget projections could not be met due
to the post-budget duty concessions and
increase in fertiliser subsidy to contain
inflationary pressures. The time taken for
the passage of the Finance Act also
implied that several tax measures
proposed in the Budget could become
effective only towards the latter part of
the year.

[.4.4 Provisional accounts of the
Central Government for 2004-05, which
have become available subsequently,
show that all the key deficit indicators
were placed lower than the revised
estimates, reflecting higher non-tax
revenues and lower capital expenditure,
especially during the last quarter of the
year. In particular, the gross fiscal deficit
and the primary deficit were lower by 0.4
percentage points of GDP each on
account of a sharp cut back in capital
outlays. The fiscal outcome in 2004-05,
thus, showed a marked improvement
over the performance in 2003-04.
Notably, the revenue deficit in 2004-05
declined by one percentage point of GDP
over 2003-04, achieving twice the
minimum annual reduction stipulated
under the FRBM Act/Rules.

STATE GOVERNMENT
FINANCES - 2004-05

.4.5 Some moderation in fiscal
imbalances of State Governments has
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been visible in recent years after a period
of deterioration since the early 1990s.
There has been a growing urgency
surrounding fiscal consolidation in the
States with the speeding up of various
fiscal and institutional reforms. The
revised estimates for 2004-05 showed
slippages in the gross fiscal deficit (GFD)
and the primary deficit of States from
their budgeted levels. Notably, however,
the revenue deficit recorded a decline
from the budget estimates with its ratio
to GDP declining to 1.4 per cent from 1.5
per cent. The reduction in the revenue
deficit was brought about mainly by an
increase in States’ own tax collections
and higher grants from the Centre.
Enhanced provisions for capital outlay,
mainly in respect of the irrigation sector,
resulted in a higher GFD than budgeted.
Both the revenue deficit and the primary
deficit turned out to be lower than their
average levels during the triennium 2000-
03 as well as the second half of the
1990s.

I.4.6  The financing pattern of GFD
shows that small savings continued to
remain the predominant source,
accounting for more than two-third of the
GFD in 2004-05. Net loans from the
Centre remained negative for the third
year in succession on account of large
repayments by the States under the DSS.
On the other hand, the share of market
borrowings has been increasing over the
recent years, reflecting additional
allocations under the DSS.

COMBINED BUDGETARY POSITION
OF THE CENTRE AND STATES

1.4.7 An analysis of the combined
fiscal position of the Centre and States
reveals slippages in the key deficit
indicators in the revised estimates for
2004-05 from their budget estimates,



ECONOMIC REVIEW

primarily reflecting higher expenditures.
Tax collections, both direct and indirect,
also turned out to be lower than the
budget estimates during 2004-05. Non-
tax revenues, however, exceeded the
budgeted level significantly. The
aggregate disbursements were higher
than the budgeted level, mainly on
account of higher developmental
expenditure.

FISCAL OUTLOOK FOR 2005-06
Central Government

[.4.8 The Union Budget, 2005-06 was
presented against the backdrop of
sustained growth momentum with
intermittent inflationary pressures,
upbeat business confidence and strong
industrial recovery supported by a pick-
up in non-food bank credit off-take during
2004-05. Operationalising the
recommendations of the Twelfth Finance
Commission (TFC) and implementation
of the State-level Value Added Tax (VAT)
necessitated a ‘pause’ in the path set out
under the FRBM Rules, 2004. Against
this backdrop, the revenue deficit to GDP
is pegged at 2.7 per cent in 2005-06. The
fiscal deficit to GDP ratio is budgeted to
be lower by 0.2 percentage point in 2005-
06 than in 2004-05 RE (FRBM stipulates
annual reduction of 0.3 percentage
point). Disinvestment proceeds would no
longer finance budgetary expenditure
and would be credited to an ‘Investment
Fund’ to finance social infrastructure
expenditure and to provide capital to
viable public sector undertakings.

.49  Adecomposition of the gross fiscal
deficit budgeted for 2005-06 brings to the
fore the following special features: First, the
proportion of revenue deficit to GFD during
2005-06 vis-a-vis 2004-05 is budgeted to
increase reflecting the increase in grants

25

to the States. Second, the share of net
lending of the Central Government in GFD
is budgeted to turn negative in 2005-06 on
account of elimination of Plan loans to
States as recommended by the TFC. Third,
the proportion of capital outlay to GFD,
which rose sharply in 2004-05 due to
defence outlays, is budgeted to increase
further in 2005-06 due to higher capital
outlays on ‘special area programmes’,
‘science’, ‘technology and environment’,
‘communications’ and ‘general economic
services’.

State Budgets - 2005-06

[.4.10 The State budgets for 2005-06
envisage a sharp correction of fiscal
imbalances. All the major deficit
indicators are budgeted much lower than
their levels in the previous year.

[.4.11 The improvement in the revenue
account during 2005-06 is proposed to
be brought about mainly by the
containment of growth in non-interest
revenue expenditure. The growth rate of
almost all major developmental heads
under revenue expenditure is budgeted
to decelerate. Within non-developmental
revenue expenditure, the growth rate of
interest payments would decelerate,
while that of administrative services is
expected to increase sharply. Capital
outlay is proposed to be enhanced during
2005-06, though as a ratio to GDP, it
would remain at the previous year’s level.
In the aggregate, the ratio of
developmental expenditure to GDP would
record a larger decline than that of non-
developmental expenditure to GDP
during 2005-06.

Combined Budgets - 2005-06

1.4.12 The renewed thrust on fiscal
consolidation at the Centre as well as
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at the State level is manifested in the
budgeted reductions in all the key deficit
indicators in terms of GDP; the revenue
deficit and primary deficit are budgeted
to decline even in absolute terms. The
reduction in deficits is sought through
buoyancy in tax collections coupled with
deceleration in expenditure.

[.4.13 Revenue receipts are budgeted
toincrease solely on account of improved
tax collections. The combined tax-GDP
ratio is, therefore, budgeted to improve
to 16.5 per cent of GDP in 2005-06 from
15.8 per cent in 2004-05.

V. FINANCIAL MARKETS

[.5.1  Financial markets operated in an
environment of uncertainty worldwide.
The upturn in the interest rate cycle,
threat of sharp currency movements
emanating from large and growing global
macroeconomic imbalances and high
and volatile international crude oil prices
were major sources of risk. Investor
appetite for both mature and emerging
markets, nevertheless, remained strong
but for a brief lull in the second quarter
of 2004-05.

[.5.2 Domestic financial markets
remained broadly stable during 2004-05
facilitated by the Reserve Bank’s liquidity
management. Money markets continued
to be guided by the policy reverse repo
rate, barring occasional spells of tight
liquidity. The foreign exchange market
remained orderly despite the ebbing of
capital flows during May-October 2004
and the rise in demand for foreign
exchange due to higher oil prices. Yields
in the Government securities market
hardened in consonance with higher
credit off-take, a resurgence of
inflationary pressures in the first two
quarters of the year and the hardening
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of international interest rates. After a
setback in May 2004, the equity markets
staged a strong rally in the second half
of 2004-05.

Money Market

[.5.3  Liquidity in the call/notice money
markets remained adequate in 2004-05.
Reflecting easy liquidity conditions,
average daily call money borrowing rates
generally ruled below reverse repo rate
levels, but were anchored to the policy
rate.

I.5.4 The gradual phasing out of non-
bank participants from the call market,
tightening of prudential norms relating
to the call exposure of banks and
availability of cheaper funds led to
increased activity in the repo market
(outside the LAF). The monthly average
turnover increased by 64.2 per cent to
Rs.17,135 crore during 2004-05 and
further to Rs.18,103 crore in July 2005.
Apart from banks, mutual funds and
financial institutions were the main
participants in the repo market. The repo
rates ranged between 3.70 per cent and
5.58 per cent during the year, barring
occasional spikes in November and
December 2004.

I.5.5 The collateralised borrowing and
lending obligations (CBLO) market
continued to expand during 2004-05. By
July 2005, 121 members had been
admitted in the CCILs CBLO segment
out of which 56 were active members.
The daily average turnover increased
from Rs.2,496 crore in April 2004 to
Rs.9,625 crore by March 2005 and
further to Rs.15,291 crore by July 2005.
Initially, only one insurance company
and few co-operative banks supplied
funds in this market. Currently, mutual
funds have emerged as the largest
suppliers of funds. On the demand side,
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apart from banks, PDs have also been
participating regularly on account of
lower borrowing costs in CBLO vis-a-vis
call market.

Certificates of Deposit

.5.6 The outstanding amount of
certificates of deposit (CDs) issued by
scheduled commercial banks increased
markedly during 2004-05, reflecting the
banks’ requirement of funds in view of
sustained increase in credit demand. The
typical discount rate (for 3-month
maturity) on CDs also increased by about
94 basis points over the year. Issuances
of CDs depend not only on overall
liquidity conditions but also on bank-
specific factors. In this context, select
foreign and private sector banks have
been raising resources through the
issuance of CDs on account of a smaller
retail network and cost effectiveness. The
steady expansion in issuance of CDs
during 2004-05 was encouraged by
factors such as reduction in stamp duty
on CDs effective March 1, 2004, no tax
deduction at source, no premature
closure of deposits under CDs vis-a-vis
alternative competing instruments such
as fixed deposits and greater opportunity
for secondary market trading.
Furthermore, mutual funds (MFs) have
also turned to CDs after the Securities
and Exchange Board of India (SEBI)
placed a bar on parking their funds in
bank deposits. An encouraging
development was that some of the top
issuing banks got their CDs rated for
better access to the market even when
such rating was not mandatory under the
extant guidelines.

Commercial Paper

[.5.7  The market for commercial paper
(CP) continued to remain buoyant during
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2004-05. In tandem, the discount rate
firmed up from a range of 4.70-6.50 per
cent during 2003-04 to 5.20-7.25 per cent
during 2004-05, with the weighted
average discount rate (WADR) moving up
from 5.11 per cent to 5.84 per cent. The
spread of the WADR between the prime-
rated and medium-rated companies
declined to 3 basis points during the
fortnight ended March 31, 2005 from 73
basis points during the fortnight ended
March 31, 2004. The preferred maturity
of CP was for periods ranging from ‘61
to 90 days’ and ‘180 days and above’.

FOREIGN EXCHANGE MARKET

[.5.8 The foreign exchange market
remained generally stable during 2004-
05. In response to the switches in capital
flows during the year, the rupee moved
in a relatively wide range of Rs.43.36-
Rs.46.46 per US dollar during the year.
The rupee appreciated by 2.2 per cent
against the US dollar on an annual
average basis while it weakened against
the euro, the pound sterling and the
Japanese yen by 4.5 per cent, 6.3 per
cent and 2.6 per cent, respectively, during
2004-05. Reflecting these cross-currency
movements, the nominal effective
exchange rate (NEER) depreciated by
1.9 per cent during 2004-05.

[.5.9  During April-May 2005, despite
outflows by Flls and a higher
merchandise trade deficit, the rupee
firmed up against the US dollar from
Rs.43.76 at end-March 2005 to Rs.43.30
per US dollar on May 12, 2005. In
subsequent weeks, the Indian rupee
depreciated, reaching Rs.43.76 on June
2, 2005 due to strengthening of the US
dollar in the international markets. With
the revaluation of the Chinese yuan on
July 21, 2005, there were appreciation
pressures and the rupee stood at
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Rs.43.58 per US dollar on August 19,
2005. On the whole, the Indian rupee
appreciated by 0.4 per cent over its level
on March 31, 2005.

GOVERNMENT SECURITIES
MARKET

[.5.10 Yields hardened in the
Government securities market reflecting
the upturn in the international interest
rate cycle, rise in international crude oil
prices, domestic monetary policy
tightening and edging up of inflation in
the first half of 2004-05.

[.5.11 During 2004-05, the yield curve
underwent an upward shift. The
secondary market yields on the 10-year
Government securities moved up by 150
bps between end-March 2004 and end-
March 2005.

[.5.12 During 2005-06, yields started to
harden from the second week of April
2005, reflecting a further rise in
international crude oil prices, higher
than expected inflation and a hike in the
reverse repo rate. The 10-year
benchmark yield firmed up to 7.31 per
cent on April 30, 2005 from 6.65 per cent
on March 31, 2005. Yields softened
during the first three weeks of May 2005
with the decline in international crude
oil prices and easing of inflation. As
crude oil prices renewed their upward
climb, the 10-year yield hardened to 7.23
per cent as on July 11, 2005. With the
reverse repo rate being left unchanged
on July 26, 2005 in the First Quarter
Review of the Annual Statement on
Monetary Policy, yields softened under
comfortable liquidity conditions and
stood at 7.08 per cent on August 19,
2005. Thus, yields hardened by 43 basis
points between end-March and August
19, 2005.
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CREDIT MARKET

1.5.13 Despite a strong pick-up in credit
demand, deposit and lending rates of
banks remained broadly stable, reflecting
appropriate liquidity in the system.
Deposit rates, in fact, eased till December
2004 before edging up in March 2005.
Public sector banks (PSBs) realigned
their deposit rates in the tenor of one year
and above to 5.25-6.50 per cent by June
2005 from a range of 4.75-7.00 per cent
in March 2005.

EQUITY AND DEBT MARKETS

1.5.14 Strong macroeconomic
fundamentals kept the capital market
buoyant during 2004-05. The primary
segment benefited from the positive
sentiment in the secondary market and
an upbeat investment climate. Equity
issues by corporates through initial
public offerings recorded a substantial
increase. Privately placed debt
issuances by public sector companies
dominated the primary market segment.
Issuances in international markets by
Indian corporates also increased during
the year. Stock markets recovered from
the setback of May 2004 to touch all-
time high levels towards the close of the
year. During the most part of the period
November 2004-March 2005, the BSE
Sensex remained above the 6000-mark.
The BSE Sensex reached new highs
during July-August 2005, closing at
7,860 on August 17, 2005. The rise in
indices was accompanied with a sharp
increase in turnover in a market flush
with liquidity. The rally in the stock
markets was broad-based and spread
widely across small and mid-cap
companies from various sectors. Flls
evinced keen interest in the Indian
capital market.
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[.5.15 Resource mobilisation from the
primary market through public issues
(excluding offers for sale) almost trebled
during 2004-05. The average size of a
public issue was substantially higher at
Rs.371 crore in 2004-05 than Rs.168
crore in 2003-04 and Rs.106 crore during
the five-year period 1999-2004. The
amounts raised through public issues
more than doubled to 0.7 per cent of GDP
in 2004-05 from 0.3 per cent in the
previous year.

[.5.16 The share of the initial public
offerings (IPOs) by unlisted companies
increased substantially during 2004-05,
both in terms of number of issues and
amounts raised. Out of 59 public issues,
23 issues were IPOs, constituting 24.4
per cent of the total resource
mobilisation. All the IPOs generated
enthusiastic investor response. Equity
issues constituted 82.3 per cent of the
total resource mobilisation through public
issues during 2004-05 as compared with
43.7 per cent during the previous year.
Out of the 59 public issues during 2004-
05, only five were debt issues. The Indian
corporate sector has been relying on the
private placement route for raising debt
alongside tapping the international
markets.

[.5.17 The stock market exhibited
sustained buoyancy in the latter half of
2004-05 after a volatile period during
April-June 2004. Gaining a speedy
recovery from the decline on May 17,
2004, the BSE Sensex gathered
momentum to close at its intra-year peak
of 6915 on March 8, 2005. The dramatic
drop in the Indian stock markets on May
17, 2004 reflected domestic political
uncertainties as well as adverse investor
sentiment in many other emerging market
economies. Stock markets in South
Korea (-5.1 per cent), Taiwan (-5.1 per
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cent) and Thailand (-4.6 per cent) also
declined on the same day. The concerns
arising out of the imposition of the
securities transaction tax had a short-
lived impact on the markets.

[.5.18 Buoyant conditions resumed in
the market during the second half of
August 2004 in line with positive
sentiments in world equity markets. The
robust macroeconomic outlook,
encouraging investment climate, strong
investments by Flls, policy initiatives
relating to foreign direct investment in
telecom and construction sectors and
impressive financial performance of
Indian companies were the main factors
that boosted the market sentiment in the
second half of the financial year.
Consistent growth in corporate profits
was a key factor driving markets.
Moderation in domestic inflation and
easing of international crude oil prices
also contributed to the upsurge.

VI. EXTERNAL SECTOR

[.6.1  Several significant developments
underscored the strength and vibrancy
in India’s external sector in 2004-05. First,
merchandise export growth exceeded 24
per cent in US dollar terms, extending a
phase of high growth that began in 2002-
03. Second, there was a massive
increase in merchandise imports, driven
up by the upsurge in international crude
oil prices and a strong resumption of
domestic investment demand. As a
consequence, the trade deficit increased
substantially during 2004-05. Third,
notwithstanding strong growth in net
invisible receipts — mainly backed by
services exports and remittances from
Indians employed abroad — the current
account slipped into a modest deficit after
a continuous span of three years of
surpluses. Fourth, private capital, led by
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portfolio flows in stock exchanges,
endorsed the attractiveness of the Indian
economy relative to other emerging
market economies (EMEs) as an
investment destination on account of its
strong macroeconomic performance.
Fifth, the intermittent surges in portfolio
flows were accompanied by sizeable
expansion in recourse to debt flows in the
form of trade credit — both short and long-
term. The favourable sentiment for India
in international financial markets was
buoyed up by upgrades of the sovereign
rating in 2004-05 by Standard & Poor’s
Rating Services. Sixth, by March 2005,
India had accumulated the fifth largest
stock of international reserves in the
world, sufficient to finance about 14
months of imports. As a result, India’s
international investment position showed
a marked improvement. The robust
external sector performance facilitated
further liberalisation of the exchange and
payments system.

INTERNATIONAL DEVELOPMENTS

[.6.2  Global GDP expanded by 5.1 per
cent during 2004 - the highest rate of
growth since 1976. In advanced
economies, growth accelerated to 3.4 per
cent in 2004 from 2.0 per cent in 2003, led
by the US; in emerging market and
developing economies, it accelerated to 7.2
per cent from 6.4 per cent. With GDP
growing by 9.5 per cent, driven by strong
fixed investment demand and exports,
China emerged as the world’s fastest
growing economy, underpinning the
strength of global growth. The acceleration
in global economic activity was
accompanied by a doubling of the growth
of world trade volumes from 4.9 per cent
in 2003 to 9.9 per cent in 2004.

[.6.3  Private capital flows to emerging
market and developing countries
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increased to near 1997 (pre-Asian crisis)
levels during 2004, mainly in the form of
foreign direct investment (FDI) flows. Asia
continued to be a major recipient, led by
China. The western Hemisphere also
received a significant increase,
particularly, Mexico and Brazil, boosted
by increased cross-border merger and
acquisition activity in the banking and
manufacturing sectors.

BALANCE OF PAYMENTS

1.6.4  After three years beginning in
2001-02, India’s balance of payments
recorded the return of a current account
deficit in 2004-05. The turnaround was
driven by the merchandise trade deficit
reaching 5.5 per cent of GDP, but
underpinned by an intrinsic link between
import intensity and export performance.
In the capital account, the surge in imports
was manifested in a large recourse to
overseas borrowings by Indian banks,
trade credits and external commercial
borrowings. According to the World
Economic Outlook (April 2005), portfolio
flows to India accounted for 30.6 per cent
of global flows to EMEs and developing
countries in 2004. Inflows of FDI also
picked up strongly during the year. The
accretion to reserves, excluding valuation
effects, was of the order of US $ 26.2
billion, somewhat lower than in 2003-04.

Merchandise Trade

.6.5 Both exports and imports
recorded sharp growth during 2004-05,
reflecting the onset of international
competitiveness of the manufacturing
sector in an environment of expanding
trade integration, a supportive domestic
policy framework, sustained recovery in
global demand and an increase in
international commodity prices. Exports
at US $ 79.3 billion during 2004-05
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registered a growth of 24.1 per cent, the
highest recorded in the last three
decades and substantially higher than the
annual target of 16 per cent set by the
Ministry of Commerce and Industry.
Export growth was broad-based across
major product groups.

.6.6 Exports of manufactured
products maintained growth momentum
(20.0 per cent in 2004-05 as compared
with 20.5 per cent recorded in 2003-04).
Among the key drivers, exports of
engineering goods were buoyed up by
technology-intensive items like metal,
machinery and instruments, transport
equipment, electronic goods and iron and
steel due to demand picking up in East
Asia, China and non-traditional markets
like Latin America and Africa. Exports of
gems and jewellery continued to record
a sharp increase, reflecting the benefits
of various promotional measures as well
as recovery in major markets like the US.
Exports of petroleum products surged by
90.3 per cent, reflecting the expansion
in domestic refining capacity and higher
international prices of refined products.
India emerged among the top five
petroleum refining countries in the world.
In the textile segment, exports of
domestic raw materials (cotton yarn,
fabrics, made-ups) and readymade
garments declined while those using
synthetic/imported raw materials
(manmade yarn, fabrics, made-ups, etc.)
recorded a significant increase. World
trade in textiles and clothing is geared
for a more competitive environment due
to the elimination of quota restrictions
under the Multi-Fibre Arrangement with
effect from January 2005.

1.6.7 Imports at US $ 107.1 billion
grew by 37.0 per cent in 2004-05 - the
highest since 1980-81 - on top of 27.3
per cent in 2003-04. Oil imports at US $
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29.8 billion shot up by 45.1 per cent in
2004-05, mainly on account of the surge
in international crude oil prices as in
volume terms, the growth rate of oil
imports slowed to 5.5 per cent in 2004-
05 from 10.6 per cent in 2003-04.

1.6.8 Non-oil imports maintained the
momentum of growth recorded in the
previous year, in tandem with the pick-
up in domestic manufacturing activity.
Non-oil imports, excluding gold and
silver, increased by 30.9 per cent during
2004-05. Imports of mainly industrial
inputs (non-oil imports net of gold and
silver, bulk consumption, manufactured
fertilisers and professional instruments)
grew by 32.8 per cent during 2004-05 as
compared with 29.1 per cent during
2003-04. Imports of capital goods (mainly
comprising metals, machine tools,
machinery and electronic goods), in
particular, posted a significant growth of
23.5 per cent during 2004-05 on the top
of 35.4 per cent growth during 2003-04.
During 2004-05, imports of gold and
silver at US $ 10.8 billion posted a high
growth of 57.9 per cent, similar to the
increase during 2003-04.

[.6.9 The merchandise trade deficit at
US $ 27.8 billion during 2004-05 touched
a historic peak with the increase in non-
oil imports (US $ 29.8 billion) being the
major contributing factor. The non-oil
trade balance, which remained in
surplus during 2000-01 to 2003-04,
turned into a deficit of US $ 4.8 billion
during 2004-05.

Invisibles

[.6.10 During 2004-05, the net invisible
surplus at 4.6 per cent of GDP was able to
finance 83.1 per cent of the trade deficit.
Service exports and remittances from
Indians working abroad were the key
drivers. Gross earnings from invisibles
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constituted 49.1 per cent of external
current receipts in 2004-05, significantly
above 29.3 per cent in 1990-91.

[.6.11 According to the IMF’s Balance
of Payments Statistics Yearbook 2004,
India emerged as the 18" largest service
exporter in the world in 2003, expanding
its market share to 1.3 per cent from 0.6
per cent in 1990. Services exports were
led by rapid rise in business and
professional services, travel and
software services. The compositional
shift in favour of software and business
services became even more pronounced
in 2004-05.

Current Account

[.6.12 Reflecting the sharp rise in the
merchandise trade deficit, the current
account turned into a deficit from the
second quarter of 2004-05 onwards and
for the year as a whole, it was 0.9 per
cent of GDP. In a national accounting
perspective, the re-emergence of a
current account deficit in 2004-05
represents a cessation of a brief period
of export of domestic saving and the
resumption of the supplemental role of
foreign saving in financing higher
investment and growth in the economy.
This augurs well for the higher growth
trajectory envisaged for the Indian
economy over the medium-term. Many
other EMEs such as China, Malaysia, the
Philippines, Thailand, Korea, Indonesia,
Argentina and Brazil, however, continued
to record significant current account
surpluses reflecting the counterpart to
the massive current account deficit of
the US.

Capital Account

1.6.13 Capital account developments
continued to dominate the balance of
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payments outcome in 2004-05. In the first
half of 2004-05, there was a considerable
slowdown in foreign investment inflows
while NRI deposits recorded outflows.
Foreign investment inflows picked up
sharply in the second half mainly on
account of a revival of Fll interest in
Indian equities. External commercial
borrowings and trade credit rose sharply
during the second half of the year.

EXTERNAL DEBT

1.6.14 India’s external debt stock
increased by US $ 11.6 billion (10.4 per
cent during 2004-05) to US $ 123.3 billion
at end-March 2005. All components of
external debt, except bilateral aid and
rupee debt, recorded an increase.
Commercial borrowings increased
sharply during the year as access of the
corporates to international capital
markets improved during the year. Short-
term debt, particularly trade credits, also
surged on account of financing
requirements of the higher import growth.
The US dollar continues to dominate the
currency composition of India’s external
debt stock.

1.6.15 Indicators of external debt
sustainability further strengthened
during the year. The ratio of external
debt to GDP showed a steady
improvement, dropping to 17.4 per cent
at end-March 2005 from 30.8 per cent
at end-March 1995. The foreign currency
assets of the Reserve Bank provided a
cover of around 110 per cent of total
external debt outstanding on March 31,
2005. India was the eighth largest debtor
country in 2003; however, among the top
20 debtor countries, India had the lowest
debt-GDP ratio, next only to China. The
ratio of the short-term debt to total
external debt was also among the lowest
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for India and was placed at 6.1 per cent
at end-March 2005 as against an
average of 15.7 per cent for the
developing countries as a group.

FOREIGN EXCHANGE RESERVES

[.6.16 India’s foreign exchange
reserves comprising foreign currency
assets, gold, SDRs and the reserve
position with the IMF increased by as
much as US $ 28.6 billion during 2004-
05 and stood at US $ 141.5 billion as on
March 31, 2005. India turned a creditor
to the IMF under the Financial
Transactions Plan (FTP) in 2003. During
2004-05, US $ 93.5 million (SDR 61
million) was made available under the
FTP to countries like Uruguay, Haiti,
Dominican Republic and Sri Lanka.

[.6.17 At end-March 2005, India held
the fourth largest stock of international
reserve assets among EMEs. In terms of
trade-related reserve adequacy
indicators, India’s foreign exchange
reserves at 14.3 months of imports are
higher than other EMEs in Asia. India’s
ratio of reserves to short-term debt
comfortably satisfies the adequacy
criterion vis-a-vis comparator countries.
In terms of overall external debt and total
external liabilities, India’s reserves are
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broadly adequate. In view of the steady
improvement in the external sector and
growth prospects, Standard & Poor’s
Rating Services raised its long-term
foreign currency rating on India by one
notch to ‘BB+’ (still one notch below the
investment grade) and affirmed its ‘BB+’
long-term local currency and short-term
ratings on February 2, 2005.

INTERNATIONAL INVESTMENT
POSITION

.6.18 India’s net international
investment position, i.e., the stock of
external assets net of the stock of
external liabilities, improved
significantly. Net external liabilities
declined to US $ 48.6 billion by end-
March 2004 from US $ 60.6 billion at
end-March 2003. International assets
grew much faster than international
liabilities, attributable to the marked rise
in reserve assets. The ratio of India’s
reserve assets to total international
assets compares favourably with many
EMEs. Reflecting these positive
developments, the ratio of net foreign
liabilities to GDP for India recorded a
steady improvement from 21.0 per cent
at end-March 1997 to 7.7 per cent at
end-March 2004.
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ASSESSMENT AND PROSPECTS

ASSESSMENT OF 2004-05

1.1 Against the backdrop of the
growth peak in 2003-04, India’s
macroeconomic performance in 2004-05
was heartening in the face of threats to
growth from an unsatisfactory monsoon
and upside risks to stability from high and
volatile international crude oil prices. The
improvement in rabi production helped in
shoring up kharif output losses and
imparting resilience to Indian agriculture.
A distinct dynamism exhibited by the
manufacturing sector underpinned a
strong and well-distributed industrial
recovery that contributed to acceleration
in overall economic activity, infusing
business confidence, export
competitiveness and a pick-up in
investment intentions. In conjunction with
the sustained buoyancy of the services
sector, these impulses of growth
mitigated, to a large extent, the setback
to agriculture. Accordingly, the Indian
economy remained among the growth
drivers of the global economy, which
exhibited high overall growth despite
various uncertainties and risks.
Coordinated and carefully calibrated
monetary and fiscal policies, deployed to
address the spike in inflation during May-
August, 2004 were successful in
containing inflation to its desired
trajectory in the last quarter of the year.
Nevertheless, pressures from
international crude prices as well as from
the burgeoning domestic demand spilled
over into the balance of payments,
leading to strong import growth and a
widening trade deficit signalling, to some

34

extent, better absorption as well as
resilience in the economy.
Understandably, after recording
surpluses for three years, the current
account exhibited a deficit. Net capital
flows were higher than those recorded
in the previous year, partly reflecting
global trends and partly drawn by the
underlying strength of the
macroeconomic fundamentals and
outlook, the robust performance of the
corporate sector and the attractive
valuations of Indian financial markets. At
the end of 2004-05, India’s foreign
exchange reserves were the sixth largest
in the world, surpassing the level of
India’s external debt.

1.2 The manufacturing sector’s
upsurge was the highlight of India’s
macroeconomic performance during
2004-05, consolidating a phase of
industrial recovery that began in 2002-
03. Despite subdued activity in
infrastructure, industries such as
machinery and equipment other than
transport equipment, chemicals and
chemical products, cotton textiles and
textile products contributed to the
resurgence of the manufacturing sector.
Capital goods and consumer goods
sectors recorded double-digit growth,
supported by a broad-based expansion
in demand, both domestic and external.
The coincident expansion of exports with
the renewed growth of the manufacturing
sector is indicative of the acquisition of
the cutting edge of competitiveness and
a greater penetration of overseas
markets by Indian industry than before.
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Furthermore, the experience of 2004-05
also shows that a significant amount of
innate resilience has been built up,
especially in the context of exogenous
shocks such as the deficient monsoon,
the tsunami and soaring international oil
prices.

1.3 The services sector consolidated
and extended gains in activity during
2004-05. Within the services sector,
trade, hotels, transport and
communication has achieved an average
growth of 9.8 per cent during the last five
years. The trade and transport sectors
benefited from factors such as the
building of new highways, the cut in
customs duty on the inputs of auto
components which boosted the
production of tractors and commercial
vehicles, increase in cargo handled at
major ports and increase in freight and
passenger traffic of railways. Growth of
the hotel industry was facilitated by a
record increase in tourist inflows into the
country. Lower tariffs in the cellular
segment due to intense competition
among the operators and higher
penetration into the rural areas
maintained the growth momentum in the
telecommunication sector. The services
sector continued to benefit from exports
of software services, especially ITES-
BPO, reflecting the ability of the Indian
firms to execute larger and more complex
projects as well as high value added
services. Thus, buoyancy in the
information technology sector, significant
growth of the telecommunications and
transport sectors, and strong foreign
tourist arrivals contributed to maintaining
the momentum in the services sector
growth.

1.4 Despite a sharp rise in oil imports
on the back of high international crude
oil prices as well as a surge in non-oil
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imports reflecting growing domestic
industrial demand, India’s balance of
payments position remained comfortable
with foreign exchange reserves
increasing by US $ 28.6 billion during
2004-05. There are significant shifts
within the balance of payments that
suggest that the economy may be
approaching a turning point. First, the
import-GDP ratio increased to 17.2 per
cent in 2004-05, after hovering around
13 per cent during the previous five years.
Second, export growth was robust,
increasing by more than 20 per cent per
annum for the third consecutive year in
US dollar terms. Third, the merchandise
trade deficit reached 5.5 per cent of GDP.
The non-oil trade balance turned into
deficit after a gap of four years. Fourth,
overall earnings from net invisibles were
buoyant, benefiting from steady growth
in software and business services
exports as well as remittances from
expatriate Indians. However, net travel
receipts were negative, because of the
rapid expansion in outbound tourist from
India, despite the jump in tourist arrivals.
Furthermore, there was a sharp
expansion in payments for business
services in consonance with the
modernisation of Indian industry. As in
the past, the investment income account
recorded net outflows on account of
interest payments on external debt and
profits and dividend payments.
Nonetheless, more than four-fifth of the
trade deficit was financed by the net
invisible surplus. Fifth, there was a
turnaround of US $ 17 billion in the
current account balance during 2004-05
— a modest deficit of 0.9 per cent of GDP
in 2004-05 from a surplus of 1.7 per cent
of GDP in the previous year, 1.2 per cent
in 2002-03 and 0.7 per cent in 2001-02.
Sixth, the sharp increase in merchandise
imports and the expanded external
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financing requirements led to a step-up
in recourse to debt flows - trade credit
and external commercial borrowings
(ECBs) - alongside large investment
flows pulled in by sustained investor
optimism about India. Finally, positive
aspects of these developments and the
strength of the reserves created a
congenial environment for expanding
India’s foreign investment overseas
reflecting India’s managerial,
technological and entrepreneurial
capabilities.

1.5 Given the growing integration of
the Indian economy with the rest of the
world, the external sector outcome during
the year reflected global developments,
particularly the movements in
international oil prices and the
uncertainties surrounding global
macroeconomic imbalances and
currency movements. The global oil
economy continued to be characterised
by elevated prices and considerable
volatility, accentuated by speculative
activities. Progressive withdrawal of the
accommodative stance of monetary
policy in the US alongside a weakening
of economic activity in the euro area was
yet another source of uncertainty for
financial markets.

1.6 Public finances exhibited some
consolidation in 2004-05, demonstrating
a renewed commitment by the
Government towards rule-based fiscal
policy at the Centre and in a number of
States. Notably, the revenue deficit in the
Centre’s provisional accounts for 2004-
05 declined by one percentage point of
GDP over 2003-04, achieving twice the
minimum stipulated annual reduction set
under the Fiscal Responsibility and
Budget Management (FRBM) Act/Rules.
The reduction in the gross fiscal deficit,
relative to GDP, was also higher than the
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FRBM target. Some headway in tax
reforms was made by introducing new
taxes, expanding the tax base and
sprucing up tax administration while
retaining stability in the tax rates.
Expenditure management was geared
towards reducing low priority
expenditures and reorienting
expenditures towards achieving physical
targets. Nevertheless, low and shrinking
capital outlays constraining the
expansion of infrastructure and
realisation of the full potential of the
economy, emerged as a key concern.
Furthermore, the Government’s attempt
to moderate the impact of spurting
international oil prices by allowing only
their partial pass-through to consumers
has affected the performance of domestic
oil companies.

1.7 A noteworthy aspect of
macroeconomic management during
2004-05 was the success in restraining
inflation and inflationary expectations in
an environment of severe supply shocks
emanating from a sharp rise in
international crude oil prices and the
setback to agricultural production caused
by a deficient monsoon. Inflation,
measured by movements in wholesale
prices, reached its intra-year peak of 8.7
per cent by end-August 2004 before
moderating to 5.1 per cent by end-March
2005 in response to calibrated policy
measures. The policy response included
fiscal measures in the form of cuts in
excise and customs duties and monetary
measures to withdraw excess liquidity
from the financial markets.

1.8 While persevering with its
objective of provision of liquidity to meet
credit growth and support investment
and export demand in the economy,
monetary policy assigned relatively
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greater weight to price stability by
switching from ‘a very close watch on
the movements in the price level’ in the
Annual Policy Statement (May 2004) to
‘equal emphasis on price stability’ in its
Mid-term Review (October 2004). This
was supported by a 50 basis points
increase in the cash reserve ratio (CRR)
in September-October 2004 and a 25
basis points hike in the reverse repo rate
in October 2004. With a view to
managing liquidity pressures emanating
from large and persistent capital flows,
sterilisation operations were undertaken
through the liquidity adjustment facility
(LAF) and open market operations,
supported by the Market Stabilisation
Scheme (MSS). These operations were
successful in keeping monetary
conditions stable and well within their
indicative trajectories set out in the
Annual Policy Statement for 2004-05.

1.9 Financial markets in India
remained broadly stable during 2004-05,
notwithstanding the uncertainty
associated with the upturn in the global
interest rate cycle and growing global
macroeconomic imbalances. The
introduction of the MSS, effective April
2004, provided the Reserve Bank with
greater flexibility to absorb liquidity of a
relatively durable nature and to modulate
liquidity conditions in the financial
markets, consistent with monetary and
financial stability objectives. Comfortable
liquidity kept money market segments
aligned with the reverse repo rate during
the greater part of the year. The foreign
exchange market remained orderly,
despite upward pressures on the rupee.
Yields in the Government securities
market hardened, mainly reflecting
increase in the inflation rate due to higher
crude oil prices and increase in the
reverse repo rate. In the credit market,
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commercial credit offtake remained
exceptionally strong and broad-based.
The equity market staged unusually
strong rallies from intra-year lows in May
2004.

.10 The conduct of financial
regulation and supervision in 2004-05
continued to be guided by the objective
of maintaining confidence in the financial
system by enhancing its soundness and
efficiency. In addition to fine-tuning the
prudential guidelines, the Reserve Bank
focused on encouraging market
discipline and ensuring good
governance with an emphasis on “fit and
proper” owners and diversified
ownership. Steps to implement Basel |l
norms were carried forward through the
Capital Adequacy Assessment Process.
In respect of urban cooperative banks,
the policy endeavour during the year
aimed at developing them into a sound,
well managed network of financial
institutions providing quality banking
services to the widest sections of
society. Finally, the Reserve Bank
stressed financial inclusion by
emphasising the facilitation of
transactions by the common person and
strengthening of the credit delivery
systems as a response to the pressing
needs of society and the economy.

.11 The Reserve Bank continued with
its efforts to develop a sound and efficient
payment and settlement system. During
2004-05, the thrust of the Reserve Bank’s
policy initiatives was on widening the
range of electronic payment products and
building a sound institutional framework
for regulation and supervision. The
establishment of the National Financial
Switch and the stabilisation of the real
time gross settlement (RTGS) system
were noteworthy developments during
the year.
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OUTLOOK FOR 2005-06

.12 Leading indicators and available
information for 2005-06 suggest that the
Indian economy is poised to build upon
the gains in macroeconomic performance
secured in 2004-05. The revival of the
South-West monsoon, robust
strengthening of manufacturing activity,
high corporate profitability, buoyant
equity markets, robust merchandise
exports and imports, sustained demand
for non-food credit and lead indicators of
services sector activity all point to a
brightening of the near term prospects
of the Indian economy.

.13 According to the |India
Meteorological Department (IMD), the
rainfall during the South-West monsoon
season 2005 for the country as a whole
is expected to be 98 per cent of the long
period average with a model error of +/-
4 per cent. The monsoon, which was
delayed by a week, recorded a deficiency
of as much as 49 per cent till June 22,
2005. In the subsequent weeks, however,
there was conspicuous improvement in
rainfall activity. The cumulative rainfall
during the period June 1 to August 17,
2005 was two per cent below normal as
against seven per cent below normal
during the corresponding period of the
previous year. Of the 36 meteorological
sub-divisions, cumulative rainfall was
excess/normal in 29 sub-divisions (28
sub-divisions during last year). Although
the delayed arrival had an adverse impact
on sowing of kharif crops, the sowing has
started picking up. The Ministry of
Agriculture is closely monitoring the
situation and has issued advisories
relating to sowing with specific
suggestions to farmers on the likely
agricultural operations they may
undertake in the context of expected
weather conditions. However, excess
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rainfall in some areas in the country
during the last week of July 2005 not only
impacted the economy of the industrial/
commercial capital (Mumbai) but has also
introduced some uncertainty regarding
the eventual kharif outcome.

I1.14  Industrial production gathered
strength in April-dJune 2005 with growth
accelerating to double digit. On a year-
on-year basis, the growth of the
manufacturing sector in June 2005 was
the highest since June 1996. The
electricity sector recorded a strong pick-
up in May-June 2005 and the cumulative
growth during April-dJune 2005 was higher
than a year ago. Amongst other
infrastructure industries, finished steel
and cement recorded a robust
turnaround in June 2005 from absolute
declines a year ago while crude oil and
petroleum refinery products remained
lacklustre. According to the use-based
classification, the capital goods sector
maintained strong growth, reflecting
increase in both investment and export
demand. Growth of consumer durables
accelerated, driven by demand for white
goods and facilitated by ease in
availability of financing. Consumer non-
durables also recorded a substantial
growth, partly reflecting the low base and
high growth of food products. Basic goods
accelerated during May-June 2005 and
the cumulative growth during April-dune
was higher than a year ago. Intermediate
goods, however, recorded deceleration,
mainly due to a decline in the production
of petroleum refinery products.

.15 Various surveys of business
confidence suggest considerable
optimism about future prospects of
industry. Corporate profits and new
investment intentions are also at a record
level. The optimistic investment climate,
broadly stable bank lending rates,
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corporate profitability and the buoyancy
in the stock markets suggest that the
industrial sector outlook is likely to remain
buoyant in 2005-06.

.16  Lead indicators of services sector
growth such as tourist arrivals, railways
freight traffic earnings, cargo handled at
major ports, cell phone connections, civil
aviation and trends in bank deposits/
credit indicate that the services sector is
likely to maintain its growth momentum
during 2005-06 as well.

.17 Assuming a normal monsoon,
and on the expectations that the industry
and the services sectors would maintain
their current growth momentum while
absorbing the impact of oil prices, the
Reserve Bank in its Annual Policy
Statement for 2005-06 (April 2005)
indicated that real GDP growth for 2005-
06 could be placed around 7.0 per cent
for the purpose of monetary policy
formulation. This was reaffirmed in the
First Quarter Review of the Annual
Statement on Monetary Policy (July
2005).

[1.L18 Developments in merchandise
trade during the first four months of 2005-
06 show that both exports and imports
have posted high growth. Non-oil import
growth (38.1 per cent) mirrored the step-
up in the pace of industrial activity while
oil import growth (32.3 per cent) was
largely the outcome of a continued rise
in international crude oil prices. With
growth in imports outpacing export
growth - which was 21.3 per cent in US
dollar terms - the merchandise trade
deficit increased by 82 per cent during
April-duly 2005. Capital flows were steady
during the first quarter. FDI inflows
increased substantially while Fll inflows
recorded a sharp pick-up in June-July
2005. Data on approvals for the ECBs
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indicate continued demand for external
finance for investments by corporates. As
a result of these developments, the
burgeoning trade deficit was
accommodated by the invisibles surplus
and net capital flows. The foreign
exchange reserves increased by US $
1.7 billion during 2005-06 (up to August
19, 2005).

.19 The resurgence in service
exports noticed in 2004-05 may be
expected to continue as exports of
business and professional services join
software exports as key foreign exchange
earners. The shiftin the strategy of ITES-
BPO industry segment of the software
sector towards higher value activities and
areas of competitive strength would yield
rich dividends if supported by
preparedness to meet data security
requirements and to fulfil regulatory
compliance requirements in the banking
and financial services sector. Workers’
remittances seem to have acquired a
permanent character and hence should
continue to be an important source of
inflows with an ongoing transition to
higher skill categories in overseas
markets. Thus, there are grounds to hold
that the buoyancy in net invisible earnings
will be maintained and even built upon,
despite rising invisible payments. On the
other hand, despite the sustained
strength of export performance, the
merchandise trade deficit is expected to
be somewhat higher in 2005-06 than the
previous year mainly on account of
substantially higher oil and non-oil
imports. For the year as a whole, while
invisibles surplus may finance a large
part of the enlarged trade deficit, the
current account deficit is expected to
widen during 2005-06 but to remain
within acceptable limits that can be
financed by normal capital flows.
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.20 Continuing and emerging global
uncertainties embedded in the pace of
the tightening of interest rates in the US,
asset price movements and the manner
of unwinding of global macroeconomic
imbalances would have a bearing on
capital flows to emerging market
economies (EMEs). However, the
underlying strength of the Indian
economy and the prudent policy
approach should enable containment of
excess volatility in capital flows to India.
Backed by progressive liberalisation of
the investment environment, Indian
companies are also expanding and
diversifying their operations across a
wider spectrum of countries, leveraging
advantages in terms of diffusion of
technical innovation and managerial
expertise. The notable optimism in India’s
growth prospects has increased interest
in investment in India.

[1.21  Although headline inflation edged
up during April 2005 driven up by prices
of fruits and vegetables and some freely-
priced items in the fuel group, it eased in
the subsequent months despite hikes in
the prices of electricity and petrol and
diesel. Annual WPI inflation rate was 3.4
per cent as on August 6, 2005, down from
5.1 per cent at end-March 2005. More
than one-half of the annual inflation was
on account of the fuel group, even as the
pass-through from high international
crude oil prices has remained incomplete.
Excluding the fuel group, annual inflation
was 1.8 per cent as on August 6, 2005,
significantly lower than headline inflation.
During 2005-06 so far, oil prices in the
international markets continue to remain
high and volatile. The average price for a
basket of major international crude
varieties (Brent, WTI and Dubai Fateh)
at around US $ 52.2 per barrel during
April-July 2005 was 13.1 per cent higher
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than in January-March 2005 and 44.1 per
cent over the corresponding period of last
year. With the latest hike in prices
effective June 20, 2005, the average
domestic price of petrol and diesel (in
four metros) has increased by 6.2 per
cent over the end-March 2005 level and
22.4 per cent over the level a year ago.
The pass-through of crude prices
continues to remain the most critical
factor influencing domestic inflation.
Annual inflation, as measured by
variations in the consumer price index
(CPI) for industrial workers, on a point-
to-point basis, was 3.3 per cent in June
2005 as compared with 3.0 per cent a
year ago.

.22 The Reserve Bank sought to
moderate inflationary expectations by a
demonstrable commitment to price
stability through successive increases of
25 basis points each in the reverse repo
rate in October 2004 and April 2005. On
balance, underlying inflationary
pressures appear to have been contained
during 2005-06 so far and the inflation
outcome, under normal circumstances,
as noted in the First Quarter Review of
the Annual Statement on Monetary Policy
(July 2005), is expected to be consistent
with the Annual Policy Statement’s
projection for annual point-to-point
inflation for 2005-06 in the range of 5.0-
5.5 per cent.

.23 The performance of Central
Government finances during 2005-06
has so far been in line with the budget
estimates. The Central Government’s
finances during April-dune 2005 were
characterised by substantially higher
revenue receipts mainly on account of tax
revenue, with non-tax revenue registering
a marginal growth. The growth in tax
revenue was supported by buoyant
collections of corporation tax and
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customs duties. The growth in aggregate
expenditure decelerated mainly on
account of lower capital expenditure,
particularly defence, and deceleration in
revenue expenditure. On the whole, the
revenue deficit registered a marginal
growth of 2.0 per cent during April-June
2005 over its level in the corresponding
period of the previous year. The gross
fiscal deficit (GFD) increased by 30.8 per
cent as compared with an increase of 8.0
per cent during April-June 2004 reflecting
the impact of the discontinuance of the
debt swap scheme from 2005-06. The
GFD, however, showed a decline during
April-dune 2005 over its level during April-
June 2004, when adjusted for debt swap
proceeds.

.24  Gross market borrowings during
2005-06 (net of the MSS) of the Centre
were budgeted at Rs.1,65,467 crore, while
net market borrowings were placed at
Rs.1,08,791 crore. During 2005-06 (up to
August 19, 2005), 50.9 per cent of the
gross market borrowing programme has
been completed as compared with 51.7 per
cent during the corresponding period of
2004-05. The weighted average yield on
fresh government borrowings through
dated securities increased from 6.11 per
cent in 2004-05 to 7.28 per cent during the
current year so far (up to August 19, 2005)
while the weighted average maturity fell
from 14.13 years to 14.04 years over the
same period. In addition to normal market
borrowings, the Central Government raised
Rs.6,104 crore (face value) under MSS for
sterilisation purposes during 2005-06 so
far (up to August 19). Overall, the net
resources raised through Government
securities (Centre, States and MSS)
amounted to Rs.59,359 crore (face value)
during 2005-06 so far as compared with
Rs.70,307 crore in the corresponding
period of the previous year.
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.25 Asthe demand for non-food credit
remained strong, scheduled commercial
banks financed the credit demand from
the commercial sector by restricting their
incremental investments in Government
and other approved securities to
Rs.27,942 crore up to August 5, 2005 as
against an increase of Rs.55,152 crore
in the corresponding period of the
previous year. The effective statutory
liquidity ratio (SLR) of the commercial
banks declined to 37.4 per cent of net
demand and time liabilities (NDTL) as on
August 5, 2005 from 41.7 per cent a year
ago but continues to remain above the
statutory minimum of 25 per cent.

.26 Despite the strong surge in
demand for bank credit, monetary
conditions have remained easy during
2005-06 so far (up to August 19, 2005)
reflecting liquidity management
operations by the Reserve Bank.
Responding to a widening of the trade
deficit, a marked increase in the demand
for bank credit from the commercial
sector and the onset of the Government
borrowing programme, the Reserve Bank
injected primary liquidity into the system.
The absorption of liquidity through
increase in balances under the MSS, till
July 22, 2005, was more than offset by
liquidity released through the unwinding
of LAF. In the first week of August 2005,
the balances under LAF reverse repos
increased sharply reflecting larger foreign
exchange inflows as well as reduction in
the Central Government’s surplus cash
balances. Reserve money expanded at
a higher rate than a year ago.
Nonetheless, the year-on-year broad
money (M,) growth at 14.5 per cent as
on August 5, 2005 was consistent with
the indicative trajectory of 14.5 per cent
set out in the Annual Policy Statement
for 2005-06. The commercial sector’s
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demand for bank credit remained strong,
with year-on-year non-food credit growth
of scheduled commercial banks reaching
30.2 per cent as on August 5, 2005 on
top of 24.4 per cent a year ago.
Disaggregated data available for the first
two months show that credit demand is
fairly broad-based. In particular, credit to
industry, housing and real estate
continued to record strong growth. More
recent information on industrial credit up
to June 2005 indicates significant
increase in credit to metals and metal
products, engineering, power and roads
and ports. However, the continued
upswing in credit demand for housing and
real estate suggests a greater focus on
credit quality. Accordingly, the Reserve
Bank increased risk weights on
exposures of banks to commercial estate
and capital markets from 100 per cent to
125 per cent on July 26, 2005.

[1.27 Financial markets were largely
stable during the first four months of
2005-06, even as interest rates edged up.
Money market rates were generally
aligned with the reverse repo rate. Yields
on 10-year Government securities edged
up by 43 basis points between end-March
2005 and August 19, 2005 reflecting
concerns over the continued rise in
international crude oil prices as well as
liquidity pressures due to sustained credit
demand. With a relatively higher increase
in long-term interest rates, there was a
steepening of the yield curve. The Indian
rupee appreciated vis-a-vis the US dollar
by 0.4 per cent between end-March 2005
and August 19, 2005, partly due to
expected revaluation of the Chinese
currency, which crystallised on July 21,
2005.

.28 The outlook for the Indian
economy has to reckon global economic
activity which is expected to decelerate
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to 4.3 per cent in 2005 from a three-
decade peak of 5.1 per cent recorded in
2004. There are already signs of a
slackening of momentum in the first half
of 2005 in some areas of the
industrialised world. Among developed
countries, growth has been strong in the
US, albeit lower than a year ago. The
Euro zone has exhibited low growth.
Among the EMEs, growth has remained
strong in China and India, whereas in
other Asian and Latin American countries
there has been some loss of pace. During
the second quarter of 2005, consumer
price inflation decreased in the US, but
remained stable in the Euro zone, Japan
and other advanced economies. Inflation
in other major emerging markets and
developing countries has also shown
some decline during this quarter. The rise
in oil prices has not yet triggered
generalised inflationary pressures in
contrast to the experience of earlier oil
shocks.

.29  Asregards international crude oil
prices, the outlook remains highly
uncertain with limited scope for enhanced
supplies in the near future, taking
account of inventories, unutilised
capacities and gestation periods for new
investments. The geopolitical factors
seem to continue to be critical. While the
global economy is coping with these
uncertainties in a demonstrably better
manner than in earlier episodes, the
associated problems are getting complex
for oil-exporting countries in terms of
managing the surpluses and difficult for
oil-importing countries like India in terms
of effect on prices, output,
competitiveness and indeed, disposable
incomes. Risks to global growth also
arise from the imbalances in the current
account of the BoP, the fiscal imbalances,
hedge fund activity, elevated asset prices
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and the excessive leveraging in some
advanced economies. The current macro-
policy framework of most emerging
economies has imparted noteworthy
resilience, but heightened global
uncertainties do demand close attention
to elements of the recently accentuated
disequilibria.

.30 In this context, a recent
development with important consequences
for the global economy is the decision by
the Chinese authorities to move away from
the peg to the US dollar to a managed
floating exchange rate regime linked to a
basket of currencies, with an initial
appreciation of the renminbi (RMB) by 2.1
per cent against the US dollar. In the
subsequent period up to August 19, 2005,
the yuan has moved in a narrow range of
8.0976-8.1127 RMB per US dollar. The
nature, extent and intensity of
management of the exchange rate is yet
to be revealed and the associated
administrative measures by the authorities
would have to be watched to determine the
impact of these changes on the global
economy. Of particular significance would
be the ongoing responses of the domestic
financial as well as real sectors in China
to the new foreign exchange policy. As per
current indications, the impact on India is
assessed to be marginally positive on trade
account, neutral on current account, and
somewhat uncertain on capital flows but
is unlikely to be negative for India, though
the capital flows could be potentially
volatile on the global front.

[1.31 The domestic factors, which are
more relevant for India, continue to be
positive. The performance of the
industrial sector is strengthening and the
indicators of growth in services are
positive. The business expectation
surveys also point to continued
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optimism. While the onset of monsoon
was delayed, it has progressed well
subsequently, but uncertainties remain
on its progress during the season and
consequently its impact on agricultural
output. During the current year so far,
the underlying inflationary pressures
appear to have been contained and
inflationary expectations maintained, as
anticipated. On balance, though
uncertainties and supply constraints
remain, the domestic growth impulses
appear to have been reinforced in the
first quarter.

[1.32  Given the volatility in the inflation
rate during 2004-05, there is a need to
consolidate the gains obtained in recent
years from reining in inflationary
expectations. While sustained efforts over
time have helped to build confidence in
price stability, inflationary expectations
can turn adverse in a relatively short time
if noticeable adverse movements in
prices take place. Credible commitment
of policy to fight inflation is critical to stop
translation of higher oil prices into wage-
price spirals. In addition, the international
prices of non-oil primary commodities
may continue to remain firm. On the
domestic front, the manoeuvrability on oil
prices is getting limited and corporates
have a higher probability of gaining their
pricing power with a better industrial
outlook. The pricing pressure, if it were
to occur from the supply side, could get
complicated by continuing overhang of
excess domestic liquidity. While the
economy has the resilience to withstand
supply shocks, the upside risks do exist.
As such, the inflationary situation needs
to be watched closely to persevere in
maintaining inflation expectations and
any complacency on this count could
have adverse consequences for both
stability and growth.
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.33 In brief, although there are
several global uncertainties, domestic
factors indicate a confidently growing
economy in a stable environment. While
global factors are getting to be
increasingly significant for India, the
domestic factors still dominate and the
latter point to favouring stability to
maintain the growth momentum at this
juncture while watching inflationary
situation closely to persevere in
maintaining inflation expectations. Itis in
this context that key medium-term issues
which will entrench the conditions for high
growth with stability merit attention.

REAL SECTOR
Agriculture

[1.34 The experience of 2004-05 brings
to the fore, yet again, the rain
dependence of Indian agriculture. In this
context, imparting stability to farm
incomes assumes critical significance.
Globalisation, rising incomes and
urbanisation have brought into focus the
need for increasing diversification and
value addition in Indian agriculture. The
new demand patterns as well as the shifts
in consumption warrant a shift of land and
other resources to crops with higher
potential for value addition. India has
considerable export potential in areas
such as dairying, sericulture, floriculture
and horticulture. This segment, besides
enhancing nutritional and livelihood
standards, sustains a large number of
agro-industries which hold rich potential
for non-farm employment.

[1.35 In this context, it needs to be
recognised that agriculture had a limited
or no direct role to play in providing
additional employment opportunities in
the recent decade. Employment in
agriculture remained virtually unchanged
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at about 190 million people during the
1990s. Concomitantly, the employment
growth for the economy, as a whole,
decelerated from above two per cent
during the 1980s to only 1.1 per cent in
the latter half of the 1990s. With the
growth rate of working age population
exceeding the overall population growth
rate, the unemployment rate could
worsen further if the economic growth
envisaged does not give rise to new
activities that are appropriately labour
intensive.

.36 There is a need to evolve and put
in place appropriate agricultural
technologies and agro-management
practices to respond to food and
nutritional security, poverty alleviation,
diversifying market demand, export
opportunities and environmental
concerns. It is expected that future
agricultural growth would largely accrue
from improvements in productivity of
diversified farming systems with regional
specialisation and  sustainable
management of natural resources,
especially land and water. Effective
linkages of production systems with
marketing, agro-processing and other
value added activities would play an
increasingly important role in
diversification of agriculture.

11.37  Strengthening the marketing and
infrastructure network as also
amendment of State Agricultural Produce
Marketing Committee (APMC) Acts in
line with the Model Act (2003) in all the
States would go a long way in enhancing
market efficiency and promoting exports
and processing industry. The Act would,
inter alia, facilitate direct sale, promotion
of public-private partnership in the
management and development of
agricultural markets, promotion of
contract farming, pledge financing,
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trading, export, forward/future trading
and introduction of a negotiable
warehousing receipt system in respect of
agricultural commodities.

[1.38 A welcome development in the
past few years is the strong increase in
bank credit to the agricultural sector.
Credit to the agricultural sector increased
by 35.2 per cent during 2004-05 on top
of an increase of 23.2 per cent during the
previous year. It is important that this
trend should continue. In this context, the
changing demand pattern for food
involves a reordering of priorities in
organising appropriate supply
responses. Supporting policy changes
and investment are required to facilitate
agricultural diversification and value-
addition. In the new growth areas of
agriculture, the importance of post
harvest activities such as storage,
transportation, processing and marketing
of non-cereal products increases which
leads to greater links between
agricultural diversification and rural
industrialisation. Heavy investments need
to be made in establishing cold chains
across the country such as cold storage,
transport facilities and the like. In fact,
credit requirements would go up due to
purchased-input intensive  and
heterogeneous production cycles of the
new areas of agriculture. This would also
call for designing innovative schemes and
products which recognise the differing
nature of agri-business and supply chains
for different products. Newer forms of
credit assessment and risk management
systems may also have to be put in place,
besides upgrading skills, and ushering in
changes in attitudes and mind-sets.
Information technology has to be used
to facilitate transformation in various
processes of rural credit. It is heartening
to note that several banks have adopted
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policies to direct increased credit to
agriculture, but greater attention to
structural, institutional and procedural
systems may be needed to ensure not
only a sustained growth in credit to
agriculture and related activities but also
provision of a range of financial services.
These steps towards diversification of
agriculture in favour of value added
services such as those related to the food
processing and livestock sectors would
also provide stable additional avenues of
employment generation in the rural sector
and enable these sectors to emerge as
the main source of growth and
employment in rural areas.

[1.39 Rural infrastructure - irrigation
structures, agriculture research and
extension, transport infrastructure,
electricity, storage structures - not only
enhances the productivity of physical
resources but also helps in supply chain
management and value addition in
agriculture. Promotion of micro-irrigation
technology (comprising drip and sprinkler
irrigation) on a large scale deserves
priority, particularly in view of the fact
that water use efficiency in Indian
agriculture is one of the lowest in the
world. The approach to the development
of the rural infrastructure would need to
stress the importance of water
management, the criticality of assured
power supply, high quality of inputs and
risk mitigation strategies including
cushioning the possible adverse impact
of tariff rationalisation under the WTO.

Industry

.40 The recovery in the industrial
sector which set in during 2002-03 has
steadily become entrenched and diffused.
The overall investment climate during
2004-05 was buoyant. A significant



ANNUAL REPORT

investment revival is suggested by the very
substantial increase in investment
intentions registered in 2003-04 and further
doubling in 2004-05. Robust export growth
reflects the growing competitiveness of
Indian industry. Strong corporate
profitability in the past few quarters, even
in an environment of heightened
competitiveness, suggests that the efforts
by the Indian industry to restructure itself
are paying off. Continuing strong growth
in non-food credit and in imports of capital
goods and buoyant capital markets indicate
that industry is likely to remain buoyant in
2005-06. The congenial policy regime in
regard to mergers and acquisitions
including the liberalisation of policies in
regard to direct investment abroad has
encouraged consolidation of Indian
industry and enabled the reaping of the
benefits of economies of scale. This has
imparted a high degree of competitiveness
to Indian industry. In view of the enhanced
external as well as internal competition,
further consolidation through scale
economies is likely to remain an important
driver of industrial growth in the future. It
is, therefore, critical that the current
upsurge in the industry is nurtured in order
for India to realise its growth potential.

[1.41 In this context, there are a host
of infrastructural bottlenecks which could
impinge upon competitiveness and the
supply elasticities to meet the emerging
global and domestic demand. The
subdued performance of the
infrastructure sector, especially that of
crude petroleum and petroleum refinery
products, is an issue of concern, given
the sector’s strong forward and backward
linkages in the economy. The increasing
demand-supply gap in the availability of
power is becoming the most critical issue
in the future of India’s economic
development. Inadequate power
generation capacity, lack of optimum

46

utilisation of the existing generation
capacity, insufficient inter-regional
transmission links, inadequate and
ageing sub-transmission and distribution
network, slow pace of rural electrification
and inefficient use of electricity by the
end consumer have exacerbated the
absolute shortages. In the recent period,
shortage of coal and gas has emerged
as a serious constraint on power
generation with the supply of both fuels
falling far short of demand. A number of
thermal plants are reported to be running
with critical coal stocks of less than a
week, with adverse impact on the plant
load factor. Shortages of gas were
reflected in long hours of load shedding
in Maharashtra in May 2005. Imports of
coal and gas are hampered by the sharp
surge in international prices of these
commodities. Continuing problems in the
power sector pricing policy suggest an
urgent need of reforms to ensure
payment security. The untapped hydro
electricity sources have to be explored
to generate inexpensive electricity.
Besides, there is a need to consider
generation through nuclear energy also
to meet the expected surge in demand
for energy accompanying the anticipated
growth in the medium-term. In any case,
having recognised the fact that the Indian
economy is among the more inefficient
users of energy, highest and urgent
priority needs to be given for energy-
saving measures, which could include
appropriate pricing policies and
incentives to invest. In this context, there
is a need for a greater degree of pass-
through of higher international crude oil
prices to domestic prices. This will also
enable more efficient use of oil in the
economy, especially in view of the fact
that the rise in international oil prices
appears to have a large permanent
component.
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[1.42  With growing urbanisation, issues
related to urban infrastructure have come
to the forefront. Urban infrastructure
consists of drinking water, sanitation,
sewage systems, electricity and gas
distribution, urban transport and primary
health services. At present, investment
in urban infrastructure is hampered by
the fact that local governments are not
yet creditworthy and urban infrastructure
projects are, therefore, not found to be
commercially viable. Strengthened
planning and better coordination between
various agencies entrusted with
maintenance of urban infrastructure
would have a positive impact on the
overall productivity of economic activity
in cities. Limitations of urban
infrastructure were evident during the
recent heavy rains in Mumbai and rest
of Maharashtra during the last week of
July 2005. Given the fact that there is a
heavy concentration of economic activity
in large cities, weak infrastructural
facilities impede the growth of large cities.
It is, therefore, of utmost importance that
the quality of urban infrastructure in the
large cities is improved significantly so
as to maintain and accelerate the
momentum of economic growth and
productivity enhancement. For urbanising
economies like India to replicate the
experience of developed countries in the
provision of urban infrastructure, it is
essential that all aspects of city
management, including the fostering of
a professional workforce, are
strengthened. This, in turn, would
increase the creditworthiness of city
governments and help attract the
investment necessary for vital urban
infrastructure projects.

.43 Small and Medium Enterprises
(SMEs) are an important segment in the
industrial spectrum of the country owing
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to their contributions to employment
generation, value addition and exports.
The process of de-reservation has been
carried forward during 2005-06 with a
further de-reservation of 108 items from
exclusive production by SSI units in order
to permit the sector to reap the
economies of scale and to enhance
competitiveness. The proposed debt
restructuring mechanism for the SME
sector would improve their financial
health and also protect them from the
incidence of sickness. In this context, a
noteworthy development is the passing
of the Credit Information Companies
(Regulation) Act, 2005 by the Parliament.
This Act is expected to encourage setting
up of credit information companies and,
thereby improve exchange of information
on credit histories of the borrowers and,
with appropriate risk assessment
techniques in place, should lower
transaction costs of the banks. In turn,
this is likely to lead to an increase in bank
lending to SMEs while, at the same time,
it is expected that the risk premium
embedded in interest rates charged to
SMEs will be reduced.

[1.44 The delay in implementation of
several central sector projects needs
careful monitoring. While the cost
overrun for delayed projects as a
percentage of original cost declined from
51.8 per cent in March 2004 to 45.2 per
cent in March 2005, the number of
delayed projects increased from 112 to
125. Procedural bottlenecks and other
problems relating to allocation of funds
and acquisition of land continue to deter
the implementation of majority of the
projects, particularly in the railway
sector. A reduction of 10 per cent in the
cost overrun of delayed projects would
yield substantial savings of around
Rs.2,500 crore.
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Services

[1.45 The services sector remains the
growth driver of the economy, with a
contribution of more than 57 per cent of
GDP. India ranked 18" among the world’s
leading exporters of services with a share
of 1.3 per cent in world exports. The
services sector is expected to benefit
from the ongoing liberalisation of the
foreign investment regime into the sector.
Software and the ITES-BPO sectors have
recorded an exponential growth in recent
years. The continued buoyancy in this
sector is sustainable in the medium term
in view of enabling policy developments,
encouraging investment climate,
improvement in business expectations,
affordable labour force, talented
technological manpower, time zone
advantages, improved
telecommunication facilities and above
all, a low cost destination for outsourcing.
India’s strengths in legal and contractual
obligations, apart from a large scientific
and technological talent pool, need to be
effectively explored. The ITES sector is
labour intensive and holds promises of
higher employment. To improve
international confidence and realise the
full potential of the software and services
sector, added emphasis may be
warranted in regard to infrastructure as
well as in the implementation of strong
security solutions.

FISCAL POLICY

.46 Consolidation of Central
Government finances so as to achieve
the targets set under the FRBM by 2008-
09 is the goal of fiscal policy,
notwithstanding the ‘pause’ that has been
set during 2005-06. Since 2002-03,
Central Government finances have
recorded a progressive reduction in key
deficit indicators. This has been, inter
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alia, enabled by attempts to increase the
tax base which is reflected in a sustained
increase in tax/GDP ratio from 8.8 per
cent in 2002-03 to 9.9 per cent in 2004-
05 and an expected 10.6 per cent in
2005-06. Moreover, the recovery in
economic activity, especially in the
industrial sector, has also enabled an
improvement in the tax/GDP ratio and
Central Government finances. Against
this backdrop, with the GFD/GDP ratio
at 4.1 per cent in 2004-05 (provisional
accounts), the FRBM target of 3.0 per
cent by 2008-09 appears to be within
striking distance. However, with the
revenue deficit at 2.6 per cent in 2004-
05, the elimination of the revenue deficit
by 2008-09 will prove to be more difficult.
Achieving this target requires continued
focused action on containing
expenditures, increase in tax revenues
and reduction in tax exemptions.
Revenue augmentation would critically
depend upon improvement in tax/GDP
ratio as non-tax revenue is set to decline
in the coming years. With the acceleration
in overall economic growth that is being
observed currently, renewed efforts on
tax compliance should yield beneficial
results. This assumes further urgency in
the context of the higher devolution of tax
revenues by the Centre to the State
Governments as recommended by the
Twelfth Finance Commission (TFC). Non-
debt capital receipts are also slated to
decline under the TFC’s scheme of debt
write-off to be awarded to States on the
basis of reduction of their revenue
deficits. Discontinuance of the practice
of treating disinvestment proceeds as
budgetary receipts will also reduce non-
debt capital receipts. Overall, despite the
recent improvements in the fiscal position
of the Central Government, the effort in
achieving fiscal consolidation will have to
continue.
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[1.47  Achievement of the FRBM target
of revenue deficit at zero per cent of GDP
will free up resources for public
investment which will crowd-in private
investment. Hence, in addition to efforts
to improve revenues, expenditure
management centres around the
enhancement of the effectiveness of the
delivery mechanism for public services.
The phasing out of the Centre from
intermediation of States’ borrowings, as
recommended by the TFC, would provide
some space for the Central Government
to undertake larger capital outlay. Further,
the Government’s proposal to announce
an ‘outcome budget’ which evaluates
projects in terms of outcomes rather than
outlays will enable an improvement in the
quality of investment.

.48 The fiscal scenario is also
conditioned by the prevailing global
uncertainties in respect of crude oil prices
and capital flows. Spikes in crude oil
prices could result in increased fiscal
burden in terms of duty concessions,
larger petroleum subsidies or lower
dividends from oil PSEs. Furthermore,
holding back the pass-through of
international prices to domestic prices
involves quasi-fiscal costs which could
eventually turn into a binding constraint
for the fiscal authority.

.49 The fiscal position of the States
during 2005-06 would, to a large extent,
be shaped by the recommendations of
the TFC and the implementation of Value
Added Tax (VAT). Another important
development relates to enactment of
Fiscal Responsibility Legislation (FRL) by
several States and proposals to enact
legislation by some others. The Union
Government has accepted the major
recommendations of the TFC and has
incorporated them in the Union Budget,
2005-06. An analysis of budget
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documents of the State Governments
reveals that many of them have not
factored in the TFC’s recommendations
pertaining to resource devolution. Most
of the States have switched over to a VAT
regime on the basis of recommendations
of the Empowered Committee of State
Finance Ministers (Chairman: Dr. Asim
Kumar Dasgupta). The VAT system would
eliminate the problems of cascading tax
burden due to double taxation of
commodities as well as multiplicity of
taxes through provision of input tax credit
and abolition of other related indirect
taxes. It is also expected to enhance
transparency, promote compliance and
lead to higher revenue mobilisation. While
the implications of introduction of VAT on
States’ resource generation are yet to
emerge, the experience of Haryana - the
first State to introduce VAT in April 2003
- has been encouraging from the point of
view of revenue generation. In this
context, there may be a merit in
extending the VAT principles to tax the
consumption of almost all goods and
services in the economy.

.50 The fiscal position of State
Governments for 2005-06 would continue
to undergo correction in terms of key
deficit indicators through containment of
non-interest revenue expenditure.
Accordingly, fiscal empowerment to
augment resource mobilisation from non-
tax revenues through appropriate user
charges, cost recovery from social and
economic services and restructuring of
State PSUs assumes importance.
Improvement in State finances will enable
the States to step up their expenditures
on education and health with a beneficial
impact on the quality of life and the
country’s ranking in terms of the Human
Development Index. In the recent years,
exports of services such as software and
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ITES-BPO services have recorded strong
growth. For this growth momentum to be
maintained, it is necessary that public
expenditure on education should reverse
its declining trend: total expenditure by
the State Governments on education is
budgeted to decline from 2.5 per cent of
GDP in 2003-04 to 2.3 per cent in 2005-
06. Moreover, given the demographic
profile, the demand for education is
slated to increase further. Accordingly,
the improvement in State finances will
enable the States to increase their
expenditure on education and other
social services and thereby improve the
quality of overall social infrastructure so
that India can realise its potential.

[1.51  The health of public finances will
benefit vastly from improvements in cost
recovery of various public services and
rationalisation of subsidies. At present,
user charges are inadequate for two
reasons. First, it is perceived that the
services are provided by the Government
and, therefore, do not have to be paid
for. Second, with the quality of the service
being poor, the public is loath to pay
higher charges. The attainment of higher
efficiency in the provision of services can
progressively lead to lower charges.
Better cost recoveries will not only
improve public finances but will also
create enabling grounds for financial
sector development so that each activity
becomes financially viable.

EXTERNAL SECTOR

[1.52 Various reforms in the trade
policy regime have unlocked
entrepreneurial energies, stepped up
productivity gains and improved
competitiveness and access to overseas
markets. India’s merchandise exports
have been rising at a rate of over 20 per
cent per annum, in US dollar terms,
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during 2002-05. As a result, the secular
decline in India’s share in world exports
from two per cent in 1950 to 0.5 per cent
in the 1980s has been reversed. This
share began rising in the 1990s and is
currently at 0.8 per cent. These positive
developments in the external sector
provide the environment of pursuing a
further rationalisation of tariffs with a view
towards moving to a single, uniform rate
on imports, say 10 per cent, and
simplifying all customs procedures
strictly in line with best global practices.
This should help to improve competition,
exports and domestic consumers. The
current external environment, including
the level of the foreign exchange
reserves, enables such a move to be
made with little or no downside risks.

11.53  While the recent trend in imports
may continue to persist in the face of high
and volatile crude oil prices and the large
increase in domestic demand, an intrinsic
link between merchandise imports and
exports has emerged and become
entrenched. The large expansion in
imports is also spurring vigorous export
growth. Given the recent experience,
especially the fact that remittances from
Indians employed abroad seem to have
acquired a permanent character, the
current level of the trade deficit appears
to be manageable at this stage and
appears to be consistent with India’s
growth aspirations.

[1.54 In regard to capital flows, India
has adopted a policy of active
management of the capital account. The
compositional shifts in the capital account
towards non-debt flows since the early
1990s have been consistent with the
policy framework, imparting stability to
the balance of payments. The substitution
of debt by non-debt flows also gives room
for manoeuvre since debt levels,
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particularly external commercial
borrowings, have been moderate. There
is also the cushion available from the
foreign exchange reserves. Since non-
debt creating flows are dominating, the
emphasis is on encouraging inflows
through foreign direct investment and
enhancing the quality of portfolio flows
by strict adherence to what may be
described as ‘Know Your Investor’
principle. Prudential regulations over
financial intermediaries, especially over
banks, in respect of their foreign
exchange exposures and transactions
are a dynamic component of
management of the capital account as
well as financial supervision.

.55 India has made significant
progress in financial liberalisation since the
institution of financial sector reforms in
1992 and this has been recognised
internationally. India has chosen to proceed
cautiously and in a gradual manner,
calibrating the pace of capital account
liberalisation with underlying
macroeconomic developments, the state
of readiness of the domestic financial
system and the dynamics of international
financial markets. Unlike in the case of
trade integration, where benefits to all
countries are demonstrable, in the case of
financial integration, a “threshold” in terms
of preparedness and resilience of the
economy is important for a country to get
full benefits. A judgmental view needs to
be taken whether and when a country has
reached the threshold and the financial
integration should be approached
cautiously, preferably within the framework
of a plausible roadmap that is drawn up by
embodying the country-specific context
and institutional features. The experience
so far has shown that the Indian approach
to financial integration has stood the test
of time.
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.56 The optimism generated by the
recent gains in macroeconomic
performance warrants a balanced
consideration of further financial
liberalisation. At this stage, the optimism
generated by impressive macroeconomic
performance accompanied with stability
has given rise to pressures for
significantly accelerating the pace of
external financial liberalisation. It is
essential to take into account the risks
associated with it while resetting an
accelerated pace of a gradualist
approach. The recent experience in many
countries shows that periods of
impressive macroeconomic performance
generate pressures for speedier financial
liberalisation since everyone appears to
be a gainer from further liberalisation, but
the costs of instability that may be
generated in the process are borne by
the country, the government and the
poorer sections. Avoiding crises is
ultimately a national responsibility. The
approach to managing the external
sector, the choice of instruments and the
timing and sequencing of policies are
matters of informed judgment, given the
imponderables.

.57 The overall approach to the
management of India’s foreign exchange
reserves in recent years reflects the
changing composition of the balance of
payments and the ‘liquidity risks’
associated with different types of flows
and other requirements. The policy for
reserve management is thus judiciously
built upon a host of identifiable factors
and other contingencies. Taking these
factors into account, India’s foreign
exchange reserves continue to be at a
comfortable level and consistent with the
rate of growth, the share of the external
sector in the economy and the size of
risk-adjusted capital flows.
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FINANCIAL SECTOR

[1.58 With increasing financial sector
liberalisation and emergence of financial
conglomerates, financial sector stability
has emerged as a key objective of the
Reserve Bank. In this context, the recent
emphasis in the regulatory framework in
India on ensuring good governance
through “fit and proper” owners, directors
and senior managers of the banks
infuses a qualitative dimension to the
conventional discharge of financial
regulation through prescribing prudential
norms and encouraging market
discipline. In totality, however, these
measures interact to produce a positive
impact on the overall efficiency and
stability of the banking system in India.
There has been a marked improvement
in capital adequacy, asset quality and the
profitability of the banking system.
Commercial banks in India will start
implementing Basel Il with effect from
March 31, 2007. They will adopt the
Standardised Approach for credit risk and
the Basic Indicator Approach for
operational risk, initially. After adequate
skills are developed, both at the banks
and also at supervisory levels, some
banks may be allowed to migrate to the
Internal Rating Based Approach. Banks
have also been advised to formulate and
operationalise the Capital Adequacy
Assessment Process as required under
Pillar 11 of the New Framework.

.59 Implementation of Basel Il will
initially require more capital for banks in
India in view of the fact that operational
risk is not captured under Basel |, and
the capital charge for market risk was not
prescribed until recently. Consequently,
banks are exploring all avenues for
meeting the capital requirements under
Basel II.
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11.60  Above all, capacity building, both
in banks and the regulatory bodies is a
serious challenge, especially with regard
to adoption of the advanced approaches.
The Reserve Bank has accordingly
initiated supervisory capacity-building
measures to identify the gaps and to
assess as well as quantify the extent of
additional capital which may be required
to be maintained by such banks.

.61 Compared to other developing
countries, the extent of rating penetration
in India has been increasing every year
and a large number of capital issues of
companies have been rated. However,
since rating is of issues and not of
issuers, it is likely to result, in effect, in
application of only Basel | standards for
credit risks in respect of non-retail
exposures. While Basel Il provides some
scope to extend the rating of issues to
issuers, this would only be an
approximation and it would be necessary
for the system to move to rating of
issuers. Encouraging rating of issuers
would be essential in this regard. In this
context, current non-availability of
acceptable and qualitative historical data
relevant to ratings, along with the related
costs involved in building up and
maintaining the requisite database, does
influence the pace of migration to the
advanced approaches available under
Basel II.

[1.62 Inthe current scenario, banks are
constantly pushing the frontiers of risk
management. Compulsions arising out of
increasing competition, as well as agency
problems between management, owners
and other stakeholders are inducing
banks to look at newer avenues to
augment revenues, while trimming costs.
Consolidation, competition and risk
management are no doubt critical to the
future of banking but governance and
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financial inclusion are also likely to
emerge as the key issues for a country
like India, at this stage of socio-economic
development.

MONETARY POLICY

.63 The recent trends in credit
demand are encouraging although there
is a recognition of a greater need to
ensure credit quality. It is important that
the sharp increase in credit flow to the
rural sector witnessed during the past two
years is maintained while reducing
intermediation cost so that borrowing
costs also come down. The thrust of the
current strategy adopted by the Reserve
Bank to increase the flow of rural credit is
on enhancing credit delivery in a regime
of reasonable credit prices within the
existing legal and institutional constraints.
It is noteworthy that the share of small and
marginal farmers in credit disbursed by
public sector banks under the Special
Agricultural Credit Plans has increased
from 26.7 per cent during 2002-03 to 31.9
per cent during 2004-05. In order to
further strengthen these efforts, there is,
first, a need for legal and institutional
changes relating to governance,
regulation and functioning of rural
cooperative structure and Regional Rural
Banks (RRBs) which would have to be,
as originally envisaged, critical
instruments for rural credit. The changes
warranted in cooperatives as well as
RRBs involve deep commitment of State
Governments and have a significant
bearing on the political economy. Second,
the overhang problems of non-performing
loans and erosion of deposits in both
cooperatives and RRBs have an inevitable
fiscal impact of any scheme of
recapitalisation. The current acceleration
in credit delivery can be sustained in the
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medium term, if such fiscal support from
States and Centre is firmly put in place
while reviving or reorganising rural
cooperative structure and RRBs, provided
sound legal and policy frameworks are
firmly put in place as a pre-condition. In
the meantime, there is need to consider
initiatives, as mutually agreed between
the Reserve Bank and select States, to
strengthen or revive, as appropriate, rural
credit institutions while adhering to basic
prudential requirements. Third, there is a
need to foster credit culture to make
enhanced rural credit a lasting
phenomenon. Fourth, on the critical issue
of risk mitigation, it is held that
experiments with crop or credit insurance
in India have not been very satisfactory
so far. If some elements of insurance are
ab initio not viable, extending credit
becomes risky and hence constrained.
Finally, there is merit in considering a
comprehensive public policy on risk
management in agriculture, not only as a
means of relief for distressed farmers but
as an ingredient for more efficient
commercialised agriculture.

.64 The programme of linking self-
help groups with the banking system has
emerged as the major micro-finance
programme in the country. It is in this
context that the Reserve Bank has been
developing a congenial environment for
non-governmental organisations engaged
in micro-finance activities. Banks are
being encouraged to adopt the agency
model by using the infrastructure of civil
society organisations, rural kiosks and
village knowledge centres for providing
credit support to rural and farm sectors
and appointment of micro-finance
institutions as banking correspondents.

11.L65 The small scale industries sector
plays a very important role in the
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development of the economy. The Reserve
Bank is reviewing all its existing guidelines
on financing small scale sector, debt
restructuring, and nursing of sick units with
a view to rationalising, consolidating and
liberalising them. In view of the fast
changing market conditions and increasing
competitiveness, there is an urgent need
to upgrade the technology of small scale
industries and facilitate their graduation to
the medium enterprise sector. A simplified
debt restructuring and rehabilitation
mechanism is being considered for the
sector.

.66 Although there has been
expansion, greater competition and
diversification of ownership of banks
leading to both enhanced efficiency and
systemic resilience in the banking sector,
there are legitimate concerns in regard
to the banking practices that tend to
exclude rather than attract vast sections
of population, in particular pensioners,
self-employed and those employed in the
unorganised sector. Against this
background, the Reserve Bank will
implement policies to encourage banks
which provide extensive services while
disincentivising those which are not
responsive to the banking needs of the
community, including the underprivileged.
The nature, scope and cost of services
will be monitored to assess whether there
is any denial, implicit or explicit, of basic
banking services to the common person.

.67 Liberalisation and enhanced
competition accord immense benéefits,
but experience has shown that
consumers’ interests are not necessarily
accorded full protection and their
grievances are not properly attended to.
Several representations are being
received in regard to recent trends of
levying unreasonably high service/user
charges and enhancement of user
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charges without proper and prior
intimation. These issues have to be
addressed keeping in view the merits of
transparency, the need for avoidance of
excessive charges and infirmities in
contracts between vastly unequal parties.

11.68 In recent years, there has been
some convergence in the conduct of
monetary policy worldwide. Currently,
there are striking similarities in the tools
that monetary authorities employ to
assess macroeconomic developments
and the formation of expectations. The
institutional architectures have begun to
display several commonalities. The
communication strategies and, thereby,
public accountability are in the forefront
in all central banks with progressively
increasing globalisation of financial
markets and emphasis on central bank
autonomy. There is also greater universal
recognition of the trade-offs confronting
monetary policy decisions. At the same
time, the challenges facing monetary
authorities have become sharper. The
heightened uncertainty surrounding the
conduct of monetary policy has made
interpretation of macroeconomic and
financial data difficult. Uncertainty is
more easily transmitted across the world
than before through the ‘confidence’
channel, forcing the monetary authorities
to contend with the contagion from
shocks. Since the 1990s, considerations
of financial stability have, therefore,
assumed an increasing importance in
monetary policy across the globe.

11.69  Notwithstanding these tendencies
towards globalisation, the conduct of
monetary policy continues to depend on
country-specific factors such as the
macroeconomic structure of the economy
and its institutional setting, the degree of
openness of the economy, the stage of
development of financial markets, payment
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and settlement systems and the
technological infrastructure. In India,
although there is no explicit mandate for
price stability, the conduct of monetary
policy has evolved around the objectives
of maintaining price stability and ensuring
adequate flow of credit to the productive
sectors of the economy for sustaining
overall economic growth. The relative
emphasis between price stability and
growth has varied depending upon the
underlying macroeconomic conditions. In
essence, monetary policy in India strives
for a judicious balance between price
stability and growth. The democratic
processes in India work in favour of price
stability which, in some ways, amounts to
an informal mandate to the central bank
for maintaining an acceptable level of
inflation. This framework has also been
successful in ensuring financial stability in
India through a decade and a half when
frequent visits of financial crises led to
debilitating losses in growth and welfare
in large parts of the emerging market
economies.

.70 The conduct of monetary policy is
getting increasingly sophisticated and
forward looking, warranting a continuous
upgradation of monitoring scan and
technical skills. Flexibility and timeliness in
policy response coupled with transparency
and accountability hold the key to further
enhancing credibility. Above all, the
monetary authority has to address
dilemmas which exert conflicting pulls at
every stage. These issues have come to
the fore in the conduct of monetary policy
by the Reserve Bank in recent years. The
Reserve Bank will continue to take
necessary measures in response to the
evolving situation to meet its price stability
objective while maintaining financial
stability and ensuring appropriate liquidity
to meet credit growth and support
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investment and export demand in the
economy.

.71 With a view to further
strengthening the consultative process in
monetary policy, the Reserve Bank, in July
2005, set up a Technical Advisory
Committee on Monetary Policy with
external experts in the areas of monetary
economics, central banking, financial
markets and public finance. The
Committee, which would meet at least
once in a quarter, will review
macroeconomic and monetary
developments and advise the Reserve
Bank on the stance of monetary policy. The
views of the Advisory Committee would be
discussed in the following meeting of the
Committee of the Central Board (CCB) of
the Reserve Bank. Concomitantly, the
Reserve Bank decided that in addition to
a Mid-term Review of the Annual Policy
Statement in October, there will be a First
Quarter Review of Part | of the Statement
in July and a Third Quarter Review in
January. The proposed quarterly reviews
of monetary policy provide the opportunity
for structured communication with markets
on a more frequent basis while retaining
the flexibility to take specific measures as
the evolving circumstances warrant. The
First Quarter Review —the first in the series
— was released on July 26, 2005.

.72 In sum, it is clear that prospects
for economic growth are strong, while
inflation has been contained so far.
Maintaining macroeconomic and financial
stability in an environment of sustained
high growth of the economy in the future
would, however, depend critically on
policies relating to oil prices,
diversification of agriculture, improvement
in urban infrastructure, determined
measures for fiscal consolidation and,
above all, on the continuation of the
positive investment climate in the country.



