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FORECAST HIGHLIGHTS

For 2003-04, GDP growth is estimated by us to be 7.6 percent as against 8.1 per cent
as per CSO Advance Estimates. In part, this is due to what is argued to be an
overstatement of the decline in agricultural GDP due to drought conditions in 2002-
03 and the consequent under statement of the base for the CSO growth estimates for
2003-04.

With normal monsoons, GDP growth is forecast to be 6.6 percent in2004-05 and 6.8
in 2005-06. Varying the assumptions about rainfall conditions in 2004-05 and 2005-
06 yield GDP growth rates of between 5.6 and 6.9 percent for 2004-05 and between
5.7 and 7.7 percent for 2005-06.

In the external sector, exports are forecast to grow at close to 15 percent in dollar
terms in both 2004-05 and 2005-06, somewhat below the 17.7 percent growth in
2003-04. Growth in imports too is expected to dow down to around 20 percent in
2004-05 and 2005-06 compared to the 25 percent growth in 2003-04. The trade
deficit is forecast to nearly double from US $ 16.6 billion in 2003-04 to US $ 32.2
billion in 2005-06.

Deficit on merchandise trade is offset by the growth in net invisibles to yield a
current account surplus. The size of the surplus, however, is forecast to decline to
US $ 3.2 billion in 2005-06 from US $ 4.9 billion in 2003-04.

Price inflation based on WPI is forecast to stay close to 5 percent in 2004-05 and
2005-06 and that based on CPI to stay well below 4 per cent.

These forecasts, developed as part of World Project LINK, are based on the CDE-DSE Macroeconometric
Model for India. This model is maintained, updated and evaluated at the Centre for Development Economics,
Delhi School of Economics by Professors K. Sundaram and Pami Dua of the Delhi School of Economics and
Ms Vineeta (Lecturer in Economics, Kirori Mal College, DU and Research Associate in the Project), with the
active support of Professor K.Krishnamurty (ASCI, Hyderabad) and Professor V. Pandit (Sri Sathya Sai Institute
of Higher Learning, Prasanthinilayam).



Section 1: A Review of Developments

GDP Growth

After witnessing a sharp decline in the rates of growth of real GDP in the aggregate and in the
component sectors and negative growth in agriculture, in 2002-03, the economy posted high GDP
growth in the fiscd year 2003-04. This accelerated growth has been fuelled by good monsoons
boosting agricultural output from a drought-hit low in 2002-03 and better capacity utilization thanks
to a recovery in investment demand and a faster growth in consumer demand aided by low interest
rates. On the externa front, the economy witnessed a surplus on the current account with the rupee
heading strong against the US dallar.

As per the Quarterly Estimates of GDP recently released by the Central Statistical Organization, the
Indian economy has had a spectacular growth in amost al the sectors placing India among the fastest
growing economies in the world.

Quarter three (year-on-year) growth rate for the agricultural sector stood at 16.9 percent, for
manufacturing at 7.4 percent, 5.2 percent for eectricity, gas and water supply, 5.1 percent for
congtruction, 13.1 percent for trade, hotels, transport and communication, and 7.7 percent for
financing, insurance, rea estate and business services and a 10.4 percent growth in total GDP. It may,
however, be noted that the stated high growth rates for the third quarter of 2003-04, as aso for the full
fiscal year (see below), have been achieved over a low base for the third quarter of 2002-03, when
agricultural GDP suffered a sizeable decline due to drought conditions. The size of that decline and
therefore of the rebound is further examined later in this report.

For thefull fiscal year, the rate of growth of aggregate GDP based on CSO’ s Advance Estimates for
2003-04 over 2001-02 is placed at 8.1 percent and at 8.2 percent for the first three-quarters taken
together.

GDP growth rates for the three quarters April through December and for the full fiscal year (based on

CSO’s Advance Estimates) for the component sectors are as below.

April-December Fiscal Year
2002-03  2003-04 |2002-03* 2003-04**
GDP at factor cost 4.1 8.2 4 8.1
Agriculture, forestry and fishing -4.8 9.4 -5.2 9.1
Mining and Quarrying 9.7 3.2 8.8 4
Manufacturing 5.9 7 6.2 7.1
Electricity, gas & water supply 4.3 4.3 3.8 5.4
Construction 8 5.7 7.3 6
Trade, hotels, transport& communication 6.8 11.5 7 10.9
Finance, Insurnc, real estate, business services 9.3 7.3 8.8 6.4
Community, social & personal services 6.1 5.3 5.8 5.9

* Quick Estimates
** Advance Estimates



For the first three quarters taken together, the growth of agricultural GDP is placed at 9.4 percent, and,
for the full fiscal year dightly lower at 9.1 percent, with both estimates taken on a base affected by
drought conditions in 2002-03.

The industrial sector too, has shown accelerated growth on the back of a strong recovery in 2002-03
after a sharp dowdown in the fiscal year 2001-02. In line with the movements in 1P, for the fiscal
year 2003-04 the CSO's Advance Estimates place the growth in manufacturing GDP at 7.1 percent
with mining and quarrying growing at 4.0 percent, electricity, gas and water supply at 5.4 percent,
and, congtruction at 6.0 percent. The growth estimates for the full fisca year reflect a significant
acceleration over the estimates for the first three-quarters in respect of eectricity, gas and water
supply, and a smdler rise in the case of mining and quarrying and construction.

For the services sector, the component-wise growth rates were reported at 10.9 percent for trade,
hotels, transport and communication, 6.4 percent for finance, insurance, real estate and business
services and 5.9 percent for community, social and persona services. These rates are somewhat lower
than those for the first three quarters taken together in respect of trade, hotels, transport and
communications, as well as finance, insurance, rea estate and business services, and somewhat higher

in the case of community, socia and personal services.

Policy Stance

The monetary policy stance of the Reserve Bank of India continued to focus on ensuring adequate
liquidity to meet credit growth and support investment demand in the economy with a policy
preference for soft interest rates while continuing a vigil on movements in the price level. There is
aso a stated commitment to imparting greater flexibility to the interest rate structure in the medium
term. Towards these goals, the RBI has utilized an array of discretionary instruments. These include
changes in reserve requirements (a cut of 25 basis pointsin CRR to 4.5 percent of banks net demand
and time liabilities; June 14, 2003), open market operations (50 basis points cut in the repo rate to 4.5
percent; August 25, 2003) and interest rate signas in the form of changes in the bank rate to 6
percent(April 29, 2003).

The RBI has resorted to absorbing excess liquidity owing to large and persistent capitd inflows,
through a policy mix d outright Open Market Operations (OMO) and sales and repos under the
Liquidity Adjustment Facility (LAF). Lately, the RBI has adso sought to use dternative instruments
like the Market Stabilization Bonds ( MSBs) which act as aquas CRR hike.

External Sector

During the year under review, there has been a significant appreciation of the Indian rupee vis-a-vis
the US doallar, while there has been a measure of depreciation vis-a-vis the Euro and the Yen. The
trade-weighted NEER has shown a small depreciation over the year. The year under review has aso



witnessed a sizeable accumulation of foreign exchange reserves, and currently (at the end of March

12, 2004) India holds US$ 109.6 hillion in reserves.
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While foreign direct investment and foreign portfdio investment have grown steadily over the past
decade, the Indian economy has aso begun to observe surpluses on the current account from the fiscal
year 2001-02 after witnessing sustained deficits throughout the decade of the nineties. Thus, the

current account balance has become an incrementa factor in the accumulation of foreign exchange
reserves.
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Balance of payments data up to December 2003 also show a robust 45 percent growth ( an increase
of US $ 5.6 hillion) in invishle earnings to yield a current account surplus of $ 3.2 billion during
April-Dec 2003.

Current Account Components
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On the trade front, DGCI S data for the period April-March 2004 indicate robust growth of both
merchandise exports at 17.3 percent in US $ terms and merchandise imports at 25 percent over the
levelsfor April-March 2002-03.



. L ooking Ahead: National Policy Assumptions and I nternational Environment

Various national and international assumptions on key variables relating to nationa policy

and the internationa economic environment are required for implementing the structura

macro-econometric model underlying these forecasts. They relate to domestic weather

conditions, domestic money supply, non-food credit, wholesale price of fuel, exports of POL

etc; and further assumptions on world trade volume and unit values. These are listed below in

Table 1.
Table 1
Forecast Assumptions
2004 2005 2006
1. Weather Above Normal Normal
Normal
2. Share of Total Public Investment in GDP(%) 1.24 7.15 7.05
3. Share of Infrastructurein Total Public 56.0 58.0 60.0
Investment (%)
4. Money Supply Growth Target(%) 14.0 140 140
5. Scheduled Comm. Bank Credit to Commercia 18.0 20.0 20.0
Sectors: Growth Target(%)
6. Wholesale Price of Fuel Growth Target (%) 6.6 55 50
7. Exportsof POL (in billion dollars) 250 2.60 2.70
8. Index of Procurement Price of 20 204 210
Wheat and Rice (1993-94=100)
Growth Target(%)

9. Gross Fiscal Deficit as % of GDPMP 12.00 10.80 10.00
10. Net Officia Transfers(in bn dolars) 0.25 0.25 0.25
11.GDP Growth in Middle East(%) # 3.75 7.80 4.00
12. Exchange Rate (Rs/USD): Policy Target 45.80 44.80 45.00
13.Growth of World Trade Volume(%6) 7.50 7.00 6.50
14. Change in World Trade Unit Values(%) $

Total 2.00 2.00 150

Edible

Products 112 1.00 1.00

Material 5.00 -1.04 -1.00

Qil 234 -6.10 -5.70

Manufactures 2.00 2.00 1.00

# The growth rates on GDP of the Middle East are based on UN World Economic Prospects, Jan 2004.
$ Thetrade assumptionsrelate to therelevant calendar year and feed into the forecasts for the fiscal year beginning April.



The other nationa policy assumptions relate to money supply growth, the stipulated growth in
commercial bank credit to commercia sectors, movements in the exchange rate, the level of gross
fiscal deficit, increases in the procurement prices for rice and wheat and the size and structure of
public sector investment.

Consider first the growth in broad money - M 3. We have assumed a 14 percent growth in
M3 for 2003-04, broadly in line with the redized M3 growth in the fiscd year. A similar policy
stance with aM3 growth at 14 percent each is assumed for the fiscal years 2004-05 and 2005-06. Itis
also assumed that bank credit to commercial sectors would grow a 18 percent in 2003-04 and
thereafter at 20 percent in the fiscal years 2004-05 and 2005-06.

Asregards IPPWR (Index of Procurement Price of Wheat and Rice), it isassumed that this
will grow at about 2 percent per annum, with no specia “incentives’ for drought coming into the

picture because of a good agricultural performance.

As regards the Gross Fiscal Deficit, the budgets for fiscal year 2003-04 placed the combined
GFD of the Centre and States at 12.0 percent of the GDP. In line with the expressed intention to
reduce the GFD/GDP ratio, our forecasts for 2004-05 and 2005-06 are built on the assumption that the
nominal gross fisca deficit would be 10.8 percent of GDP in 2004-05 and reach the 10.0 percent level
in 2005-06.

As regards public investment, the Quick Estimates for 2002-03 revead a modest growth of
public investment of 7.2 percent in nominal terms over the levels realized in the previous fiscal year.
Our broad judgement is that, at least for the forecast period, resource constraints will limit the growth
in public investment to about 7 percent per annum in nomind terms. However, in terms of
composition, we expect an increase in the share of infrastructure sector activities by 2 percentage

points each year.

The exchange rate of the Indian Rupee vis-a-vis the US dollar has shown a trend towards
appreciation with respect to the dollar during the fisca year 2003-04. From the average level d
Rs.48.39 for 2002-03, on the basis of currently available trade data (up to February 2004) the average
value of the rupee-dollar rate for the fiscal year 2003-04 is placed at 45.8. Given the rupee-dollar rate
underlying exports in February 2004 (45.3), a smal appreciation to 44.80 for 2004-05 appears
plausible. On a judgement that strong GDP growth with emerging inflationary pressures in the US
economy raises the possibility of arise in the US interest rates, we expect the current trend towards



gppreciation of the rupee vis-a-vis the US dollar to be arrested and possibly reversed, and have
assumed a rupee-dollar rate of 45.00 for the fiscal year 2005-06.

The assumptions about GDP growth in the Middle East (rather, West Asian Oil Exporting
Countries) and the year-on-year growth in world trade volume and world trade unit values are the
latest set of LINK assumptions and pertain to the caendar year 2004, 2005 and 2006. For World
Trade Unit Vauesin respect of Oil, we have assumed that during the calendar year 2004 the oil prices
would be, on the average about 2.3 percent higher and that, from that level they would decline by
roughly 6.1 percent in 2005 and by 5.7 percent in 2006 to reach levels roughly at par with the average
for the calendar year 2003-04.



[I1.  Forecasts

We turn now to our estimates/forecasts for the year ending 31% March 2004 (fiscal 2003-04)
and the two years ahead (2004-05 and 2005-06).

Current trends and forecasts of maor macroeconomic variables for the period 2002-03
through 2005-06 are reported in Table 2. For greater clarity, the presentation takes two forms. For al
the variables we report both forecast values as well as the latest officia available valuesin levels for
2002-03. For the remaining three years 2003-04, 2004-05 and 2005-06 only rates of increase on
model forecast values are given. Current account balance is however reported for al yearsin current
billion US dollars. Clearly, dl results have to be seen dong with mgor assumptions as reported in
Table 1. With thisintroduction let us turn to the actual forecasts.

Table?2
Forecastsfor Major Economic Indicators

Variable Level Forecast level Y-O-Y Increase (%)
2002-03 2002-03 2003-04 2004-2005 2005-06
Real GDP: RsBillion 13183.21 13045.48 7.59 6.56 6.80

(at 1993-94 prices)

Value Added in 4783.77 4687.88 6.55 7.44 7.70
Industry: Rs Billion
(at 1993-94 Prices)

Real Private Consumption: 8972.43 8931.64 5.37 531 5.52
Rs. Billion (at 1993-94 Prices)

Real Government N.A 1825.73 6.36 7.01 6.98
Consumption

Expenditure: Rs. Billions

(at 1993-94 Prices)

Real Private Corporate 840.92 822.80 5.06 11.74 11.87
Investment: Rs. Billion
(at 1993-94 Prices)

Wholesal e Price Index: 166.8 166.22 5.54 5.07 511
(at 1993-94 prices)

Wholesale Price Nonfuel 154.96 154.04 5.23 4.96 5.14
(at 1993-94 prices)

Consumer Price Index 186.8 186.66 3.77 3.30 3.05
(at 1993-94=100)

Exports:DGCI & S 52.72 52.46 17.73 14.73 14.80
(Billion US Daollars)

Imports: DGCI & S 61.41 62.70 25.01 19.93 20.73
(Billion US Dallars)

C/A Balance: RBI* 414 4.21 4.88 4.16 324

* Levelsin billion USDollars
Termsin bracket represent Y-on-Y increase with our forecasts for 2002-03 as the base



GDP and its Components

The forecast for the overall GDP indicates that the growth rates for 2003-04 would be 7.6
percent, 6.6 percent for 2004-05 and 6.80 percent for 2005-06.

GDP Forecasts
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The industry break up of the aggregate GDP shows that agricultural sector which, we estimate
would grow at 8.6 percent during 2003-04, is forecast to grow at 2.5 percent in 2004-05 and 2.66
percent in 2005-06 on the assumption that norma weether conditions would prevail in both years.
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Note that our growth rate for 2003-04 at 7.6 percent is lower than the 8.1 percent growth
shown in the Advance Estimates released by the CSO and the 8.2 percent growth in the first three
quarters of 2003-04 as per the quarterly estimates released by CSO.
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In assessing the CSO estimates of growth rates for 2003-04, the level estimates for 2002-03
which provide the base for these growth estimates need a careful review. Specifically as per the quick
estimates of the CSO, agricultural GDP has recorded a 5.2 percent decline over the preceding
year, with overall GDP growth being knocked down to 4 percent from 4.4 percent earlier.

Table3

Real GDP Growth

Y-O-Y Increase

Rs. Billion
At 1993-94 Prices (%)
2002-03 2003-04 2004-05 2005-06

Total GDP A 13045.48 759 6.56 6.80
B 1318321

Agriculture A 2919.44 857 254 2.66
B 2893.86

Manufacturing A 2255.04 7.03 7.68 7.79
B 2270.35

Infragtructure A 2432.84 6.10 722 761
B 251342

Industry A 4687.88 6.55 7.44 7.70
B 478377

Services A 4650.86 827 820 8.33
B 472458

A- Current Forecast

B- Latest Available Official Estimate.

Infrastructure- includes Mining and Quarrying, Construction, Electricity, Gas & Water and Transport etc.
Industry=Infrastructure+ Manufacturing

Services=Other Services+ Trade, hotels, transport

The y-0-y growth rates have as base on our forecasts for 2002-03.

In our reckoning the downturn in agriculture for 2002-03 will be under 2.5 percent. Since this
is the key factor underlying the difference between our forecasts for aggregate GDP growth for 2003-

04 and the Advance Estimates of CSO, a few further comments are in order.
Fird, it is worth recaling that the drought conditions in 1987-88 (with which the fiscal year

2002-03 is being compared), resulted in a decline in agricultural GDP by 1.3 percent over the

preceding year's level.

In fact, over the period 1980-81 through 2001-02, in years characterized by

adverse weather, the decline in agricultural GDP (over the preceding year) has ranged from 0.42
percent in 1999-2000 to 1.86 percent in 1997-98, so that a 5.2 percent decline indicated in the Revised

Estimates for 2002-03 appears to be way out of line.
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Second, 1987-88 was the second successive year of drought following asignificantly below-
norma monsoon in 1986-87 as well. So that, prima facie, the impact of deficient rainfall in 1987-88
may be expected to be sharper. Y et, even when we take 1985-86 — aweather-wise “normal” year — as
the base, the agricultural GDP in 1987-88 was lower than that in 1985-86 by alittle under 2 percent.

Thirdly, since the mid 1980s considerable gains have been made in providing irrigation cover
for agricultura crops, both foodgrains and non-foodgrain crops.

The proportion of cropped area under foodgrains as a group that is irrigated has increased
from 33.5 percent in 1987-88 to 42.4 percent in 1998-99. By 2002-03 this proportion would have
risen further. For oil seeds also the proportion irrigated has gone up from 20.6 percent to 23.2 percent
and for cotton from 32.0 percent to 34.9 percent between 1987-88 and 1998-99. The greater extent of
irrigation cover should also dampen the adverse effect of short fal in rainfal on agricultural output
and value added. To reflect this, we constructed a rainfall-deficiency index that factors-in the growth
in irrigation cover, and this rainfal deficiency index is used as a key variable to forecast the output of
kharif foodgrains, rabi foodgrains and non-food crops.

A mapping of the rainfal deficiency index for a year with the percentage change in
agricultura GDP (over the previous year) brings out an interesting picture. |f the CSO estimates for
agricultural GDPin 2002-03 ar e accepted, then, it would imply that, relativeto 1987-88, amuch
smaller deficiency in rainfall (an index value-5.4 relativeto—8.7 in 1987-88) hascaused amuch
greater reduction in agricultural GDP (-5.2 per cent in 2002-03 as against —1.3 per cent in 1987-
88 relative to 1986-87 and —1.96 per cent relative to 1985-86.)

1981 1986 1987 1988 1989 2000 2001 2002 2003

20 S
o 0
«© -
§ 15 A &
©
= T} ©
= © ~
% © ©
o
(o)
Q\O
ﬁ; T T T
= ) N~ o
5 ™ ™ <
; - < - 2 S
o {
g o 2 . i
c ! )
B
°
S

B Rainfall Index OGrowth rate of Agricultural GDP

It is our assessment that the quick estimates for 2002-03 are overestimating the
decline in agricultural GDP, and thereby moderating the growth in overall GDP in



2002-03. By doing so, the Advance Estimates for 2003-04 also overestimate the likely
GDP growth in 2003-04. As per our mode estimates the decline in agriculturd GDP in
2002-03 would be of the order of 2.4 percent. Consequently, the overdl GDP growth in
2002-03 (over 2001-02) is placed by us at 4.4. On the higher base, our forecasts that have
factored-in the rainfall conditions in 2003-04 indicate a growth of 8.6 percent in
agricultural GDP with the overall GDP growth placed at 7.6 percent for the fiscal year

2003-04.

Our forecasts for 2004-05 and 2005-06 are based on the assumption of hormal monsoon
conditions prevailing in both years. They indicate that overal GDP growth would be 6.6 and 6.80
percent respectively. How will these forecasts change if the assumptions about monsoon rains are
altered?

To examine the sendtivity of our forecasts for the growth of agriculturad GDP and of total
GDP to variations in rainfal conditions, we ran a set of smulations by dtering the assumptions about
the weather conditions in fiscal years 2004-05 and 2005-06. As noted earlier, our baseline estimates of
GDP growth for 2004-05 (6.55 percent) and for 2005-06 (6.8 percent) are premised on the assumption
of monsoons being normal in both 2004-05 and 2005-06.

In the first smulation, we assume that 2004-05 would be as good as 2003-04 in terms of
ranfdl, with rainfal conditions in 2005-06 assumed to be norma as in the baserun. The second
smulation dters the assumption for 2004-05 for rainfal, which is assumed to be as bad as it was in
2002-03, with 2005-06 again assumed to be a normal year as before. In the final set of smulations,
rainfall conditions for 2005-06 are assumed to be above normal and at par with conditions in 2003-04.
The results are tabulated below.

Years Rate of Growth of Assumption/Growth Rates

2003-04 Actuals Actuals | Actuals
Agriculture 8.57 8.57 8.57
GDP 7.59 7.59 7.59

2004-05 Good Normal Bad
Agriculture 3.83 2.54 -1.20
GDP 6.89 6.56 5.59

2005-06* Normal Normal Normal
Agriculture 1.68 2.66 5.65
GDP 6.58 6.80 7.42

2005-06** Good Good Good
Agriculture 2.92 3.91 6.95
GDP 6.90 7.11 7.74

2005-06*** Bad Bad Bad
Agriculture -1.93 -0.99 1.86
GDP 5.67 5.88 6.50

*  2005-06 assumed to be normal with different assumptions on 2004-05.
**  2005-06 assumed to be good with different assumptions on 2004-05.
*** 2005-06 assumed to be bad with different assumptions on 2004-05.
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The simulations define a range within which the rates of growth of agricultura GDP and
aggregate GDP would lie when the weather conditions are atered. Replication of the 2002-03
weather conditions in 2004-05 reaults in a decline of only 1.2 percent over the 2003-04 levels. Thisis
in line with our assessment that the decline in agricultura GDP in 2002-03 (over 2001-02) is likely to
have been significantly smaller than indicated by CSO's Quick Estimates for 2002-03.

It is equaly noteworthy that, even on the assumption of monsoon conditions in 2004-05
remaining as favourable as in 2003-04, the rate of growth of agricultural GDP in 2004-05, is only
raised to 3.8 percent from 2.5 percent on the assumption of normal monsoons in 2004-05. The overall
GDP growth, even with the assumption of rainsin 2004-05 being as good asin 2003-04, at 6.9
percent iswell below 7 percent.

A return to normal rainfall conditions in 2005-06, from a good monsoon in 2004-05
(because of the base effect) lower s the agricultural and total GDP growth ratesto 1.7 and 6.6 percent
respectively. On a base affected by bad monsoons in 2004-05, the agricultural GDP & total GDP
growth rates rebound to 5.7 and 7.4 percent respectively. If, on the lower base set by the adverse
monsoon conditions in 2004-05, the rainfal conditions in 2005-06 are good and at par with 2003-04,
the growth rate of agriculturd GDP and aggregate GDP in 2005-06 would be, respectively, 6.95
percent and 7.7 percent.

Thus, the above exercise defines the range within which the growth rate of aggregate GDP is
likely to stay. So that in all the three years 2003-04 thr ough 2005-06 the overall GDP growth,
ranging between 7.6 percent (in 2003-04) & 6.6 per cent in 2005-06 on the assumption of above
normal rainfall in 2004-05 & normal rainfall in 2005-06 would be below the 8 percent tar get.
Thisremainstrueeven when we assumethat monsoon conditionsin 2005-06 areasfavor ableas
they werein 2003-04.

The forecast for Industry as awhole (i.e. Manufacturing plus the Infrastructure sector), for
2003-04 stands at 6.6 percent. These estimates are in line with the growth in IIP for the April —
February 2003-04 period. This is forecast to grow at 7.5 percent in 2004-05 and at 7.7 percent in

Industry Components
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2005-06. The forecast growth rates of the two components are presented in the graph.

In discussing the growth performance of the Ser vices sector, we need to consider separately
the GDP originating in public administration and defence and the GDP-contribution of other services
- trade, hotels and restaurants, transport and communication; finance, insurance, red estate and
business services; and, aresidua category of community and personal services.

Our forecasts for the services sector (other than public administration and defence) for 2003-
04 stand at 8.3 percent growth over 2002-03, and at 8.2 percent for 2004-05 and 8.33 percent for
2005-06.

Of the 8.3 percent growth in total services in 2003-04 over 2002-03, the growth of the
component trade, hotels and restaurants and transport and communications is placed by us at 8.3
percent and other services at 8.1 percent. The CSO Advance Estimates for 2003-04 for the sector
Trade, Hotels, Transport and Communication, however, indicate the rate of growth to be 10.9 percent
over 2002-03, which appears less than convincing when we examine it by components.

One, trade based service activities must be broadly in line with the commodity producing
sectors, namely, agriculture, manufacturing and infrastructure. Taking these sectors collectively, the
combined rate of growth for 2003-04 over 2002-03 works out to be approximately 8 percent.

Two, the transport subsector in part consists of railway traffic (showing 5.5 percent growth in
net tonne kilometers and 3.7 percent in passenger kilometers) and cargo handled at major ports
(showing 7.5 percent growth). As regards road transport & telecommunications, simple
extrapolations from growth in number of Commercia vehicles & in telephone connections to GDP-
originating in the two sectors that would appear to underlie CSO's Advance Estimates, would be quite
inappropriate.

The second component in the services sector, public administration and defence, shows a
growth rate of 6.1 percent in 2003-04 over 2002-03; of 6.6 percent in 2004-05 and 7.1 percent in
2005-06.

Going back to Table 2 let us have a look a the movements in components of aggregate
demand, focusing on domestic demand. The important point to observe here is that growth of red
private corporate sector investment, after sowing down to nearly 3 percent in 2002-03, is expected to
grow at 5.1 percent 2003-04, 11.74 percent in 2004-05 and 11.9 percent in 2005-06. The combination
of consumption led demand and lower interest rate regimes has led to opportunities for fresh capacity
creation. This should once again raise the possibility of faster growth in the coming years.

On the other hand growth of rea government finad consumption expenditure (GFCE) had
accderated significantly from 2.4 percent in 2001-02 to nearly 6 percent in 2002-03. 1n 2003-04 they
maintain a small acceleration to 6.4 percent and further to 7.0 percent in 2004-05 and 6.98 percent in
2005-06. As for private final consumption expenditure (PFCE), the forecast rate of growth for 2003-
04 is 5.4 percent, in line with a sarp rise in the aggregate GDP. In 2004-05 and 2005-06 it will be
range bound between 5.3 to 5.5 percent.
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As for private final consumption expenditure (PFCE), the forecast rate of growth for 2003-04
is 5.4 percent, in line with a sharp rise in the aggregate GDP. In 2004-05 and 2005-06 it will be range

bound between 5.3 to 5.5 percent.
Turning now to price trends (Table 4), we first note that the our experience over the past

sevenreight years shows that a 4 to 5 percent annua increase in the wholesale pice index of al

commodities with seasonal variations has come to stay.

Table4
WPI Based Inflation Rates. Percent Increasein Annual Averages

2002-03 2003-04 2004-05 2005-06
Agricultura A 177.00 482 384 3.87
Commodities B 175.27
Manufacturing A 146.28 545 542 5.65
B 148.10
All Commodities A 166.22 5.54 5.07 511
B 166.80
Implicit A 173.46 453 448 452
GDP Deflator B 170.63
Consumer’s A 186.66 377 3.29 3.05
Price B 186.80
Index

A-Current Forecast

B-Latest Available Official Estimate
The y-0-y growth rates have as base our forecasts for 2002-03.
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The annua rate of WPI inflation (year-on-year) for the fiscal 2003-04 (based on 52-week
average ending March 27, 2004) turned out to be 5.4 percent. Our forecast estimates are dightly
higher at 5.5 percent, and both are substantialy higher than the 3.4 percent inflation in 2002-03. This
reflects the interplay of demand effects from faster GDP growth in 2003-04 and the lagged supply
side effects carried over from 2002-03.

Inflation Rates
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Among components, the forecast for WPl based inflation for the agricultural sector (4.8
percent) with the growth rate of WPI food articles (52 weeks average ending March 27, 2004) at alow
of 1.3 percent, while the WPI for non-food articles shows a sharp double digit rise of 12.4 percert.

The CPI inflation is expected to be 3.8 percent for 2003-04 over 2002-03, and then stay in a
narrow margin of 3.3 to 3.1 percent in the next two years. With a substantial weight in CPIIW,
movements in the price index for food articles tend to shape the movements in consumer price
inflation.

Consumer Price Inflation Rates
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This factor aso carries with it a downside risk. Successful containment of food-priceinflation
in the past several years has been made possible by the presence of large stocks of foodgrains with the
government. These have now been reduced substantialy. A couple of bad harvests can severely test
the ability of the government to manage food-price inflation by supply-side management. The
presence of large foreign exchange reserves, however, does provide some risk cover.

One segment of the economy where the overall performance continues to be satisfactory isthe
external sector. The near stagnation of export earnings in 2001-02 has been followed by an
estimated 19 percent growth in the last fiscal (2002-03). Our forecasts, in line with the latest available
data, indicate that export growth in 2003-04 while not being as high as in 2002-03, would be strong at
17.7 percent, with a large part attributable to exports of manufactured goods (SITC 59). This has
been realized against the background of Indian rupee appreciating against the US dollar though a
measure of relief has been available in the shape of depreciation against the Euro and the Y en. Despite
the likelihood of the rupee appreciating further againgt the US dollar, export growth is expected to be
fairly robust at 14.7 percent in 2004-05 and at 14.8 percent in 2005-06.

Table5
Merchandise Trade Flows. DGCI & S

(Billion US Dallars)

2002-03 2003-04 2004-05 2005-06
Tota Exports A 52.46 61.76(17.73) 70.86(14.73) 81.35(14.80)
B 52.72
Export of A 38.11 44.58(16.99) 51.13(14.69) 58.62(14.66)
Manufactures B 38.40
Total Imports A 62.70 78.38(25.01) 94.01 (19.93) 113.50(20.73)
B 61.41
Import of A 17.59 20.37 (15.81) 23.50(15.37) 27.08(15.25)
POL Products B 17.65
Trade A -10.24 -16.62 -23.15 -32.15
Balance B -9.05

A-Current Forecast
B-Latest Available Official Estimate
Termsin bracket represent Y-on-Y increase with our forecasts for 2002-03 as the base



Commensurate with the high rate of growth in aggregate GDP imports in 2003-04 are forecast to
grow at 25 percent. Among the components, non-oil imports record a faster growth than oil imports.
Trade deficit is forecast to widen from 16.6 billion US dollars in 2003-04 to nearly 32.2 hbillion US
dollars by the end of 2005-06.

Table6

Balance of Payments. RBI

(Billion US Dallars)

2002-03 2003-04 2004-05 2005-06

Export A 53.90 66.59 (23.54) 75.87(13.94) 85.57(12.78)
Earnings B 5251
Import A 67.57 84.82(25.54) 101.51(19.67) 122.08(20.26)
Bill B 65.42
Net Invisbles A 17.87 2311 29.80 39.64

B 17.04
Current A 421 4.88 4.16 324
A/CBadance B 4.14
Exchange 48.39 45.80 44.80 45,00
Rate( Rs/USD)

A-Current Forecast

B-Latest Available Official Estimate
Termsin bracket represent Y-on-Y increase with our forecasts for 2002-03 as the base
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The current account is forecast to remain in a comfortable surplus situation throughout the forecast
period, from 2003-04 to 2005-06. However, the size of the surplus is forecast to decline. Even with an
enormous rise in the import growth rates, the growth in net invisibles has been sufficient to yield a net
surplus on the current account of US $ 4.9 billion in 2003-04. Broadly, the same holds for 2004-05
and 2005-06, but with a reduction in the size of the surplus to US $ 4.2 billion in 2004-05 and further
to US $ 3.2 hillion in 2005-06.

Conclusion

Our Forecasts of GDP growth for 2003-04 at 7.6 percent is below the current CSO estimates of over 8
percent because of the differencesin our assessment about the extent of decline in agricultural GDP in
2002-03 and because the CSO's estimates of growth in GDP in the Trade, Hotels, Transport &
Telecommunications appear to be on the high side.

For 2004-05, on the Forecast levels for 203-04, depending on the assumptions about monsoons, the
GDP growth will lie in a band between 5.6 percent if the rainfall deficiency was as bad as 2002-03 to
6.9 percent if 2004-05 has as good a monsoon as in 2003-04. If rainfdl is norma,, then it would be
6.6 percent. Assuming norma monsoons for 2005-06, depending on the outcome for 2004-05, GDP
growth in 2005-06 will lie in a range between 7.4 and 6.6 percent. Even with monsoon conditions in
2005-06 remaining as favorable as in 2003-04, GDP growth in 2005-06 too is forecast to grow at 7.7
percent only.

In all cases, for all thethreeyears, the growth in GDP isforecast to be below 8 percent.

WPI based inflation rates, however, will be contained a 5 percent both in 2004-05 and in 2005-06,
while consumer price inflation is forecast to be well below 4 percent in both years. Moderate price
inflation with per capita income growth close to or above 5 percent per annum can be expected to

make a measurable impact on poverty in India



