I1. Agyregate Demamd*

Of late, there are signs of agyregate demand softening
reflecting a combination of factors including monetary
tightening, hindrvances to execution of projects and
deteriorating business confidence. Corporate investment
intentions in new projects declined sharply since Q3 of
2010-11 and vemain subdued. Private consumption has
started to dampen with rising intevest rates, but is still
reasonably strong. However, risks to demand
management persist from overshooting of government
expenditures. With investment falling more than
anticipated, and consumption rvesponding less than
intended, there is a need to rebalance private as well as
government spending from consumption towards
investment to sustain potential output growth.

Falling investment a concern as it lowers
potential output

II.1 There is growing evidence of investment
decelerating. Information from the corporate sector,
the banking system's capex funding, housing
transactions as well as falling construction activity
suggest that investment has been adversely impacted.
Project finance data received from 33 major banks/
financial institutions also indicates a decline in
investment intention in Q1 of 2011-12. During the
quarter, 135 projects were sanctioned assistance
amounting to about 80,300 crore as against 195
projects sanctioned assistance worth 31,42,800 crore
during the corresponding quarter of the previous year.
With corporate fixed investment having already
declined in the second half of 2010-11, a further drop
this year could reduce the pipeline investment in 2012-
13 and impact potential growth ahead.

I1.2 Some softening in investment demand was
anticipated with significant monetary policy tightening
since February 2010. However, the fall was aggravated
by a combination of factors. Non-monetary factors, such
as hindrances to execution and uncertainty about the
global economy appear to have significantly impacted
investment climate. There are risks of global factors
causing further erosion in investment levels.
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Investment in the power sector has been impacted by
concerns relating to coal supply and financials of State
Electricity Boards. However, improvements in
execution could see road investments pick up ahead
as the National Highways Authority of India tendering
is proceeding at an impressive rate in the current year.

External demand likely to weaken

I1.3 Aggregate demand may remain weak in the second
half of 2011-12 as external demand is likely to weaken
as a result of slowing global economy. Despite an
increase in the growth rate of net exports (as against a
contraction in the previous two quarters), the
contribution of net exports to aggregate demand
reduced even further in the first quarter of 2011-12.
The deterioration in the global economy in the recent
period and the growing uncertainty in the euro area
could adversely impact export demand going forward.

GDP growth improves even as private
consumption growth moderates

I.4 Expenditure-side GDP estimates showed an
improvement in growth during O1 of 2011-12. Real GDP
growth at market prices improved to 8.5 per cent during
Q1 of 2011-12 compared with 7.7 per cent observed in
the previous quarter, solely on account of the
investment component. Even so, the growth rates of
GDP at market prices and all its components were lower
in Q1 of 2011-12 than in the corresponding quarter of
the previous year (Table II.1).

IL.5 Private final consumption expenditure (PFCE), the
largest component of aggregate demand, moderated
during the first quarter of 2011-12. The moderation in
PFCE growth is mainly due to tapering of demand in
interest rate sensitive sectors. This is evident in the
slackening of growth in the consumer durables segment
of the IIP and, in particular, the dip in the sales of
passenger cars in recent months, reflecting the
combined impact of persistent inflationary pressures
and monetary policy actions. These factors seemed to
neutralise the impact of improved agriculture

*: Despite well-known limitations, expenditure side GDP data are being used as proxies for components of Aggregate Demand.
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Table IL.1: Expenditure Side of GDP (Base: 2004-05)

(Per cent)

Item 2009-10 2010-11 2010-11 2011-12

1 2 3 4 5 6 7 8

(Growth rate)

Real GDP at Market Prices 9.1 8.8 9.1 9.1 9.2 7.7 8.5

Total Final Consumption Expenditure 8.7 8.0 9.1 85 7.4 7.5 5.7
Private 73 8.6 9.5 8.9 8.6 8.0 6.3
Government 16.4 4.8 6.7 6.4 1.9 4.9 2.1

Gross Fixed Capital Formation 73 8.6 11.1 11.9 7.8 0.4 7.9

Change in Stocks 90.8 7.4 9.3 9.0 5.1 4.6 4.7

Net Exports 10.2 -15.3 333 14.1 -52.6 34.8 215

(Share in GDP)

Total Final Consumption Expenditure 70.1 69.5 72.8 71.0 723 63.1 70.9
Private 58.5 58.3 61.7 60.1 60.1 52.6 60.5
Government 11.6 11.2 11.1 10.9 12.2 10.5 10.4

Gross Fixed Capital Formation 32.0 32.0 31.4 32.7 30.5 32.1 31.2

Change in Stocks 3.5 3.5 3.6 3.6 33 3.4 3.5

Net Exports -7.2 5.6 7.7 -7.6 -3.8 3.9 8.6

Memo: R crore)

Real GDP at Market Prices 48,69,317 52,08,129 12,12,620 12,41,332 13,70,189 14,69,338 13,15,395

Q.E.: Quick Estimate. R.E.: Revised Estimate.

Note: As only major items are included in the table, data will not add up to 100.

Source: Central Statistics Office.

performance on rural demand. Government final
consumption expenditure also moderated in Q1 of
2011-12.

Sales growth remains healthy though profits
are under pressure

I.6 There was sustained growth in sales of select non-
financial non-government companies in Q1 of 2011-

12 reflecting strong demand, the deceleration in
consumption notwithstanding. Also, accumulation of
stock-in-trade as percentage of sales was lower in Q1
of 2011-12 as compared to that of the same period
previous year and the preceding quarter (Chart I.1 and
Table 11.2). However, OBICUS showed that finished
goods as well as raw material inventories increased
during O1 of 2011-12. Despite sustained growth in

Chart IL.1: Sales Growth and Change in Stock-in-Trade to Sales Ratio
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Table I1.2: Corporate Sector- Financial Performance

(Per cent)
Item 2010-11 2011-12
Qo1 Q2 Q3 04 o1
1 2 3 4 5 6
No. of Companies 2,426
(Growth rates in per cent)
Sales 24.6 18.9 17.5 20.7 22.5
Expenditure 29.0 20.1 19.5 22.8 23.0
Raw Material 37.2 21.6 20.8 252 27.7
Staff Cost 16.4 20.2 21.1 20.4 19.9
Operating profits 15.6 7.4 10.9 16.8 12.4
Other Income* 21.2 58.6 9.7 -20.8 40.8
Depreciation provision 19.8 17.2 14.3 14.8 9.8
Gross Profits 9.3 9.7 9.9 11.0 16.1
Interest payments 275 6.4 224 30.6 21.7
Profits after tax 3.8 39.0 9.6 14.0 6.2
(Ratios in per cent)
Change in stock# to Sales 2.6 0.8 1.4 23 13
Operating Profits to Sales 16.2 154 15.8 15.3 14.8
Gross Profits to Sales 13.7 13.5 13.5 13.4 13.0
Profits After Tax to Sales 8.6 10.9 8.4 8.6 7.4
Interest to Sales 2.8 2.6 2.6 25 2.8
Interest to Gross Profits 20.7 19.2 19.6 18.8 21.7
Interest Coverage (Times) 4.8 52 5.1 53 4.6

*: Other income excludes extraordinary income/expenditure if reported explicitly.

#: For companies reporting this item explicitly.

Note: Growth rates are percentage changes in the level for the period under reference over the corresponding period of the previous year for common

set of companies.

sales, there was lower growth in net profits compared
with the previous three quarters, largely on account of
higher input costs. Profit margins shrank and interest
payments formed 2.8 per cent of sales and 21.7 per
cent of gross profits in Q1 of 2011-12.

IL.7 In QI of 2011-12, large companies (sales greater
than 1,000 crore) reported the highest growth in sales
at 24.8 per cent, while their net profits rose by 8.5 per
cent. In contrast, small companies (sales less than 100
crore) registered decline in sales but registered 14.5
per cent growth in net profits. Profit margins of all
companies — large, medium and small - dipped
compared to the corresponding quarter of 2010-11.

I.8 In terms of sectoral breakdown, sales of
manufacturing companies were higher at 25 per cent
compared to those of IT companies (19 per cent) and
companies in the services sector (14 per cent). While
profit margins of manufacturing and non-IT services
companies dipped in Q1 of 2011-12 compared with the
corresponding quarter of last year, it remained the same
for IT companies.
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IL.9 Early results of 161 companies for Q2 of 2011-12
suggest that sales growth remains healthy. With
support from other income, the growth in net profits
is maintained (Table 11.3).

Fiscal slippages may complicate the task of
aggregate demand management

I1.10 The Central government's key deficit indicators
have widened during 2011-12 (April-August) in
comparison with the levels during the corresponding
period of the previous year. The deficit continues to
be higher during 2011-12 (April-August) even when
adjusted for receipts from spectrum auctions during
2010-11 (April-August) in excess of the budgeted
amount. The wider fiscal imbalances during the year
so far reflect a sharp deceleration in tax revenues. The
Centre's quarterly analysis of its own finances
attributes the deceleration in tax revenue to
frontloading of direct tax refunds, aimed at reducing
the pendency of claims in the current year (Chart I1.2).
The higher recovery of loans and decline in capital
expenditure, however, contained the deterioration in
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Table II.3: Early Results for Q2 of 2011-12

2010-11 2011-12
Indicator Q2 01 Q2
1 2 3 4
No. of companies 161*
Growth rate (Y-o-Y) in per cent

Sales 25.0 33.2 27.7
Expenditure 21.2 32.3 33.6

Raw Material 20.4 36.4 39.8

Staff Cost 23.7 29.7 21.3

Power and Fuel 413 45.9 225
Operating Profits 20.4 18.0 9.1
Other Income 28.3 55.0 113.3
Depreciation 20.5 4.4 1.0
Gross Profits 18.8 25.8 21.8
Interest 22.7 15.6 22.4
Tax Provision 24.6 40.6 33.1
Net Profits 19.2 23.4 22.7

Ratio in per cent

Cost of raw material to Sales 65.2 68.5 68.9
Staff cost to Sales 8.8 83 8.5
Interest to Sales 1.2 1.0 1.2
Interest to Gross Profits 7.2 6.7 7.3
Interest Coverage 13.9 14.9 13.6
Operating Profits to Sales 19.4 17.0 16.6
Gross Profits to Sales 16.5 15.2 15.7
Net Profits to Sales 12.0 11.0 11.5

* ;. Of which 117 are manufacturing companies.

gross fiscal deficit (GFD) relative to that in revenue
deficit (RD) (Table 11.4).

I1.11 Current indications are that the Central
government's deficit targets for 2011-12 will be
breached. The fiscal position during the course of the
year will be shaped by the eventual growth outcome
and its impact on tax revenues as well as the
government's commitment towards controlling
expenditure, especially non-plan revenue expenditure.
Although total expenditure growth was lower during
2011-12 (April-August) than in the corresponding
period of 2010-11, it remained above the budgeted
growth. Furthermore, expenditure pressures from
petroleum subsidies are yet to be fully accounted for
in Central government finances during the year so far.
The first instalment of supplementary demand for
grants of the Central government presented in August
2011 did not provide for the additional allocation that
may be required for petroleum subsidies.

I1.12 These expenditure pressures, particularly on the
revenue account, could partially offset the impact of
demand compression. The previous quarter release of
this Report had cautioned about the likelihood of fiscal
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Chart I1.2: Direct Tax Refunds
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Source : Central Board of Direct Taxes, Ministry of Finance, Gol.

slippage in 2011-12. There is a possibility of Central
government missing its disinvestment target, which
would add to the pressures of achieving the budgeted
fiscal deficit for 2011-12. The Central government has
announced an additional borrowing of nearly ¥53,000
crore in the second half of 2011-12, taking into account
the shortfall in other sources of financing of fiscal
deficit, mainly National Small Savings Fund (NSSF) and
lower than budgeted opening cash balance.

Subsidies likely to overshoot budget
estimates

I1.13 During 2011-12 (April-August), the growth in
major subsidies, excluding compensation to Oil
Marketing Companies (OMCs) for under-recoveries,
was 1.5 per cent as against a decline budgeted for the
year as a whole. Non-plan expenditure of the Ministry
of Petroleum and Natural Gas which includes
compensation to OMCs for under-recoveries registered
y-0-y growth of 42 per cent during the period. According
to the Petroleum Planning and Analysis Cell (PPAC),
the under-recoveries reported by OMCs for the first
half of 2011-12 amounted to 364,900 crore. The per
unit under-recovery on sale of petroleum products has
been firming up since mid-September 2011, in line with
the weakening of the rupee notwithstanding some
interim decline in global crude oil prices (Chart I1.3).

[1.14 Based on the current assessment of under-
recoveries of OMCs for 2011-12 as a whole, expenditure
on petroleum subsidies could range between 0.74 per
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Table I1.4: Central Government Finances during April-August 2011

(X crore)

Item 2010-11 2011-12 April-August Percentage to Growth Rate

(RE) (BE) Amount Budget Estimates ( Per cent )
(Amount) 2010-11 2011-12 2010-11 2011-12 2010-11 2011-12
1 2 3 4 5 6 7 8 9
1. Revenue Receipts (i+ii) 7.83.833 7,89,892 2,90,799 1,88,550 42.6 23.9 85.0 -35.2
i) Tax Revenue (Net) 5,63,685 6,64,457 1,38,500 1,44,805 25.9 21.8 20.6 4.6
ii) Non-Tax Revenue 2,20,148 1,25,435 1,52,299 43,655 102.8 34.8 202.4 -71.3
2. Non-Debt Capital Receipts 31,745 55,020 5,479 10,144 12.1 18.4 42.9 85.1
3. Non-Plan Expenditure 821,552 8,16,182 3,11,249 3,40,215 42.3 41.7 26.9 9.3
of which
i) Interest Payments 2,40,757 2,67,986 85,621 1,00,243 34.4 37.4 18.7 17.1
ii) Food Subsidies 60,600 60,573 31,953 28,216 57.5 46.6 21.9 -11.7
iii) Fertiliser Subsidies 54,976 49,998 21,927 26,308 43.9 52.6 -19.2 20.0
iv) Petroleum Subsidies* 3,386 3,640 858 1,034 27.6 28.4 4.5 20.5
(3,85,21) (2,36,76) (14,8606) (21,043)

4. Plan Expenditure 3,95,024 4,41,547 1,36,454 1,32,002 36.6 29.9 39.2 3.3
5. Revenue Expenditure 10,53,677 10,97,162 391,151 4,18,550 40.8 38.1 253 7.0
6. Capital Expenditure 1,62,899 1,60,567 56,552 53,667 37.7 33.4 82.2 5.1
7. Total Expenditure 12,16,576 12,57,729 4,47,703 4,72,217 40.4 37.5 304 5.5
8. Revenue Deficit 2,69,844 3,07,270 100,352 2,30,000 36.3 74.9 -35.3 129.2
(1,71,614) (62.1) (10.7) (34.0)
9. Gross Fiscal Deficit 4,00,998 4,12,817 1,51,425 2,73,523 39.7 66.3 -16.9 80.6
(2,22,687) (58.4) (22.2) (22.8)
10. Gross Primary Deficit 1,60,241 1,44,831 65,804 1,73,280 49.6 119.6 -40.3 163.3

*

subsidies.

: Figures in parentheses include primarily compensation to Oil Marketing Companies for under-recoveries and post Administered Pricing Mechanism

Note: Figures in parentheses under items 8 and 9 are derived after adjusting for higher than budgeted one-off spectrum receipts during April-August 2010.

Source: Controller General of Accounts, Ministry of Finance.

centand 0.87 per cent of GDP depending on the extent
of burden sharing by the Central government as
compared with the budget estimate of 0.26 per cent of
GDP for 2011-12. The subdued growth in revenue
receipts may pose a risk of spillover of the current year's
petroleum subsidy burden to the next year. On the

other hand, if the international crude oil prices decline
in response to sluggish global demand, the under-
recoveries may be contained, easing the petroleum
subsidy burden.

I1.15 There are further upside risks to GFD on account
of revenue shortfall for the Centre of around 0.29 per

Chart II.3: Under Recoveries of Oil Marketing Companies per Unit of Product
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Source: PPAC, Ministry of Petroleum and Natural Gas, Gol.
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Table IL5 : Key Fiscal Indicators

(Per cent to GDP)

Year Primary Deficit Revenue Deficit Gross Fiscal deficit Outstanding Liabilities#
1 2 3 4 5
Centre
2009-10 3.1 52 6.4 53.7
2010-11 RE 2.0 3.4 5.1 49.9
2011-12 BE 1.6 3.4 4.6 48.5
States*

2009-10 1.2 0.5 2.9 25.0
2010-11 RE 1.0 0.3 2.6 23.0
2011-12 BE 0.7 -0.2 2.2 22.4
Combined
2009-10 4.5 5.6 9.3 69.2
2010-11 RE 3.2 3.7 7.7 64.3
2011-12 BE 2.4 3.2 6.8 63.0

RE: Revised Estimates. BE: Budget Estimates.

#: Includes external liabilities of the Centre calculated at historical exchange rate.
*; Data are provisional and based on budgets of 28 State governments of which five are Vote on Account.

Source: Budget documents of the Central and State governments.

cent of GDP due to changes in the duty structure of
petroleum products. Similarly, there are signs of
pressures emerging in respect of expenditures on
fertiliser subsidies, evident from the data on Central
government finances during April-August 2011.

State finances expected to remain on track

I1.16 The States resumed fiscal consolidation in 2010-
11 and have budgeted to carry it forward during 2011-
12. At a consolidated level, the revenue account is
budgeted to turn into surplus in the current year after
remaining in deficit during the previous two years and
the GFD-GDP ratio is expected to decline further (Table
I1.5). The fiscal correction in 2011-12 is expected
primarily on the basis of budgeted decline in revenue
expenditures. It may be noted that 12 States announced
reduction in rates of value added tax (VAT) on
petroleum products during June-July 2011 to provide
relief to the consumers in the wake of upward revision
in administered prices on select petroleum products.
During 2011-12 (April-August), States received lower
grants from the Centre than a year ago, even though
tax devolution has been on track.

I1.17 The small savings collections under NSSF
witnessed a net outflow of 5,485 crore during April-
August 2011 as against a net inflow of 325,291 crore
during the corresponding period of the previous year.
This has affected NSSF's contribution to financing
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State governments' GFD. As a result, State
governments' reliance on market borrowings during
2011-12 (April-September) was higher than a year ago.
The surplus cash balances of State governments invested
in the Central government's Treasury Bills as on
October 14, 2011 were, however, higher than a year ago.

Need to rebalance government spending to
support investment

I1.18 The sharp slowdown in investment can affect
growth going forward. Hindrances to execution of
projects and problems relating to land acquisition
seem to be affecting investor sentiments.
Consumption demand has started to fall for interest
rate sensitive sectors, but this is in line with the near-
term policy objective of dampening inflation. Given
the growth outlook, there is a risk of not meeting the
tax collection target. With oil prices remaining at
elevated levels, the subsidy burden of the Government
is expected to be much higher than budgeted. Hence,
the process of fiscal consolidation is likely to suffer a
setback. Fiscal slippage would further complicate
management of aggregate demand. A possible
crowding out of private investment will pose stronger
downside risks to growth. This can be addressed by
rebalancing government spending from consumption
to investment at this critical juncture and by putting
in place complementary policies to support
investment.
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