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Executive Summary

RECENT ECONOMIC DEVELOPMENTS
AND OUTLOOK

A favorable monsoon generated tailwinds to India’s
domestically-driven expansion. The Gross Domestic
Product (GDP) expanded by 7.9 percent in FY16, the
fastest pace in 5 years, supported by investment and
urban consumption. The normal monsoon in FY17
boosted agriculture and rural consumption, while urban
consumption remained robust. Despite renewed
weakness in private investment and limited lift from
external demand, India was poised to continue growing
robustly in FY17 until “demonetization” dented
growth, albeit moderately, causing immediate cash
crunch, and affecting activity in cash reliant sectors. The
cash crunch affected activity in cash reliant sectors and
GDP growth slowed to 7.0 percent y/y during Q3
FY17, from 7.3 percent during H1 FY17. Such a
modest slowdown can be explained by: (i) coping
mechanisms (e.g. informal credit); (if) higher rural wages
and public consumption; and (iif) higher reported sales
to legitimize holdings of old currency and use of
formal-sector indicators to measure informal activity,
which exacerbated measured growth.

The central government met its commitment to fiscal
consolidation, but states increased spending and
borrowing. The central government expects to meet its
fiscal deficit target of 3.5 percent of GDP in FY17 as
tax collection remained robust. The fiscal stance of the
general government (center and states) is less clear as
fiscal reporting by states, which have been undertaking
a growing share of expenditure, is less reliable. There
are indications, however, that state-level deficits have
been on an increasing trend.

External accounts remain robust. Exports contracted
for five consecutive quarters, but turned positive in the
second half of FY17, supported largely by higher prices
and improvements in global trade, contributing to
containing the current account deficit. Capital inflows
accelerated, reflecting in part reforms in foreign direct
investment (FDI) policies and in part global appetite for
Indian equities. Consequently, foreign reserves rose to
$360bn, worth nearly nine months of imports.

Demonetization affected poor and vulnerable
households, in all likelihood having an impact on
construction and informal retail, where many poor and
vulnerable individuals work. While limited data is
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available, there has been an increase in demand for
guaranteed employment (up to February 2017 demand
exceeded the full year FY16 level), and indicators of
rural consumption (in particular, sales of two-wheelers)
contracted sharply in November, before recovering.

Economic activity ought to accelerate in FY18. GDP is
projected to grow at 7.2 percent from 6.8 percent in
FY17. The revision in forecasts reflect a combination
of the impact of demonetization and an investment
recovery that has proven more protracted than
expected. Growth increases gradually to 7.7 percent by
FY20, underpinned by recovery in private investments,
which are “crowded-in” by the recent increase in public
capital expenditure and improvement in investment
climate.

India’s fiscal, inflation and external conditions are
expected to remain stable. The center will continue to
consolidate modestly in FY18, while retaining the push
towards infrastructure spending. Inflation will stabilize,
supported by stable weather and structural reforms. A
normal monsoon has offset increases in petroleum
prices, the government amended the RBI Act to reflect
a (central) inflation target of 4 percent and established
a Monetary Policy Committee (MPC), boosting the
credibility of the central bank. The exchange rate has
appreciated, partly reflecting expectations of a
narrowing inflation gap between India and the USA and
limited external vulnerability as the current account
deficit is expected to remain below 2 percent of GDP
and fully financed by FDI inflows.

There are significant risks to India’s favorable growth
outlook. First, continued uncertainties in the global
environment, including rising global protectionism and
a renewed slowdown in the Chinese economy, could
further delay a meaningful recovery of external demand.
Second, private investment continues to face several
impediments in the form of corporate debt overhang,
stress in the financial sector, where NPAs continue to
increase, excess capacity, and regulatory and policy
challenges. Subdued private investment would put
downside pressures on India’s potential growth. Finally,
further rapid increases in oil and other commodity
prices could lead to a negative terms-of-trade shock. On
the other hand, smooth implementation of the Goods
and Services Tax (GST) and faster resolution of
banking sector stress could prove to be an upside risk
to economic activity.



The Indian Economy in Pictures

The monsoon delivered...

Change from the previous year, percent
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... and demonetization caused hardly a dent on
growth...
Change from the previous year, percent
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...and partly higher tax payments masked the impact
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UNLOCKING WOMEN’S POTENTIAL

India has among the lowest female labor force
participation rates (LFPRs) in the world — well below
what would be expected for its level of income and what
is observed in neighbors such as Bangladesh, Sri Lanka
and Nepal. Not only is India’s female LFPR low, but it
declined a further 10 percentage points between 2004-05
and 2011-12. Low female LFPRs impose constraints on
a country’s growth, the empowerment of its women, and
the outcomes for its children.

In particular, low female LFPR is a drag on GDP growth
and an obstacle towards reaching a higher growth path.
One estimate suggests GDP growth could accelerate
from 7.4 percent currently to over 9 percent if India
closed half the female LFPR gap with Nepal. Women are
also an untapped source of managerial and
entrepreneurial skills. By excluding women, the pool of
such talent becomes shallower and growth suffers.

What are the “proximate” or mechanistic causes of low
female LFPR? First, some 30 percent of the decline is
due to more young women staying in school longer as
both secondary and tertiary enrolment rates increased
substantially. Second, female LFP declines along the
rural-urban gradation; in other words, as areas become
mote urbanized, women who reside in those areas
become less likely to work. This leads to two related
phenomena: first, as more Indians moved to cities,
female LFPR converged to the (lower) urban levels;
second, as areas that are classified as rural became more
urbanized, female LFPR similarly declined, but this
appeared as a decline in urban female LFPR. The third
cause are retirements. Although still a minor cause, the
fact that inactivity rates among older (46+) Indians have
increased between 2004-05 and 2011-12 suggests that
India is fast approaching an aging demographic profile.

Two observations arise from the analysis of proximate
causes of low female LFPR. The first is that participation
rates are also low and declining even among educated
women. Considering that 42 percent of India’s science
and technology graduates are women, this is a significant
‘brain drain’ for modern services sectors. The second is
that jobs for Indian women remain primarily in
agriculture. The share of women in services and industry
is less than 20 percent and lower than the overall female
LFPR. In contrast to India, in Brazil, Indonesia and
Vietnam, women workers take a higher share of services
jobs. In Bangladesh and Vietnam, which have vibrant
textile and apparel industries, women represent a larger
share in the industrial sectot.
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Two main hypotheses have been offered to explain the
deeper causes of low urban female LFPR. The first is
known as the ‘income hypothesis’ and notes that some
decline in female LFPR can be expected with
development. At low levels of income and education,
women mostly work out of necessity and in poor quality
jobs, largely in agriculture. As household incomes rise
when men find jobs in industry or services, women may
choose to drop out from the labor market as higher
household incomes allow women to stay at home, often
a preferred household choice.

Supply-side explanations are likely patt of the overall
reason for low and declining LFPR, but cannot explain
all the developments observed. In particular, higher
household incomes are not closely associated with
female LFPR, and the low and declining participation
rate of educated women is inconsistent with an economy
with a growing modern services sector.

The alternative explanation points to limited job creation
overall; given social norms and other gender-specific
constraints, these few jobs being created end up going to
men. Supporting this hypothesis, many women who are
not working say they would like to work, but they cannot
find suitable jobs, which are well-paying, close to their
homes, and with flexible working hours.

Concerns about women’s safety are strong and often
genuine, while flexibility, availability of childcare, and
adequate pay are important given social norms that
require women to reconcile work with household duties.

Regular, salaried jobs may also be attractive as they
would provide higher and steadier income that would
help women reconcile household duties with work.
However, such regular, salaried jobs have been in short
supply in India, especially for women.

While no definitive answer has been identified, labor
laws are relatively restrictive overall but especially
towards women. Moreover, female entreprencurs tend
to hire more women, but there are relatively few women
entrepreneurs, in part because of lack of access to capital
and business networks.

If the overall lack of jobs, especially regular salaried jobs,
plays a large role in India’s female LFPR, only a
combination of gender-targeted and broader policies
towards formal job creation can sustainably raise female
LFPR and accelerate India’s GDP growth and broader
social development. Policies that promote job creation
in ‘women-friendly’ sectors such as apparel, or that help
fast-growing modern service sectors absorb more
educated women workers would be particularly helpful.



Unlocking Women’s Potential in Pictures

Female labor force participation is low... ...and declined across all age groups
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A. Recent Economic Developments and Outlook

Favorable monsoon kept India’s economy on a solid growth path

India’s economy India’s GDP expanded by an upwardly-revised 7.9 percent year-on-year (y/y) in FY16 (April

was slowing in the  2015-March 2016), the fastest pace in five years.!? Growth slowed to 7.3 percent H1 FY17,

first half of FY17...  dragged down by a contraction in gross fixed capital formation (GFCF; see Figure 1A). Growth
of gross value-added (GVA), considered a more reliable measure of the economy,’ slowed from
7.8 percent y/y in FY16 to 6.8 percent in H1 FY17 (Figure 1B). A decline in manufacturing
output was the main contributor to the slowdown, although this decline may be partly due to
measurement issues — see Box 1.

... but the favorable The normal monsoon in June-October 2016 boosted growth of agticulture (+5.2 percent y/y

monsoon revived in July-December 20106), farmer income, and rural consumption, shifting the economy to an
the growth upward path. In November 2016, however, demonetization caused a cash crunch that affected
momentum, which  India’s large informal economy and its financial sector, offsetting some of the gains in the rural
was only partly economy. High frequency indicators pointed to a significant dent to growth, but the economy
dampened by continued to expand in Q3 FY17 (October-December 2016), albeit at a somewhat slower
demonetization* quarterly pace (Figure 2).5 GDP growth slowed to 7.0 percent in Q3 FY17, but consumption

growth held up, investment growth turned positive, and trade showed green shoots. Similarly,
helped by agriculture and government services (Figure 1B and Figure 3), GVA slowed only 0.2
pp in Q3 FY17, with the deceleration largely explained by a slowdown in the financial sector
(specifically, financial, real estate and professional services) as banks had to focus on exchanging
currency.

L“FY” refers to the Indian fiscal year, the twelve-month period ending March 31 of the year in question.

2 GDP is valued at market (purchaser’s) prices, whereas GVA is measured at basic (producer) prices, excluding product taxes and subsidies.

% The IMF (2017, p- SA10) notes that “due to weaknesses in estimating taxes less subsidies on products in constant prices, and as supply-side data
remain of better quality than expenditure-side data, GVA is preferred as a proxy for measuring economic growth.”

4 Because the policy entailed the immediate demonetization of 500 and ¥1000 notes, it became widely known as “demonetization,” although it can
be best described as a currency exchange, since new X500 and 2000 notes were introduced to replace old ones. See Note 1 in Part B.

5 Data are seasonally adjusted using the X13 procedure in JDemetra+.
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Figure 1. The monsoon delivered agricultural growth ... Figure 2. ...cushioning the impact of demonetization
GDP and GV A adjusted for inflation; change from the previous year GDP and G1A adjusted for inflation and seasonal fluctuations; change
(line), percent; and contributions to y/ y growth (bars), percentage points — from the previons quarter, annualized, percent
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The impact of Five main factors explain the modest economic slowdown in the face of a large liquidity shock:
demonetization on (i) coping mechanisms; (i) higher rural incomes; (iii) robust public consumption; (iv) a jump in
growth was reported sales; and (v) formal economy indicators used to assess the informal economy. Coping
mitigated by growth mechanisms included informal credit and the switch towards non-cash payments. Rural wages
in agriculture, continued to rise in November and December, and the decline in food prices was not severe
government despite higher farm output, suggesting resilience in rural areas. Meanwhile, spending by states
spending and drove public consumption higher. A surge in sales tax collection, especially in November (Figure
coping 4), supports a hypothesis that businesses may have reported earlier sales to legitimize holdings
mechanisms, and of old notes. Sales tax collection are used to estimate growth in wholesale and retail trade, which

was partly masked  may have been overstated. The jump in sales tax collection also translates into higher net indirect

by statistical issues  taxes, explaining the continued gap between GVA and GDP. Finally, the Index of Industrial
Production (IIP) is used to approximate activity in informal manufacturing but demonetization
had an asymmetric effect on informal firms. See Note 1 in Part B.

Figure 3. Without the boost from agriculture and Figure 4. Sales tax collection jumped following

government services, growth would have slowed more demonetization
GV A adjusted for inflation; change from the previous year (line), percent; — Sales tax collections in the 11 largest states, change from the previous year,
and contributions to y/y growth (bars), percentage points percent
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Note: Q3 FY17* assumes the contribution of agriculture and public
administration to GVA growth remain unchanged from H1 FY17
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Higher agricultural incomes and public spending boost consumption

The monsoon
delivered higher
agricultural
growth...

...and dampened
food inflation...

Following a normal Southwest monsoon, rain-fed crops performed well after two years of
deficient rains. As of February 2017, the rainfall deviation stood at 10.1 percent of the long
period average (LPA) compared to -57.9 percent of LPA in February 2016 and reservoir levels
were at 46.5 percent of total capacity versus 35 percent a year ago. As a result, agriculture growth
accelerated to 6.0 petrcent y/y in Q3 FY17 from 3.8 percent y/y in Q2 FY17. This was the
highest growth in nearly five years, and probably continued into Q4 FY17 as reservoirs were
recharged: the second advance estimate of production put cereal output for FY17 at nearly 250
million tons, crossing the previous record of 246 million tons harvested in 2013-14.

The favorable monsoon and to some extent demonetization also contributed to moderating
food price inflation, which drove headline inflation lower even as global commodity prices
increased (Figure 5). With the exception of cereals, the pace of price rises in most food categories
registered a decline. In particular, vegetable prices contracted from September, and from
December, the price of pulses also declined. Considering the combination of higher production,
the perishable nature of vegetables in the context of a cash shortage, and favorable base effects
as vegetable prices had remained high for the previous two years, the decline in food inflation
was relatively modest. Since the cash crunch was felt more in the rural economy and food forms
a larger share of the basket in rural areas, rural inflation declined more than urban inflation

(Figure 0).

Figure 5. A favorable monsoon also helped contain food Figure 6. ...leading to lower headline inflation particularly

inflation...

in rural areas

Decomposition of CPI, changes (line) y/y percent, percentage points (bars) — Consumer Price Index, change q/q 3mma, percent
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...increasing real
rural wages and
leading to an early
surge in rural
consumption

Civil servants’ pay
hikes and coping
mechanisms helped
urban consumption

Owing to increased agricultural output, wages in rural areas have accelerated since October
2016. Further helped by declining rural inflation, real rural wages climbed 2.4 percent y/y in
January, driven by wages for agricultural jobs (Figure 7). Rural consumption, as approximated
by two-wheeler and tractor sales, picked up in September and October (Figure 8). Tractor sales
had risen over 50 percent in October, while two-wheeler sales rose 18 percent. Demonetization
then led to a sharp deceleration in rural consumption, as depicted in Figure 8, but this appears
to have been temporary, as sales appear to have been recovering as of March.

Urban consumption growth seemed less affected by demonetization as compared with rural
consumption (Figure 9). This may be due to the impact of the civil service pay increases, the
fact that urban households were better able to switch to digital payments and mitigate the
liquidity crunch, use of informal credit, as well as the continued decline in inflation, which
boosted real incomes.
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Figure 7. Rural wages picked up after several months... Figure 8. ...leading to higher sales in rural areas
Rural wages and rural CPI changes from the previous year, percent Growtly in sales from the previous quarter, 3mma, percent

3% 60

2% 50
40
1%
30
0%
20
-1% g
10
-2%
0
-3%

O O o O O o o o o o o -10
,)/Q\ '19\ "]9\ (19\ q/Q\ ‘]9\ {19\ ,)/Q\ ,1/0\ ,19\ ,)/Q\ '19\ e Tractor sales Domestic two-wheeler sales
N P e A LN N G i ) IS LN
Q \) Q Q \) N Q Q Q Q Q N -20
| / | / | Iyl ‘OI\Q) '\:\"0 ‘\'\@ N\ro &"\(o \'\‘b %'\b Q;{O \'\b 4'\&) O'\b <\'<\ ‘0'<\
Real Agri Real Non-agri e Real rural O O
griyly griyly yly Q®®®?Q®®§°5v~°%®0$00®5{°<<®
Source: CEIC, RBI and World Bank staff calculations Source: CEIC and World Bank staff calculations

The financial sector The contribution of service sector growth to overall GVA in Q3 FY17 was 3.5 percentage points

dragged down (pp), the lowest in the past ten quarters. Growth of the services sector slowed sharply to 6.8
services growth, percent in Q3 FY17 as compared with 8.5 percent y/y in H1 FY17. The sectoral slowdown was
which slowed largely due to a slowdown in financial, real estate and professional services (18.7 percent of
despite an GVA and a key driver of growth in recent years), which slowed to 3.1 percent y/y from 8.1
expansion in percent in H1 FY17. Given the full-time effort required to exchange old notes, it is not

government services surprising that financial sector growth was temporarily depressed. Meanwhile, growth in public
services was robust (Figure 10), reflecting the rapid increase in public consumption.

Figure 9. Urban consumption indicators appeared more Figure 10. Financial sector accounted for most of the
resilient to demonetization slowdown in services in Q3 2017
Sales of passenger vebicles and air traffic, change from the previous year
(Bmma), percent Growtly in services sectors, change from the previous year, percent
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Higher public The acceleration in public administration services mirrors a pickup in government consumption,

sector consumption  which started in 1TH FY17 (+15.4 percent y/y; FY16: 2.9 percent) and continued into Q3 (+19.9
likely to have come  percent y/y). This acceleration contrasts with the central government’s continued adherence to

from state-level a path of fiscal consolidation partly premised on expenditure restraint. The center has cut its
spending as the fiscal deficit from 3.9 percent of GDP in FY16 to 3.5 percent in FY17. Higher revenues (up
center continues to

consolidate
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from 9.2 to 9.8 percent of GDP) and stable current expenditure® (10.3 and 10.4 percent of GDP
in FY16 and FY17, respectively) drove consolidation in the period. Demonetization and the
earlier tax amnesty resulted in a fiscal bounty in FY17, with tax revenues expected to be up 17.0
percent, 4.4 percent above budgeted targets. Partly thanks to a continued decline in subsidies,
current expenditure has been stable even as the government implemented increases in pensions
and allowances for civil servants following recommendations of the 7% Pay Commission.

Given the expenditure restraint at the center, the growth in government consumption has been
the result of higher spending by the states, which are now responsible for 60 percent of general
government expenditure. Transfers from the center to states increased a further 0.5 pp of GDP
in FY17, while fiscal deficits of states have reportedly increased (see Note 2 in Part B), both
suggesting higher spending levels.

Driven by both In H1 FY17, government consumption dominated while consumption by households (85
households and percent of final consumption and approximately 60 percent of India’s GDP), slowed (H1 FY17:
governments, 6.1 percent y/y; FY16: 7.3 percent). Private consumption growth then accelerated from a tepid
consumption 6.1 petcent y/y in H1 FY17 to 10.1 petcent y/y in Q3 FY17 (+12.8 petcent q/q saat), which
remained the main  combined with the further increase in public consumption ensured that final consumption
growth driver in demand jumped 11.4 percent in the quarter, the fastest increase in over five years. Overall, final
FY17 consumption expenditure remained the main driver of GDP growth, expanding by 9.0 percent

y/y between April-December 2016.

Investment remains tepid despite higher public capex and lower interest rates

Both the union and  Capital expenditure by the central government has increased from 2.6 percent of GDP in FY15

state governments to 2.8 percent in FY16 and 3.0 percent in FY17 (Figure 11). Reflecting this increase, as well as

stepped up capital  higher spending by state governments, public investment by the general government in the

expenditure... national accounts has increased from 3.5 percent of GDP in FY15 to 3.9 percent of GDP in
FY16. Given the further increase in central capital expenditure in FY17, government investment
is likely to have climbed further.

Figure 11. Public investments have picked up since FY14 Figure 12. Industrial capacity utilization declines despite
weak investment growth

Public capital expenditure (percent of GDP) Capacity utilization, percent
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...but fixed Private investment, which accounts for three quarters of total GFCF, has not been forthcoming

investment growth  despite the promise of crowding-in by public sector investments and government efforts to

¢ Revenue expenditure excluding grants for the creation of capital assets. See Selected Issue Note 2 for additional details on fiscal policy.
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remained sluggish
in early FY17

Signs of an
investment recovery
have emerged...

... but remain
tentative as bank
credit remains
subdued

improve the business environment and facilitate foreign direct investment (FDI). GFCF
contracted by 1.4 percent y/y in real terms between April-September 2016. GFCF as a percent
of GDP have averaged 27.4 percent between Q3 FY16 and Q2 FY17 compared to a medium
term average (5 year) of 32.4 percent of GDP. This weakness in private investment has been
attributed to local and global excess-capacity (Figure 12) leveraged corporate and bank balance
sheets, and remaining domestic bottlenecks.

After contracting for three consecutive quarters, GFCF grew by 3.5 percent y/y (15.3 percent
saar) in Q3 FY17. Supporting the view of an incipient pickup, production of capital goods
expanded by 6.8 percent 3mma y/y in January 2017 after 13 consecutive months of negative
growth, imports of machinery rose by 13.5 percent y/y in Match, and FDI expanded by 10.9
percent in Q3 FY17 driven primarily by investments in the telecommunications sectot.

The uptick in investment may explain the relative resilience of the construction sector in Q3,
considering the sector’s dependence on cash payments to daily wage construction workers and
material suppliers. News reports’ noted that some employers front-loaded wage payments with
old currency, which helps explain the performance of construction as well as consumption.

However, credit growth remains weak. Although credit data for November and December is
clouded by banks’ focus on exchanging old notes rather than lending, January and February data
was little improved, with growth of barely 3.5 percent (y/y). Banks have used higher deposits
post-demonetization to buy government securities rather than to expand credit (Figure 13). This
suggests weak credit demand, as many large corporates remain highly leveraged and global
capacity in key sectors such as steel is ample. Credit to industry remains in negative territory and
has been the main driver of lower overall credit growth while credit growth to households and
services firms has been largely stable (Figure 14).

Figure 13. Banks preferred to invest the higher deposits in  Figure 14. Credit growth remains subdued, especially to
government securities rather than expand credit industry
Change of the four-week moving average from the previous year, percent Credit growth, y/y
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The RBI has paused Although headline inflation has come down and the RBI met its 5 percent inflation target along

its interest cut cycle
since October

the glide path, core inflation (non-food, non-oil) remained sticky above the 4 percent long-term
target (Figure 15). Meanwhile, domestic liquidity has become ample following the uptick in
deposits post-demonetization (Figure 16). Tightening conditions in advanced economies,
especially the US, added to domestic pressures. The WPI, which is more sensitive to commodity
prices, picked up to a three-year high in February, led by a firming of farm input costs.

7 See for example “The bright side of demonetisation: Advance salaries, digital transactions bring about smiles” Firstpost, Nov. 24, 2016 (link).
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Anticipating a pickup in inflation and activity, the MPC has kept the policy repo rate at 6.25
percent since September 2016, and shifted in February from an accommodative to a neutral
stance.

Figure 15. Core inflation has been sticky even as headline  Figure 16. Liquidity conditions have improved rapidly
inflation declined
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9.0
8.0
7.0
6.0
5.0
4.0
3.0
2.0
1.0

0.0

o 8 0 40 o 40 0

since demonetization

M3 as a share of FY17 GDP
100 mmmmm Other Deposits with RBI
Time Deposits with Banks
- s \ 90 813 Demand Deposits with Banks 84.2
\ 80 e

\ , /_/\\\ 70 79.0
N . 60

50 63.1 66.5
\ N 65.9
40
\
CPI \ 30
== e= «[oo0d Price Index ~ N / 20
/
Core inflation S 10

6.9 9.2
7.9
. v | FEEETTLLR )

O N0 0 0 0 0

X0 FEFE N EY SN LSS "o o N N < Q Q
Q" W 20 QT o N O W W @ S A0 W (@ ’ ; " ¢ J ; J
RS S & O R o K o N o s <
Q W o 9 & < & & & o &
Source: CEIC, RBI, and World Bank staff calculations Source: CEIC, RBI, and World Bank staff calculations

The manufacturing
sector rebounded in

Q3 FY17 after a

weak start to the FY

Industrial growth picked up in Q3 FY17 primarily because of improvements in mining (Figure
17 and Figure 18). Manufacturing growth, which contributes the most towards industrial
growth, had weakened for the third consecutive quatter from a high of 12.8 percent y/y in Q3
FY16 to 6.9 percent y/y in Q2 FY17. This was partly because the commodity-heavy WPI used
in the deflator accelerated by 5.1 pp in the period, eroding growth in real terms; growth of
manufacturing value-added accelerated in nominal terms. In Q3 FY17, despite further gains in
WPI and demonetization, real growth in manufacturing rebounded to 8.3 percent y/y (nominal
terms: 11.8 percent y/y). Measurement issues may also be at play in estimates of manufacturing
output in Q3 FY17 as they rely to some extent on reports of sales, which some firms may have
inflated to legitimize holdings of old currency. Both the IIP and WPI series have been rebased
in May, 2017, which may ameliorate statistical issues going forward (see Box 3).

Figure 17. Mining led the acceleration of the industrial Figure 18. The index of industrial production picked up

sector

Decomposition of industrial growth, y/y, percent

since October
Decomposition of the growth in the IIP, y/y, percent
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Green shoots in the external sector

Domestic demand
continued to drive
growth...

...but exports
revived strongly in

Domestic demand accounted for 87 percent of the y/y growth rate of GDP (excluding
discrepancies) in 9M FY17. This compares with 97 percent for FY16, highlighting both a better
performance of exports (IM FY17: +1.5 percent; FY16: -5.4 percent) but also a deceleration of
domestic demand (9M FY17: 5.2 percent; FY16: 6.3 percent) that has also spilled over to slower
import growth, leading to a higher contribution from net exports.

Export performance improved in earnest in Q3 FY17, when real exports of goods and services
expanded by 3.4 percent y/y. Nominal merchandise exports in USD terms grew by 5.7 petcent.

Q3 FY17... Commodity prices rebounded and volumes turned positive after several quarters (Figure 19), as
reflected by the large contribution of non-oil exports to export growth (Figure 20).
Figure 19. Both volumes and values turned positive... Figure 20. ... and core exports expanded
Change from the previous year, y/y, percent Decomposition of export growth in USD, y/y, percent
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...across the
spectrum of

The recovery in non-oil non-gold (“core”) exports was broad-based, with large contributions
from gems, capital goods and other manufactured goods; only agricultural exports contracted

commodities... (Figure 21). Services export growth also picked up, reaching 11.2 percent y/y in Q3 FY17
(Figure 22). The data for 9M FY17 suggests that both modern and traditional exports gained.
Nevertheless, India’s traditional I'T service exports have been subdued, growing only 0.1 percent
in FY17.

Figure 21. Core exports expanded Figure 22. Services exports also recovered strongly in Q3

Decomposition of non-otl, non-gold ex;port growth by type, y/y, percent Decomposition of services export growth in USD, y/ y, percent
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...and driven by US
demand

Imports, especially
of services, also
increased strongly

While exports to Africa, the Middle East and the UK declined, exports to the United States
(approximately 16 petcent of total exports) jumped by 13.1 percent y/y in Q3 FY17 from 2.3
percent in Q2, thereby driving merchandise export growth. Exports to greater China (mainland,
Hong Kong and Taiwan, Province of China) also increased by a similar magnitude, suggesting
that India may be more integrated in global supply chains than commonly believed. Note 3 in
Part B provides additional details on India’s trade performance and policy.

Imports of goods and setvices (in USD) increased by 6.5 percent y/y in Q3 FY17 after
contracting by 6.7 percent y/y in H1 FY17. Merchandise imports picked up in Q3 FY17,
growing by +5.7 percent y/y compared to a -10.5 percent in H1 FY17 and -15.0 petcent in

in Q3 after FY16, when lower oil prices drove imports sharply lower (Figure 23). Imports of petroleum and
contracting earlier  petroleum products (22 percent of merchandise imports during FY16) increased along with
in the FY prices. Core imports (excluding oil and gold), increased by 3.8 percent due to the recovery in
exports through higher imports of intermediate goods. Capital goods imports jumped by 11.0
percent in Q3, reflecting the improvement in GFCF. Service import growth surged to 23.2
petcent y/y in Q3 FY17 (FY16: +4.3 petcent y/y). Modetn setvices wetre the main dtiver,
expanding 16.3 percent y/y in Q3 FY17 (Figure 24). In particular, insurance and financial service
imports grew by 66.9 percent y/y in the period.
Figure 23. Lower oil imports explain almost all of the Figure 24. Growth in services imports also decelerated,
decline in nominal imports, implying volumes increased but remained positive overall
Decomposition of merchandise import growth by type, y/y, percent Decomposition of service import growth by type, y/y, percent
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The current account The current account deficit narrowed to 0.4 percent of GDP during H1 FY17 from 1.0 percent

deficit remains
comfortable and
financed by FDI

in FY16, and widened slightly to 0.5 percent of GDP in the year up to Q3 FY17. Despite the
negative (albeit small) terms-of-trade shock as oil prices increased, the oil trade balance
narrowed to 2.1 percent of GDP in Q3 FY17 compared to 2.5 percent of GDP in FY16. On
the back of the solid growth in merchandise exports, the non-oil balance improved by 0.5 pp
between FY16 and Q3 FY17 to a surplus of 0.3 percent of GDP. Worker remittances declined
in the first half of FY17, as flows from Gulf countries remained subdued®. However, the
rebound in oil prices led to a 16.2 percent y/y jump in worker remittances in Q3 FY17, and for
the year up to Q3 FY17 worker remittances were down only marginally. Other household
transfers in the BoP declined more, however, possibly affected by demonetization, and total
remittances retreated by 0.4 pp of GDP in the same period. Gross FDI inflows expanded
significantly in FY17 (17.3 percent y/y for IM FY17, in USD terms) to 2.8 percent of GDP in
the year up to Q3 FY17, thus comfortably financing the current account deficit.

8 Worker remittances include compensation of employees. Overall remittances to India decreased by 8.9 percent in CY 2016 from CY 2015 to
USD 62.7 billion, the second consecutive yeatly decline.
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Structural reforms support growth in the medium term

India’s
fundamentals
remain solid, and
the economy is
expected to
accelerate following
a temporary slow-

India’s GDP growth is expected to slow down to 6.8 petcent y/y in FY17 from 7.9 percent in
FY16 as the momentum of Q3 FY17 (4.5 percent q/q saar) carries on to Q4 (Figure 25 and
Table 1). On the one hand, activity will pick up with the “remonetization” of the economy.
Trade indicators are also favorable: export growth was up 27.6 percent y/y in March 2017. On
the other hand, some of the measurement effects related to sales taxes and use of IIP to estimate
informal manufacturing are likely to revert. Sales tax receipt growth for a sample of nine large
states slowed by 1.6 pp between Q3 FY17 and January-February 20179, Finally, high frequency

down in FY17 indicators do not yet paint a firmly bullish picture. In February, the industrial production index
for capital goods contracted 3.4 y/y, while credit to industry contracted 5.2 percent y/y,
suggesting that a meaningful recovery in private investments is unlikely until later in FY18.
These headwinds and tailwinds largely cancelled out each other in Q4 FY17, keeping the
economy in a U-shape recovery, which gains momentum in FY18, when growth is projected to
accelerate to 7.2 percent (Figure 26). Growth in private investments is likely to pick up once
clarity emerges on the global outlook, as well as when implementation of the GST is more
advanced. With agriculture and fiscal policy unable to provide the same boost to growth given
the higher base, higher commodity prices leading to a small negative terms-of-trade shock,
sluggish credit to industry, and frictions from the initial implementation of GST (see Note 2 in
Part B), headwinds to growth are likely to increase. On the positive side, consumption will
remain robust given declining inflation and solid houschold credit growth, and the pickup in
trade is likely to endure at least through the first half of the fiscal year, helping lift investment.
Figure 25. The economy is expected to accelerate Figure 26. Forecasts of FY18 growth have come down as
following a temporary set-back in FY17 the outlook for investments remain challenging
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In later years, growth is projected to accelerate gradually to 7.7 percent by FY20, underpinned
by a more meaningful recovery in private investment following the recent push to accelerate
infrastructure spending, concerted efforts to improve the business climate and (eventually) less
leveraged corporate and financial balance sheets “crowd in” the private sector.
The economy will The output gap is only likely to close by 2020 (Figure 27). While data constraints make it difficult

function below full-
potential in the
medium-term

to calculate India’s potential GDP with precision, we estimate potential GDP growth to
converge to approximately 7.5 percent in the medium-term assuming a sustained pickup in
investments. Total Factor Productivity (TFP) remains the largest contributor to potential

9 State government spending tends to be revised lower, and therefore would constitute another measurement issue that would mean-revert.
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growth, but rising investment levels are expected to drive a modest acceleration in the medium
term (Figure 28). Achieving a higher potential would require a combination of productivity
enhancements, a larger pickup in investment, and an increase in women’s participation in the
labor force, as India’s labor force is short of its potential given the large gender gap in economic
participation (see Part C).

Figure 27. Negative output gap to close by 2020 Figure 28. TFP to remain the largest driver of potential

growth, capital stock gains ground in the medium-term

Lines: Year-on-Year growth of GDP and potential GDP, percent; Bars:
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While domestic and
global downside
risks prevail, policy
reforms could bring
better-than-
expected outcomes

There are several key risks to the outlook. First, private investment continues to face several
domestic impediments in the form of corporate debt overhang, stress in the financial sector,
and regulatory and policy challenges, as well as excess capacity globally. If these bottlenecks are
not alleviated, a continuation of slow private investment would weigh down on growth and put
downside pressures on India’s potential GDP. Second, continued uncertainties in the global
environment, notably a faster than expected tightening of monetary policy in USA could affect
short-term volatility of flows, and spillovers from Brexit and USA trade and immigration
policies, as well as a renewed slowdown of the Chinese economy, could further delay a
meaningful recovery of external demand, which has played a critical role in India’s previous
growth episodes. Finally, as a net oil importer, further rapid increases in oil and other commodity
prices could lead to a negative terms-of-trade shock and pressures on fiscal accounts. On the
other hand, upside risks include a more sustained recovery in external demand into the second
half of the fiscal year and beyond, a smooth implementation of the GST that leads to a faster-
than-expected pickup in investor sentiment, as well as an acceleration in the resolution of NPAs
following the recent measures to empower RBI.

A shift in drivers towards industry and investments

Agriculture will
continue to provide
momentum to the

economy in early
FY18...

Agricultural output is expected to grow at 4.7 percent in FY17 and stabilize at its long-term
average of 2.6 in the successive years (Figure 29). First estimates of FY17 food grain production
suggest a record high of 135 metric tons, an increase of 9 percent over the last year, resulting
from both a 4 percent increase in gross-sown area and a reported increase in yields. In addition,
good rains allowed for some recovery of groundwater, whereby water storage in 91 major
reservoirs stood at 76 percent of total storage capacity, becoming 27 percent higher than last
year. Given these favorable hydrological conditions, and that demonetization ultimately had
little negative impact on sowing for the winter crop, the momentum in agriculture should carry
into early FY18.
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... but industry
gradually takes over
as a growth driver

Industrial growth is expected to slow down to 5.6 percent in FY17 due to (i) a slowdown in
construction as the sector adjusts to the post-demonetization environment and the public sector
pares back on capital expenditure growth, and (ii) mean-reversal of measurement issues in Q30
Economic activity is expected to pick up into FY18 driven by improved trade performance, resilient
consumption, and eventually higher demand for capital goods from an increase in investments.
Industrial growth is expected to accelerate to 8.0 percent by FY20, pulling the overall GVA growth
to 7.7 percent. Services growth will be stable at 8.8 percent in FY20 and remain the key driver of
overall economic activity, supported by backward and forward linkages to the industrial sector.

Figure 29. Agricultural rebound to drive GVA growth in Figure 30. ... Broad-based consumption to drive growth,
FY17 followed by investments in the future
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Private Private consumption remains a stable growth driver, ranging between 7.2 and 7.5 percent between

consumption will
remain a stable
source of growth...

...but private
investment
eventually
accelerates

FY17 and FY20 (Figure 30). The minor deceleration in FY17 is offset by higher rural incomes
from favorable agricultural growth, revisions to civil servants’ pay by an average of 24 percent, and
declining inflationary expectations that boost real incomes. Inflation expectations, as measured by
the RBI, have come down sharply from 10.5 percent a year ago to 7.3 percent in December 2016
and should decline further toward the RBI’s inflation target of 4 +/-2 percent. Furthermore, the
catch-up in rural demand following favorable rabi and &barif harvests will create significant
potential for overall growth. Budget estimates of FY18 by the center and states point to limited
consolidation, achieved primarily from the sale of public assets.!!

The government will maintain its momentum in public infrastructure spending, with
government capital expenditure by the center budgeted at 3.0 percent of GDP in FY18, flat
from the previous year. Private investment is expected to pick up, but only gradually as recovery
may be protracted in part due to relatively longer-term effects of demonetization on cash-reliant
construction activities (household investment, largely housing, accounts for approximately 1/3
of total investment), corporate leverage and the persistent weakness in credit growth, which
suggest that the financial sector may require more time to adjust. Gross fixed capital formation
is forecast to grow by 3.3 percent in FY17 and rise gradually to 8.9 percent by FY20, overtaking
private consumption as a major growth driver. Underpinning this forecast is the impact of
reforms such as the Bankruptcy law and GST, crowding-in from the recent infrastructure push,
and continued inflow of foreign investments. The abolition of the Foreign Investment
Promotion Board from FY18 will further support investment growth. Moreover, RBI’s efforts

10Quarterly estimates of manufacturing GDP use a combination of the IIP and advance filing of corporate accounts. Such filings are subject to the
same possibility of artificially high revenues in Q3 FY17 if manufacturing firms reported previously undeclared sales to legitimize old notes.
11 See Note 2 in Part B for further details on India’s FY18 budget.
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Exports continue to

Exports likely to
begin recovery in
FY17; significant
uncertainties cloud
the outlook from
FY18

to reform the banking sector (see Box 2) in addition to a higher steady state of banking sector
deposits post-demonetization will eventually allow credit growth to recover robustly and
sustainably.

recover, but uncertainties are high

Exports are projected to expand by 6.1 percent in FY17 due to the low base in FY16 and the
cyclical pickup of the global economy, led by the USA, commodity-exporting emerging markets,
and China. In later years, export growth is projected to remain stable, consistent with moderate
growth in global trade and a small increase in India’s global market share, but well below the
levels registered during the boom years before 2012. The outlook for FY18 and beyond is
clouded by uncertainty about the potential increase in protectionist policies and the structural
deceleration in global trade. The baseline scenatio, based on the World Bank’s global forecasts,
assumes global trade volumes grow by 3.8 percent y/y in FY18-FY20, half of the 7.5 petcent in
FY01-08.

Figure 31. Exports to improve gradually with global trade  Figure 32. The current account deficit will widen

recovery
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A pickup in demand Growth in imports is expected to accelerate but remain below export growth at 4.8 percent by

for consumer goods
and, eventually,
capital goods will
drive imports
upward and widen
the current account
deficit modestly

FY19. The initial rise in imports is predicated on higher private consumption (consumer goods
account for neatly half of all merchandise imports) and a modest recovery in exports, which will
lead to demand for imported consumption and intermediate goods, respectively. In later years,
imports are likely to grow owing to higher demand for capital goods (which currently account for
approximately 17 percent of total merchandise imports) from revived investment, as well as higher
demand for intermediate inputs in response to improved manufacturing activity and exports. The
current account deficit may widen gradually to 1.5 percent of GDP by FY19 (Figure 32). However,
robust inflows of FDI will ensure smooth financing of the deficit as the government continues to
open additional sectors of the economy and India reinforces its stance as a bright spot in the global
economy

External and domestic risks weigh on the favorable outlook

The most
substantial
medium-term risks
are associated with
the recovery in
private investments

Private investment growth continues to face several impediments in the form of excess capacity,
regulatory and policy challenges, and corporate debt overhang. A continuation of sub-par
growth in private investment cannot be ruled out if corporate and financial sector balance sheet
stresses are not alleviated, although the recently-announced measures to deal with Non-
Performing Assets (NPAs) represent a potential upside risk as the baseline anticipates a
protracted recovery (Box 2). The banking sector problems are likely to remain a drag on private
investments to the extent the resources for required recapitalization are unavailable and diluting
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External risks
emanate from
global volatility and
broader spillovers
from increased
protectionism

government equity for raising additional resources is uncertain. Over the longer term, in the
absence of investments and resulting expansion of production capacity, not only may faster
growth not materialize, but macroeconomic imbalances could build up.

Downside risks to the global economy — and accordingly to export growth and capital flows —
are also substantial given geopolitical risks, monetary policy normalization in the USA and risks
of policy moves towards de-globalization. Faster than expected increases in the federal funds
rate in the USA, could result in short-run volatility in capital flows and on higher yields beyond
the short run. However, India is expected to manage short-term pressures on capital flows
without major difficulties, due to solid foreign exchange reserves (Figure 33) and the limited
financing requirements for the current account deficit, which have been comfortably filled by
long-term FDI. In fact, the recent appreciation of the real effective exchange (REER) rate
reflects a market perception of India’s strong fundamentals against global volatility (Figure 34),
although if such appreciation continues it may pose risks to export growth. See Note 3 in Part
B for additional details on global trade.

Figure 33. Foreign exchange reserves have been stable Figure 34. The REER has appreciated over the past two

fiscal years
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400

118

=

6

350
1
300
250 114
200 112
150
110
100
50 108
0 106
X O O H » o O o O
S bg’d\ (1/0'\ ‘19\ {]/Q\ br‘l’d\ '@Q\ q/Q'\ (19\ bg’d\ ()/Q'\ ‘19\ ‘19 IS '\b \\\Q’ (\'\Q’ o Q,\Q’ Q\b INERNIECEEN
FFodFad I d e & T EF W Y F o I
Source: CEIC, RBI, and World Bank staff calculations Source: Bank for International Settlements

Further increases in
oil prices may be
disruptive

Risks of a sub-par
monsoon are not
negligible as the
probability of El
Nifio conditions
developing is
significant

Consumers and the government reaped large benefits of lower oil prices in FY16. Those
benefits will at best dissipate in FY17 and FY18. A sharper increase in oil prices compared to a
generally stable baseline would lead to a negative impulse, assuming the government retains
current excise levels, or higher fiscal deficit. Increases in inflation may reverse the RBI’s
accommodative stance. Without the benefit of the growth in oil-related excises (and possible
reductions if oil prices increase) the government will find it challenging to meet its deficit target
without further cuts in expenditure — and usually capital expenditure is the first to be cut.

The Indian Meteorological Department (IMD) expects rainfall during the 2017 monsoon season
(June to September) to be normal at 96 percent of the long-period average (LPA). The IMD
also highlighted the risks that El Nifio conditions could develop during the latter part of the
monsoon season. Indeed, the Australian Bureau of Meteorology forecasts a 50 percent
probability of El Niflo thresholds being reached by July 2017, and monsoon rains have been
below normal in neatly two-thirds of El Nifio years. Finally, private weather forecaster Skymet
is predicting rains to be below normal at 95 percent of the LPA. Hence, despite taking the IMD’s
normal rainfall prediction as our baseline, the risks of deficient rain in FY18 are not negligible.
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Table 1. Key macroeconomic statistics and forecasts

BASELINE
2013-14  2014-1f 2015-16 2016-17 2017-18 2018-19 2019-20

GDP, market prices yly percent 6.5 7.2 7.9 6.8 7.2 7.5 7.7
Private Consumption yly percent 7.4 6.8 7.3 7.2 7.3 7.4 7.5
Government

Consumption yly percent 0.6 9.4 2.9 4.7 4.4 4.2 4.3
Gross Fixed Investment | yly percent 1.8 4.1 6.1 3.3 6.8 8.8 8.9
Exports, GNFS yly percent 7.8 1.7 -5.4 6.1 6.3 6.0 6.1
Imports, GNFS yly percent -8.1 0.8 -5.9 0.7 3.7 4.8 4.8
GVA, basic prices yly percent 6.2 6.9 7.8 6.7 7.2 7.5 7.7
Agriculture yly percent 5.6 -0.3 0.8 4.7 2.1 2.3 2.3
Industry yly percent 4.2 6.9 8.2 5.6 7.1 7.6 8.0
Services yly percent 7.7 9.5 9.8 7.9 8.7 8.8 8.8
Current account balance | percent of GDP -1.7 -1.3 -0.8 -1.0 -1.2 -1.3 -1.5
Total Revenues percent of GDP 19.6 19.9 20.7 20.7 20.8 20.9 21.3
Total Expenditures percent of GDP 26.0 27.1 27.0 26.8 26.5 26.4 26.7
Fiscal Balance percent of GDP -6.5 -7.2 -6.2 -6.1 -5.8 -5.5 -5.4
dG:t:‘tera' government percentof GDP  68.5 68.6 69.5 69.2 69.2 68.3 66.8

Source: CEIC, Ministry of Finance, RBI, World Bank calculations and projections

Box 1: Linking measurement and reality of economic activity

This box summatizes key statistical issues influencing the measured economic activity in India in FY16-FY18. Statistical issues are
especially important at this time because demonetization brought about a new set of challenges in measuring economic activity.

High-frequency data shown in Figure 35 suggests a V-shaped recovery of the Indian economy: the indicators contracted in Q3 FY17,
then expanded in Q4 FY17. However, quarterly GDP data shows a deceleration but no contraction in Q3 FY17, and the World Bank
expects the same pace in Q4 FY17 rather than a stronger expansion —a U-shaped recovery. To reconcile both sets of facts, one needs
to understand how GDP (and GVA) data are calculated. Estimates of GVA use quarterly filings of firms (to measure growth in
manufacturing and some setrvice sectors), and sales tax collection (to measure growth in the wholesale and retail sector and net indirect
taxes, which link GVA with GDP). The methodology is not uncommon, and the administrative data, especially on tax collection, is
relatively reliable, notwithstanding certain shortcomings.!?

However, in an exceptional case such as demonetization, economic actors behave exceptionally. In particular, the jump in indirect tax
collection in view of the drop in consumption of durable goods (such as two-wheelers and vehicles) and the fall in prices of perishable
food items supports a hypothesis that traders and firms in possession of old notes may have declared eatlier sales to legitimize their
holdings. Sales tax collection in the states jumped, as shown in Figure 4. Meanwhile, collections of indirect (excise and service) taxes
by the central government also surged in November, with indirect tax growth up 36 percent compared to 25 percent in Octobert.
Indirect tax growth has since dropped to 12.4 percent in Februaty. These developments likely did not reflect actual sales in the quarter,
but appeared in the GDP data as a jump in sales.

A second statistical challenge, mentioned in the 2017-18 Economic Survey, is the difficulty in measuring the informal economy, which
is likely to have been most affected by demonetization: “Recorded GDP will understate impact on informal sector because informal
manufacturing is estimated using formal sector indicators (Index of Industrial Production).” (p. 60). Indeed, similatly to GDP, the IIP

12 See the data annex of the IMF’s Article IV report (2017) for further details.
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barely changed between the second and third quarters, although in both cases growth was negative. The implicit assumption that
formal and informal sectors move broadly in tandem is reasonable in normal times but broke down during the period of
demonetization.

Figure 35. Most indicators contracted in 3Q FY17 from Figure 36. Nominal growth has been buoyant but real
the previous quarter, but not GDP growth lagged as the deflator picked up
Change from the previous quarter, seasonally-adjusted annualized rates Year-on-year change of GV'A, percent
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Finally, it was earlier highlighted that the use of the WPI in deriving the deflator, especially for manufacturing value-added, may lead
to certain anomalies. The Economic Survey notes, “the large wedge between CPI and WPI inflation has created difficulties in
measuring the GDP deflator”. While these difficulties may have overstated growth in FY16, when WPI was declining (Figure 36), the
reversal of this trend, especially in the first half of FY17 may now be understating actual growth.

To the extent that nominal GVA is a more accurate measure of economic activity, it is noteworthy that despite the fast growth in

agriculture and the statistical issues that would have led to an exaggeration of growth in wholesale and retail trade and manufacturing
sectors, nominal GVA growth slowed 1.1 pp in the third quarter.

Box 2: New measures to address banking-sector stress

The Indian banking sector has been burdened by non-performing assets (NPAs) that constrain the sector from supporting economic
growth. NPAs of Scheduled Commercial Banks stood at X7.0trn (8.5 percent of advances) in FY17 (year-ending March 2017), up
from X0.9trn (2.2 percent of advances) in FY11. Together with restructured assets, total stressed assets in the banking system are
currently around X9.6trn (11.5 percent of advances).

Banks are required to make loan loss provisions (LLPs) to cover losses stemming from NPAs. Rising NPAs therefore lower profits.
Eight out of the ten largest PSBs had losses in FY16, due to provisioning for the NPAs. While FY17 results are still coming in, some
banks appear to have improved performance, while some deteriorated, but none are out of the woods completely. LLPs ultimately
shrink banks’ capital and reduce banks’ ability to lend, as reflected in the decline in credit growth observed.

In 2015, the RBI performed an asset quality review (AQR) with the goal of providing greater transparency regarding the scope of the
NPA problem. NPAs were understated in reported numbers as for example, banks often carried out restructuring of loans to avoid
classifying them as NPAs, thereby also avoiding the accompanying LLP expenses. While better recognition of the problem is a critical
step to recovery of the sector (World Bank, 2016¢), the AQR led to a steep increase in provisioning that had an expected short-term
adverse impact on the profitability of the banks (RBI, 2016).

In parallel, over time, the RBI has introduced several tools to help banks deal with distressed assets (Table 2). Despite the availability
of a wider range of instruments, their use by banks has been limited to date.

The latest among these enabling legislations is the Banking Regulation (Amendment) Ordinance, 2017, which involves RBI more
deeply into asset resolution. The Ordinance makes three key amendments. First, it authorizes the central government to direct the
RBI to order banks to initiate insolvency proceedings (under the recently-approved Insolvency and Bankruptcy Code) against specific
defaults. Second, it allows the RBI to establish (one ot more) authority(ies)/ovetsight committee(s), and to appoint theit members.
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Such committee will advise banks on the resolution of stressed assets. Third, it authorizes the RBI to issue directions to banks to
resolve stressed assets. Under the Ordinance, decisions in the Joint Lenders Forum (JLF) agreed upon by a minimum of 60 percent
of creditors by value and 50 percent of creditors by number are now be considered as the basis for deciding the corrective action plan,
and will be binding on all lenders, subject to the exit option available in the framework.

Table 2. RBI has introduced several tools to address NPAs

Measure/Tools | Description

Scheme for Sustainable Structuring Allows banks to split a stressed long-term loan into sustainable debt (that can be

of Stressed Assets (S4A) restructured) and unsustainable debt (that can be converted into equity or long-dated
securities).

Strategic Debt Restructuring (SDR) Allows banks to convert stressed loans into equity shares and to provide banks with

enhanced capabilities to initiate the change of ownership in accounts that fail to meet
the projected viability milestones.

5/25 Flexible Structuring Scheme Allows banks to fix longer amortization periods for loans to infrastructure sector and
core industries (that usually have a longer gestation period, like 25 years or more),
based on economic life of the project with periodic refinancing, say every five years.

Credit Repository of Information on CRILC is a central database in which banks are mandated by the RBI to provide
Large Credits (CRILC) and Joint details on all borrowers with aggregate exposure of ¥50m or more, and also to
Lenders’ Forum (JLF) highlight the probability of accounts becoming delinquent. JLF is a separate

empowered group of lenders that can speed up decisions to resolve stressed assets.

Corporate Debt Restructuring (CDR) The CDR is a voluntary mechanism set up by the RBI to facilitate restructuring of debts
of viable corporates outside normal insolvency law process. It works through a three-
tier system, the CDR standing forum, the CDR empowered group, and the CDR Cell.

Lok Adalats Lok Adalat institutions help banks to settle disputes involving accounts in “doubtful”
and “loss” categories and with outstanding balance of %5 lakh or more. Debt recovery
tribunals have been empowered to organize Lok Adalat to decide on cases of NPAs
of %10 lakh and above.

Debt Recovery Tribunals (DRT) and The main instruments for the enforcement of creditor rights in India have been the
Securitization and Reconstruction of DRTs and the SARFAESI Act, both of which require court-based procedures for the
Financial Assets and Enforcement of enforcement of creditor rights. The DRTs were created to help financial institutions
Security Interests (SARFAESI) Act recover their dues in cases of unsecured debts, while the SARFAESI was designed
to support the collateral recovery efforts of secured bank lenders, but it is applicable
only to banks and housing finance companies registered with the National Housing
Bank.

Source: HSBC, India’s Investment challenges, 16 May 2017, World Bank and RBI

From a supervisory perspective, the RBI issued a revised framework in April 2017 and specified risk based triggers for Prompt
Corrective Action'® by the central bank. Among others, a breach of ‘Risk Threshold 3’ of common equity tier 1 by a bank would
identify it as a likely candidate for resolution through tools like amalgamation, reconstruction etc.

The rationale for the Ordinance is that large volumes of NPAs are concentrated on less than 50 creditors!4, but the bankers are not
inclined to initiate default proceedings against such companies for two main reasons — pressure by powerful corporates; and fear of
investigative proceedings particularly for decisions that involve a settlement and haircut and may have been optimal from an NPA
resolution perspective but could raise questions from a vigilance standpoint. The Insolvency and Bankruptcy Code is itself new, and
banks and corporates may be reluctant to initiate proceedings given the legislation is untested. In the face of such disincentives for
fast decision-making, the ordinance may be justified (in the short term) even if it empowers the RBI beyond its regulatory role.

Some commentators (e.g. Datta & Sengupta, 2017) point out that the Ordinance elevates the role of the central bank (and the
government) from a market regulator to a market participant, proactively involved in decision-making of the commercial banks.
Moreover, while the ordinance seeks to provide greater comfort for (public sector) bankers to take decisions on the resolution of
impaired assets, there is a question whether RBI officials may also not be subject to similar concerns, in which case paralysis will not
be resolved. Finally, the government’s ownership stake in the financial sector creates broad incentives for losses to be recognized only

13 Includes mandatory (viz. restrictions on dividend, branch expansion, management compensation) and discretionary actions (viz. related to
Supetrvisory interactions, Governance, Capital, Risks etc).
14 Source: “Resolution of NPAs set for radical overhaul: FM Arun Jaitley”, LiveMint, May 24, 2017.
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gradually (under the RBI’s time-bound provisioning rules), as fiscal resources ultimately need to be allocated to recapitalize the banks
for the incurred losses.

At a minimum, the Ordinance should help test the new Insolvency and Bankruptcy Code, which has been a key financial sector reform
initiative. By bringing borrowers and lenders to a common platform, the Ordinance, which, among others, empowers the RBI to issue
borrower specific instructions to banks to initiate resolution under the provisions of Insolvency and Bankruptcy Code 2016, would
test the timeliness of resolution given the limited timeframe of 180 days (with provision of one-time extension of 90 days) under the
bankruptcy code. It will be key be for banks, borrowers and creditors to agree on the resolution plan to prevent liquidation of the
borrower.

Box 3: New IIP and WPI series

In May 2017, the Central Statistics Office (CSO) and the Ministry of Commerce revised the base year of India’s wholesale price index
(WPI) and index of industrial production (IIP) seties from 2004-05 to 2011-12. The seties have also undergone other methodological
changes, including (1) adding new items and excluding some old ones to capture the changing structure of the economy; (2) including
work-in-progress in estimating capital goods production in IIP; and (3) removal of indirect taxes in deriving wholesale prices.

Both series are a crucial input in estimating GVA and GDP growth. In estimating GVA, the CSO uses a combination of private sector
corporate sector filings (deflated using WPI), and IIP growth (as a proxy for the unorganised sector). On account of the upward
revision to IIP growth and downward revision to WPI inflation (Figure 37 and Figure 38), GVA and GDP growth could witness
some upward revision when updated to reflect the new seties.

Figure 37. Growth in industrial production was revised Figure 38. Wholesale inflation was revised downwards in
upwards in the 2011-12 series FY16 in the 2011-12 series
Industrial Production Index, changes from the previous year, percent Wholesale Price Index, changes from the previous year, percent
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B. Selected Issue Notes

1. India’s Great Currency Exchange

India’s currency
exchange initiative
is an unprecedented
development,
leading to short-
term disruption and
potentially long-
term benefits if
complementary
measures are
adopted

On November 8, 2016 the Government of India announced that existing X500 (USD 7.50) and
%1000 (USD 15) banknotes, corresponding to 86 percent of India’s currency in circulation by
value, had been “demonetized,” that is, ceased to be legal tender.!> Holders had 50 days to turn
in the demonetized notes at banks. Although holders could initially exchange some of the old
notes for new notes, or withdraw new notes from their accounts, cash shortages ensued as
withdrawals were subject to limits and technical factors constrained the pace of introduction of
new notes. Since more than 80 percent of purchases in India are made in cash, the shortages
caused a drop in transactions and reduced economic activity in the short-term, as described in
Part A. While the cash shortage has largely abated, certain sectors that disproportionately employ
the poor and vulnerable may take longer to adjust, notably construction and other informal
sectors. Therefore, measures announced to ramp up affordable housing construction will be
important to mitigate the short-term impact on this group. In the long term, demonetization
has the potential to accelerate three positive and related transformations: (i) formalization of the
economy; (ii) increased tax collection and (iii) greater digital financial inclusion. However, to
realize the potential benefits, complementary measures are required.

A gargantuan and unprecedented exercise aimed at curbing “black money”

Outside of
hyperinflations or
other severe crises,
there is no
precedent for
demonetization of
this magnitude

India’s currency in circulation is equivalent to 12.3 percent of GDP, higher than in most
emerging market and advanced economies (Figure 39). An estimated 23 billion banknotes have
been demonetized, representing over 86 percent of currency in circulation by value (Figure 42),
or approximately 10 percent of GDP. In January 1978, the government demonetized 1000,
%5000 and 10000 through an ordinance to control illegal transactions. However, these high-
denomination notes accounted for just 1.7 percent of the total value of notes in circulation and

15This led the initiative to be known as “demonetization,” although it is best described as a currency exchange of old 500 and ¥1000
notes for lower-denomination notes and new ¥500 and %2000 notes.
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Figure 39. Currency in circulation is higher in India than

in most other countries
Current in circulation as share of GDP (2015)
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The Indian authorities initially stated three main objectives of demonetization: (i) eliminate
countetfeit notes, which were used to fund terrorism and other illicit activities; (ii) curb “black
money,” wealth for which taxes were not paid; and (iii) fight corruption, which is one key source
curb tax evasion and of the “black money” being targeted. The promotion of non-cash payments, primarily through
digital means, emerged as an important fourth objective.

Central banks commonly undertake currency exchanges to remove counterfeit notes from
circulation and introduce notes with more advanced security features to deter future
counterfeiting activity. The note exchange in the Philippines is one example, while the US
Federal Reserve has introduced three new designs of the USD 100 note in the past 30 years.

Demonetization forced individuals either to disclose their cash holdings (and thus open
themselves to scrutiny and taxation), or take substantial losses and risks to keep their anonymity.
When holders disclosed previously undeclared income, they faced a 50 percent tax, with 50
percent of the remaining amount retained for four years in a non-remunerated account. If tax
authorities later identify deposits of previously undeclared income, they will be subject to 85
percent tax and penalty, and possible criminal prosecution. Most subterfuges utilized to
legitimize cash holdings involved payments either to the government (taxes), or to third parties.
Therefore, demonetization effectively acted as a tax on undeclared money.

Finally, demonetization encouraged more merchants to accept payment other than in cash, and
more consumers to start using digital payments, leading to a possible network effect. Boosting
digital payments reduces the use of anonymous cash and increases the public’s comfort with
electronic cash, which is key to implementing direct transfer of benefits successfully.
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Cash availability has The amount of currency with the public (which includes old notes) declined sharply until early

normalized and a December 2016, as the amount of demonetized notes turned into banks exceeded the amount
new steady-state of  of valid notes disbursed (Figure 41). The RBI’s mints started printing 2000 notes in September
holdings near 80 2016 and the new X500 notes only after November 8, 2016, limiting the pace of new currency
percent of pre- disbursements. Daily and weekly deposit restrictions were in place, but in many cases limited
demonetization quantities of cash were the binding constraint to cash withdrawals, leading to long lines at ATMs.
appears to be Currency with the public reached a low of 46 percent of the pre-demonetization value on
emerging December 9, 2016 representing a contraction of over 5 pp of GDP. Liquidity started to

normalize by the second half of December 2016 by end-April 2017 had reached 80 percent of
pre-demonetization levels. Cash in hand with banks appears to have returned to levels prevailing
pre-demonetization (Figure 42), suggesting demand for currency matches supply to banks, and
that a new post-demonetization steady state of cash holdings could be close to being reached.

Figure 41. The amount of currency with the public Figure 42. Less cash with banks means more currency
declined by more than 50 percent before recovering withdrawn relative to currency supplied to banks
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The near-term economic impact was limited but the social impact may have been greater

The impact on As discussed in Part A, despite statistical issues that mask some of the impact of demonetization
economic activity on measured economic growth in Q3, available evidence suggests that the actual impact was
was limited given smaller than what the observed liquidity contraction would have suggested. A naive model
the magnitude of assuming constant money velocity and sticky prices would have yielded a much larger impact in
the exercise FY17 GDP (Table 3). Instead, while the inflation trajectory was little-changed, money velocity

accelerated strongly after demonetization (Figure 43)1°.

This increase in money velocity reflects a jump in the use of electronic payments, as well as
coping mechanisms, especially informal credit. As demonetization was pervasive and widely
understood to be temporary, the response of informal credit probably was larger compared to
a monetary shock perceived to be permanent. In addition, the government allowed the use of
old notes for specific purchases until December. Importantly, old notes could be used for fuel
purchases until early December 2016, and farmers were able to buy seeds with old notes, which
ensured that the sown area of the rabi (winter) crop was barely impacted by demonetization.
This, together with the liberation of tolls, prevented a breakdown of the logistics chain, which
would have had a much bigger impact on activity.

16 While the numerator (GDP) may have been overstated by statistical issues in Q3, the numerator was also overstated since it includes old notes
that had not been deposited but were no longer legal tender, and new notes were predominantly the relatively less liquid 2000 notes.
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Table 3. A naive textbook model with constant velocity
and sticky prices would have predicted flat GDP growth
Lbillions (GDP, M1), ratio (V) and percent (deflator, growth)

FY16
FY17F ("textbook™)
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Assumed Deflator
Real Growth

Source: RBI and World Bank staff calculations
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Figure 43. However, in reality money velocity accelerated
sharply post-demonetization
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While the macroeconomic impact of demonetization has been relatively limited, the distribution
of the costs is uneven as the informal economy is likely to have been hit especially hard.
Although the informal economy may account for only 40 percent of GDP (Kolli & Sinharay,
2011), it employs 90 percent of India’s workers (Naik, 2009), and the disproportionate impact
of demonetization on India’s informal sector suggests that it would have affected those workers
the most. The poor and vulnerable are more likely to work in informal sectors (farming, small
retail, and construction), and are less able to move to non-cash payments. Sensitive to the
potential impact on jobs in the construction sector, which is an important avenue for poverty
reduction, the government announced a number of measures to boost the construction of
affordable housing, which may help the sector as it transitions to a less cash-reliant model.

The initial impact of demonetization on banks was negative, as evidenced by the slowdown in
financial services in the national accounts. The longer-term impact may be more positive if the
new steady-state level of deposits is higher and usage of electronic payments increases. Although
a large share of the cash deposited has been withdrawn, as of April 28 deposits were up 3.7 pp
of GDP compared to before demonetization. In turn, higher deposits should allow for a
reduction in deposit and lending rates, and for banks to increase lending volumes while
preserving profit margins. Although deposit and base rates did come down slightly, banks used
additional deposits to purchase government securities rather than extend credit (Figure 13).

In FY17, the taxation of previously unreported cash (including the amount identified via the tax
amnesty and demonetization) generated additional tax revenues. Gross tax revenues (including
the states’ share) exceeded the budgeted target of 10.8 percent of GDP and came in at 11.3
percent (FY16: 10.6 percent; Figure 44), mostly reflecting higher-than-expected excise
collections on petroleum products.!” Meanwhile, demonetization had a neutral effect on direct
taxes, which were in line with budget targets (5.6 percent of GDP). Moreover, as banks bought
government bonds, funding costs initially fell, lowering the interest bill at least temporarily
(Figure 45). Going forward, revenues may increase permanently if demonetization is successful
in raising the amount of income reported to tax authorities.

17 Indirect tax revenue, particularly excise, came in higher than the budgeted 5.2 percent of GDP at 5.7 percent of GDP during FY17.
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Figure 44. Tax collections exceeded budgeted targets Figure 45. Government borrowing costs declined post-
demonetization
Gross tax revenue, percent of GDP 10-year government Bond Yields (percent)
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Complementary reforms will ensure the achievement of positive transformations
Formalization of the economy

Demonetization can The informal economy accounts for over half of India’s GDP (as of FY09) and 82 percent of

accelerate the non-agricultural employment (as of FY'12; Table 4). Demonetization promotes a reallocation of
formalization of the  resources from the informal to the formal economy. First, informal traders and credit providers
economy felt the brunt of the withdrawal of liquidity. If informal credit providers, who serve individuals

and informal businesses, faced losses related to cash that they had not previously declared, their
capital base and future ability to lend declined. On the other hand, liquidity flowed to banks,
which can channel it as credit — largely to formal enterprises. Second, formal merchants and
businesses were better able to switch to non-cash forms of payment during the liquidity crunch,
thereby minimizing disruptions. Many firms that had been reluctant to formalize now adopted
digital payments, moving a step closer to formalization, thanks to the demonetization exercise.

Table 4. Jobs are concentrated in the informal sector... Figure 46. ... where firms are smaller and less efficient
Y asxcis: share of plants; X axis: employment
49

Unorganized share of, GDP (FY09) Jobs (FY12)

percent 35- "\

. ' {1\
Agriculture 92.4 99.6

9 3 «  \ Informal
Manufacturing 32,0 74.8 ,’ \
.25

Mining, utilities 9.3 41.0 ,l “
Construction 55.9 67.0 27 | "‘
Trade, hotel & restaurants 74.1 94.9 -15"’
Transport, storage & 63.1 87.2 1
communications
Services other than trade or 36.6 745 .05+
transport 0 \

. . B T ™ = T T T 1
All industries 54.4 82.4 1 4 16 64 256 1024 4096 16384

Source: Kolli (2011) and Srija & Shirke (2014) Source: Hsieh and Klenow (2012)

Formalization is ultimately a positive transformation that can lead to greater efficiency, and India’s
low aggregate productivity is in part due to the prevalence of a large number of informal,
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unproductive firms (Figure 46). Complementary measures related to the ease of doing business
(notably labor market regulations) are needed to ensure that the new equilibrium of higher
formalization prevails. Moreover, given that the informal sector is a large source of employment,
especially for poor and vulnerable groups, the shift requires mitigation measures for those groups
as well as strengthening India’s safety net and expanding skilling programs.

Complementary measures to promote the formalization of the economy include the “ease of
Formalization of the doing business” agenda to reduce the cost of firms operating in the formal economy. The key
economy will be measures in this regard are: (i) implementation of the new Insolvency Act, which allows a more
supported by orderly reallocation of resources from less to more productive firms; (i) improvements in tax
improving the “ease administration that balance the need for enforcement of tax laws with the burden of compliance;
of doing business”  and (iii) further improvements in licensing and registration procedures for businesses. The

and GST smooth implementation of GST will be another major complementary reform to promote
implementation formalization, as firms have a strong incentive to register with GST to obtain input tax credits.
Mitigating the Recent global events have highlighted the importance of mitigating the impact of economic shifts

impact on the poor  on the groups that will be most disrupted. As noted, in India, the poorest and most vulnerable
will be importantin  work in the informal sector. The construction sector in particular has been an important pathway

this accelerated out of poverty for many rural households. Policies that facilitate the absorption of construction
transition towards labor force by larger firms, including as part of the announced expansion of investment in public
formalization infrastructure and in affordable housing, are helpful in this regard. Similarly, policies that promote

hiring by formal firms, including through review of burdensome or complex labor legislation,
would be important to ensure that the losses in the informal sector are significantly compensated
by gains at the formal end.

Increasing tax collections

Greater The main stated objective of demonetization was to penalize holders of cash related to income

formalization also that has avoided (or evaded) taxation, and curb its creation. Indeed, few individuals pay tax (Figure

implies higher tax 47) and India collects little in personal income taxes. Although this may be expected by its current

collections income level (Figure 48), as income rises, income tax collections would be expected to increase.
Figure 47. Too few Indians pay personal income tax Figure 48. India collects little in direct taxes...

compared to similar countries
Personal income tax revenut as a share of GDP (x-axis); Log of GNI
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Furthermore, corporate tax collections have been declining (Figure 49), a trend whose impact on
the budget has been offset by increased reliance on indirect taxes. Demonetization affected the
stock of “black money”, and the government succeeded in raising additional tax revenues from
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Figure 49. Corporate income tax collections have been
declining, with increased reliance on indirect taxes
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the money unearthed by the exercise. However, in order to capture the flow of “black money”
going forward, additional measures related to tax policy and tax administration will be required.

Figure 50. Property tax collections are low compared to
other countries
Taxes on property, percent of GDP
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India can raise more A 2012 study by the National Institute of Financial Management '8 found that investments in real
revenues from the
taxation of property,
a major store of
unaccounted wealth

The government has

taken several

measures to curb
“black money” and

improve the

enforcement of tax

collection

estate is the most common method to hold unaccounted income. Real estate has reportedly been
purchased largely in cash, in order to avoid stamp duty and registration fee, and to minimize
property tax, even as very few municipalities enforce meaningful and regular taxation of
properties. As a result, India is an outlier in the collection of tax on property (Figure 50), which
limits resources at the level of state and local governments.

One factor accounting for this development is the relatively high costs of property registration,
which creates incentives to under-report the underlying sale value of the property, thereby
creating “black money”. Under the Jawaharlal Nehru National Urban Renewal Mission
(INNURM), states agreed to reduce stamp duty rates, which were often 10 percent or higher, to
five percent. While the rates have thus come down, they remain high in many states in comparison
to levels in other countries. Once registration fees are added, the overall cost of registering
property increases by an average of 1 percent surging to 10 percent in Bihar, where a 2 percent
additional stamp duty in urban areas leads to an effective stamp duty rate of 8 percent. At the
same time, some states have raised the circle/administrative rates closer to market levels.
Nevertheless, between 2005-2006 (when the JNNURM was launched) and 2013-2014, the ratio
of stamp duty collections to GDP increased only modestly from 0.70 to 0.78 percent of GDP,
suggesting that underreporting of transaction values remains a challenge.

In the past two and a half years, the government enacted a law regarding undisclosed foreign
income and assets, amended the Double Taxation Avoidance Agreement with Mauritius and
Cyprus, and implemented a Voluntary Income Disclosure Scheme earlier this year. Moreover, the
Benami Act, which targets property held in the name of third parties, came into effect on
November 3¢ 2017. These are welcome measures, but collections of personal and corporate
income tax and property taxes can be further enhanced by (i) better coordination among tax
agencies to increase number of companies with tax deduction at source (TDS); (ii) introducing a
minimum alternative tax based on a firm’s assets (or individual wealth); and (iii) rationalizing land
taxation to incentivize truthful reporting of property values.

18 NIFM (2012), see Figure 3.18.

29 « INDIA DEVELOPMENT UPDATE MAY 2017



Greater coordination
between central and
state tax agencies,
and among central
tax agencies can
lead to improved
enforcement

A minimum
alternative tax based
on individual and
corporate assets can
secure higher
revenues and allow
the simplification of
the tax code

Taxation of land
transactions can be
rationalized to
increase revenues
and transparency

There is limited information exchange between state and the central revenue departments, as well
as between the Central Board of Excise and Customs (CBEC) and the Income Tax Office (ITO),
curbing the ability of different tax authorities to cross-reference information and better enforce
tax collection. Although information exchange has picked up since the signing of an MOU
between the CBEC and the ITO, collaboration between the agencies can be deepened further,
which is likely to bring significant benefits with the launch of GST

Since firms have an incentive to register for GST to claim input tax credits, GST provides an
avenue to cross-reference filings of GST and corporate income tax, thereby ensuring consistency
in reported turnover, as well as using this information, first to alert companies of any possible
mismatch and, subsequently, for audit purposes. This requires increased collaboration and data
sharing not only between the departments overseeing direct and indirect tax collection but also
between state and central revenue departments.

Besides, GST can help in providing additional information on firms’ corporate incomes, as well
as increasing the number of firms that deduct personal income tax at source; this can be similarly
verified or audited based on mismatch between the firms’ reported turnover and filing of TDS.

India’s taxation system for businesses is complicated because of numerous exemptions that allow
certain firms to pay no taxes. Many of these businesses deliberately keep idle assets on their
balance sheets, using these assets for speculative purposes or as conduits for tax avoidance or
evasion. A Minimum Alternative Tax (MAT) on book profits at a rate of 18.5 percent is currently
applied when the amount paid on book profit is higher than the amount resulting from a regular
tax rate of 30 percent applied on taxable profit. However, this helps mainly in the case public
sector enterprises that have the incentive to accurately report profit. Most corporations have no
such incentive, leading to MAT being ineffective as a tool to improve compliance. In the recent
past, further exemptions have crept into MAT, reducing its ability to serve as a minimum tax.
Lastly, MAT does not apply to non-corporations, hence further limiting its effectiveness.

The advent of GST would be an opportunity to consolidate stamp duty and other property
registration and related fees into the GST, possibly at the low rate applicable to gold (5 percent).
This would bring many transactions to light, especially as developers would have more incentives
to report, given the facility to claim input tax credits. Notwithstanding these steps, improved
collection of land-related taxes also requires fine tuning and modernizing land cadasters, besides
frequently updating circle rates to create a better check on reported transaction prices. Finally,
keeping the land value updated would allow state governments to moderate stamp duty rates.

Digital financial inclusion

India has been a
pioneer in digital
financial inclusion

Since the 1990s, India began developing the technology infrastructure to facilitate the creation
of a payments and settlement ecosystem. Legislation and policy initiatives have been key to
promoting wider acceptance and deeper penetration of electronic payments, including through
the [AM (Jan Dbhan, Aadhaar and Mobile) trinity. India now has a robust, diversified and efficient
retail payments framework, comparable to that in advanced countries, to meet the diverse
requirements of users. These include bank accounts, checks, debit and credit cards and prepaid
payment instruments. A variety of remittance channels are in place to suit the needs of users
based upon their time criticality and cost sensitivity: National Electronic Funds Transfer
(NEFT), Immediate Payment Service IMPS), Aadhaar Enabled Payment System and recently
the Unified Payments Interface. Systems such as the Electronic Clearing Service (ECS), the
National Automated Clearing House (NACH) and the Aadhaar Payment Bridge System meet
the need for making bulk and repetitive payments. The RBI Committee Report on Medium Term
Path on Financial Inclusion (2015) articulated the vision.
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Table 5. Cash transactions still very popular in India Figure 51. Prevalence of cashless transactions was low
compared to other countries

Percent Percent of 15+papulation
Payment Type 2010 2011 90 29
80
Card Payment 0 68 69
Transactions
(Excluding 2.8 3.1 2.9 2.8 3.5 4.1 60 53 55
Commer.mal? = a4
Electronic Direct 6
/ ACH 2.6 3.0 3.8 4.5 5.6 6.8 40
Transactions 30
19 18
Cash 20 1 14
Transactions 90.6 90.0 89.7 895 879 86.6 . ; .
10 23 32 3 2
Other Paper 0 _=d - - [ |
Transactions 4.1 3.9 3.6 3.2 29 25 Indonesia  India Brazil Nigeria China Kenya S. Africa
(Checks,
Demand Drafts) m Used an account to make a x-action thru mobile phone (2014)
Used electronic payments to make payments (2011)
m Account at a financial institution
Source: Euro monitor Passport 2013 Source: RBI, World Bank staff calculations
Yet cash Cash transactions are still very prevalent, however (Table 5), and few individuals used electronic
transactions remain  payments or mobile banking prior to demonetization (Figure 51). After the demonetization
pervasive decision in early November 2016, there has been a large jump in digital payments (Figure 52).
These include debit cards (92 percent y/y in FY17 vs. 31 petrcent in FY16) and pre-paid
instruments such as e-wallets (71 percent y/y in FY17 vs. 128 percent in FY16). High growth
comes from a low base, however, which explains why the contribution to growth of these
categories is negligible. 1 On balance, the extent to which demonetization succeeds in
universalizing electronic payment will depend on the implementation of supporting
arrangements and capacity building interventions.
Figure 52. The growth of electronic payments jumped Figure 53. Access to the internet remains limited

post-demonetization
Share of the population (individuals using the internet) and number per

Change from the previous year, percent 100 people (others), 2015
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Note: See Abbreviations for acronyms

19 Following the RBI’s reporting on electronic payments, this figure includes RTGS, which is largely an inter-bank system for large
value payments. RTGS saw huge spurt during demonetization because of an increase in ePayments in other payment systems, which
use the RTGS to do the final aggregate settlement, and because of the increase in liquidity in the banking system that led to more
inter-bank money market transactions and placements with RBIL.
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Mobile penetration
can increase further,
and the internet
needs to be more
accessible, reliable,
affordable, open and
safe for all Indians

The adequacy of a stable, reliable digital payments infrastructure suited to transaction volumes
is paramount. Enhancements in network connectivity, financial infrastructure and reliability of
banking websites and applications relative to transaction demand are needed for customers to
feel confident in utilizing them. The cost of smartphones is relatively low by international
standards, but India’s mobile penetration rate lags behind most other emerging economies,
while only half the population has a mobile connection (Figure 53 and Table 6). Overall
teledensity (which includes subscribers with multiple accounts) was 93 percent as of February
2017, but Bihar, Assam, Madhya Pradesh, Uttar Pradesh and Odisha have teledensities below
80 percent, while rural teledensity is only 56 percent, suggesting unequal access.

India lags further behind with respect to data connections. India has approximately 432 million
internet subscribers (of which about half are still on narrowband 2G connections) compared
with 731 million in China. Nearly half of Indian businesses had an online presence in 2014
compared to two-thirds in China two years eatlier. The cost of a 1 Mbit/s residential broadband
service in India is 6-10 times more expensive than in China.

Table 6. India has considerable scope to improve its digital connectivity relative to China

Indicators (as of 2016, except as noted) India

Unique mobile subscribers, share of the population 1/ 514 76.1
Mobile broadband (3/4G), share of unique mobile subscribers 1/ 18.6 64.6
Spectrum allocated to mobile communications (MHz) 2/ 256 (2015) 687 (2013)
Internet users (millions) 3/ 432 731
Firms with their own website (percent) 4/ 48.9 (2014) 66.1 (2012)
Price of a 1 Mbit/s residential broadband service (PPP USD) 5/ 56.5 (2013) 4.4 (2013)

Even with the right
infrastructure,
changing consumer
and bank behavior
will require
additional effort

Interoperability
between different
systems will also
have to be resolved

Sources: 1/ GSMA Intelligence; 2/ GSMA Intelligence and China Academy of Telecommunication Research; 3/India:
TRAI; China: S. China Morning Post; 4/ World Bank Enterprise Surveys; 5/ WDR 2015

While the demonetization experiment moved a large number of individuals to digital payment,
sustainable changes in consumer behavior will require additional measures. Rao et al (2010)
point to a few key challenges. Individuals need to make two key changes in their behavior. First,
they must move from tangible means that they can see and feel, to means that are less tangible
or not at all tangible. Second, they have to rely on technologically advanced tools to undertake
regular day-to-day operations. The latter requires users to be literate and educated to the extent
of comprehending the content of transactions. Supporting and sustained investment in digital
financial literacy is needed for this purpose. Complementing that baseline need is accessibility
in the local language: if the bulk of the population needs to come on board, it would be
important to make these facilities available in the principal Indian languages to ensure that users
comprehend the transactions they enter into.

In addition, the banking sector will need to move from account opening to account usage. The
challenges for the banking sector include adjusting to the cash preferences of customers who
start using credit or electronic advances, and translating the increase in the number of bank
accounts from the Jan Dhan Yojana into actual usage of those accounts. Increasing the use of
direct benefit transfers to provide further benefit through electronic transfers would be an
important step in this regard.

Advances in the retail payments infrastructure and overall policy framework have brought about
a number of developments including (i) full interoperability for payment cards; (i) initiation of
transactions from various digital payment channels; (iii) fast developing interoperability for
agent networks through the “MicroATM” and Aadhaar payments bridge; and (iv) de-coupling
of mobile wallets from the underlying bank account through the Unified Payments Interface.

Customers of Pre-Paid Instruments (PPI) however do not get the full benefits of
interoperability. There are several transaction channels available for moving funds from a linked
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The government
can also introduce
more incentives and
mandates for digital
payments

bank account to PPI and vice versa. However, it is not possible to move funds between PPIs.
This difficulty arises because of lack of full access for PPI issuers to the retail payments
infrastructure in the country and restrictions on the “cash out” feature for PPI given AML/CFT
considerations. In the context of proposed changes to PPI guidelines, the RBI has suggested
further strengthening the KYC requirements for opening PPl accounts — this could pose
challenges to issuers and customers, but on the other hand could pave the way for PPI
instruments getting fully integrated into the retail payments infrastructure.

From a user perspective, the cost of cash as a means of payment is (neatly) nil, as the RBI and
the government cover the costs involved in supplying the medium of payment. However, digital
payments setvices are provided by commercial operators and user costs can therefore be higher.
Therefore, the government can continue to support the switch to digital payments by
introducing mandates and incentives (such as the service tax exemption on card payments
provided during demonetization). Moreover, the government can accelerate its push to digitize
all government transactions, including tax filings and payments. In particular, the introduction
of GST allows doing this on a national scale.
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2. Fiscal Policy Update
FY18 Budget: Everything in Moderation

Budget largely achieves the objectives of building fiscal credibility

Fiscal consolidation The government announced the FY18 fiscal deficit target at 3.2 percent of GDP, lower than the

continues, at a
measured pace

expected 3.5 percent deficit in Y17 and the 3.9 percent achieved in FY16 (Table 7 and Figure
54), but 0.2 pp higher than the previously announced fiscal path. This stance is broadly neutral:

excluding disinvestment receipts (which are treated as financing items under GFFSM 2001), the
‘strict’ fiscal deficit (“World Bank/IMF definition” in Table 7 below) is expected to come down
by only 0.1 percent of GDP. The primary deficit contracted by 0.4 percent of GDP in FY17
and is expected to decline further to 0.1 percent in FY18, supporting a declining path for the
debt of the Central government. However, what appears to be the materialization of contingent
liabilities (“residual” in Figure 55) has kept debt ratios above what the path of fiscal deficits
would imply. The combined debt stock of the center and the states has been declining since
2004 and has stabilized close to 69 percent of GDP since FY16.

Table 7. The deficit has been on a consolidation path

Percent of GDP

FY15 (act)
Total receipts 9.3
Revenue receipts 8.9
Non-debt capital receipts 0.4
of which divestments 0.3
Total expenditure 13.4
Revenue expendi_ture 107
(excl. grants for capital assets)
of which interest 3.2
Capital expenditure 26

(incl. grants for capital assets)
Primary deficit -0.9
Fiscal deficit

(Gol definition)

Fiscal deficit
(WB/IMF definition)

-4.1

FY16 (act) FY17RE FY18BE
9.2 9.8 9.5
8.7 9.4 9.0
0.5 0.4 0.5
0.3 0.3 0.4
131 13.4 12.7
10.3 10.4 9.7
3.2 3.2 31
2.8 3.0 3.0
-0.7 -0.3 -0.1
-3.9 -3.5 -3.2
-4.2 -3.8 -3.7

Source: Ministry of Finance and World Bank staff calculations

Figure 54. The government remains on a path of fiscal
consolidation
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Figure 55. Debt levels of the center have not declined in
line with the deficits

Decomposition (bars) of changes in the center’s debt-to-GDP ratio (line),
percentage points of GDP
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The budget targets  In May 2016, the government commissioned a group of experts to review the Fiscal
are largely aligned  Responsibility and Budget Management (FRBM) Act, which embodies India’s fiscal rule. During
with the preparations of the FY18 budget, the committee delivered its report to the government, which

recommendations of 1, hlished it in April 2017. Its key recommendations include (i) introducing a medium-term debt
the FRBM review

- target of 60 percent of GDP for the center and states combined (vs. 69 percent currently); (ii)
committee

adopting an explicit escape clause for when deficits can deviate from the target; and (iii) gradually
lowering the fiscal deficit targets. The government is currently reviewing the recommendations,
although it has already accepted some of them in the budget. Importantly, for FY19 (the year
of the next general election), the fiscal deficit is targeted at 3 percent of GDP. Box 4 has
additional details of the report’s recommendations.

Box 4: The FRBM Committee Report

The FRBM Review Committee submitted its report in January 2017. The Committee proposed a draft Debt Management and Fiscal
Responsibility Bill, 2017 to replace the Fiscal Responsibility and Budget Management Act, 2003 (FRBM Act). Key recommendations
are summarized below:

1. The committee suggested using general government debt-to-GDP ratio as the primary anchor for medium-term fiscal
consolidation. A debt-to-GDP ratio of 60 percent should be achieved by no later than FY23, with a 40 percent limit for the
center and 20 percent limit for the states.

2. The fiscal deficit (Gol definition) should be adopted as the key operational target consistent with achieving the medium-
term debt ceiling,

3. The path of fiscal deficit to GDP ratio consistent with achieving the debt targets, according to a majority of the committee
was set at 3.0 percent in FY18-FY20, 2.8 percent in FY21, 2.6 percent in FY22, and 2.5 percent in FY23.

4. The committee has included certain escape clauses to provide fiscal flexibility. These can be invoked in situations resulting
in (i) matters of national security, war, calamities resulting in collapse of agricultural output (i) sharp decline in real output
growth of at least 3 pp below the average for the previous four quarters (iii) far-reaching structural reforms in the economy
with unanticipated fiscal implications. However, deviations from the stipulated fiscal deficit target should not exceed 0.5 pp
in a year.

5. It has also complemented this with a buoyancy clause according to which the fiscal deficit must be lowered by at least 0.5pp
below the stipulated target if the growth of real GDP is 3pp higher than the average of the previous four quarters.

6. The revenue deficit to GDP ratio should decline steadily by 0.25 pp each year with the path specified as follows: 2.3 percent
in FY17, 2.05 percent in FY18, 1.8 percent in FY19, 1.55 percent in FY20, 1.30 percent in FY21, 1.05 percent in FY22, and
0.8 percent in FY23.

7. The committee also recommended the setting up of a three-member Fiscal Council that would: (i) provide macroeconomic
forecasts to the government; (ii) independently assess the central government’s compliance with the recommended fiscal
targets,; (iii) advise the central government on invoking the escape clause along with the action plan for returning to the
stipulated fiscal trajectory; and (iv) prepare an annual fiscal strategy

Revenue performance improving; most assumptions for FY18 realistic

Tax revenues As seen in Note 1, gross tax revenues exceeded the budgeted target of 10.8 percent of GDP,

exceeded targets in  coming in at 11.3 percent, mostly reflecting higher-than-expected excise collections (especially

FY17 on petroleum products) as well as higher-than-budgeted service tax collection (Figure 56). The
increase in collection may be linked to demonetization, as businesses had to legitimize their
holdings of old currency. Meanwhile, demonetization had a neutral effect on direct taxes, which
were in line with budget targets (5.6 percent of GDP); in effect, the measure boosted income
disclosure, but the liquidity crunch dampened economic activity.

Outturn from tax Tax revenue targets in FY18 are flat as a percentage of GDP compared with FY17 i.e., they
revenues expected  assume a buoyancy of one. On the one hand, there will be some significant headwinds, including
to be stable; no the reversal of favorable oil prices, the voluntary income disclosure schemes, and the
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estimates for
receipts from GST

demonetization-induced pressure to legitimize existing cash holdings. On the other hand, the
ambitious target for Personal Income Tax (PIT) collection (+25 percent in FY18 and +23
petcent in FY17) may be feasible considering that India has one of the lowest PIT/GDP ratios
in the world, and government has increased the rates for individuals in high-income brackets,?
whereby compliance may improve due to the information gathered from demonetization.
Excise collection is projected to grow by 5 percent, accounting for higher oil prices, which may
necessitate lower tax rates, while corporate tax is expected to grow by 9 percent due to a
reduction in corporate taxes to 25 percent for SMEs. No projections for GST have been
provided, although it is the stated government policy to introduce the GST in July 2017, and at
the latest by September 2017.

Figure 56. Tax collection improved thanks to higher Figure 57. Receipts from one-time asset sales are
excise duties expected to increase
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Disinvestment Divestments came in lower than budgeted at 0.4 percent of GDP in FY17, the same level as in

receipts to increase,
with possible
strategic
significance for
railroads

FY16. Budget estimates for FY18 peg disinvestment receipts at 0.4 percent of GDP (compared
to 0.3 in FY17; Figure 57). Notably, the divestment list includes some key rail sector PSUs
(IRCTC, IRFC, Ircon), which could be a key structural reform in the sector. The government
also plans to divest X110 billion worth of stakes in PSUs, starting with general insurance
companies. Total non-tax revenues, including disinvestments, are expected to decrease by 0.4

pp in FY18.

The quality of expenditure continues to improve

The majority of the
consolidation is
expected on account
of rationalization of
current expenditure

Revenue (current) expenditure, excluding grants for capital formation by states, has remained
largely stable in FY17 (10.4 percent vs. 10.3 percent attained in FY16). Increases on account of
implementation of the 7t Pay Commission recommendations offset the reduction in subsidies
(food, fertilizer and petroleum subsidies declined by 0.3 pp of GDP). In FY18, revenue (current)
expenditure excluding capital grants is expected to contract to 9.7 percent of GDP (Figure 58),
with savings spread among interest payments (given lower interest rates), subsidies (especially
fuel-related, as the push to improved management continues), current expenditure on defense,
and pensions (as pay and pension arrears arising from the 7% Pay Commission have been largely
disbursed).

20A surcharge of 10 percent of tax payable was added for individuals with income between Rs5 million and Rs10 million.
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Figure 58. Current spending rationalized, while capex

Figure 59. Transfers to states remain high

maintained
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Transfers to states
set to remain high

A marginal increase
in capex is

budgeted

Allocations to the
social sectots
increased, albeit
modestly

CEIC, Ministry of Finance, and World Bank staff calculations

Tax devolution to states has been budgeted at 4.0 percent of GDP in FY'18, same as the previous
year (Figure 59). This is slightly higher than 1 percent of GDP, as compared with the 13%
Finance Commission period, though grants to the states have been reduced to 2.4 percent of
GDP, compared with 3.1 percent on the average during this period. Overall, transfers to the
states are budgeted at 6.4 percent of GDP in FY18 vs. 5.9 percent on the average for FY11-
FY15. By comparison, the central government transfers approximately 30 percent of
expenditure to the states, against an average of 9.8 percent in the Organization for Economic
Co-operation and Development (OECD), although this is partly due to low own-tax collections
in the states, especially the municipalities.

Capital expenditure, including grants-in-aid for capital formation by the states, is budgeted to
increase from 2.9 percent of GDP in FY16 to 3.0 percent of GDP respectively in FY17 and
FY18. In fact, all deviation of budgetary targeted expenditure in FY17 was due to higher capital
expenditures (FY17 budget: 2.7 percent of GDP). Most of the increase in capital outlay can be
attributed to infrastructure sectors, such as roads and bridges. The revised estimates of capital
expenditure on roads and bridges at 0.26 percent of GDP for FY17 exceeded the budgeted
target by 0.16 percent of GDP. This level of expenditure for roads and bridges has been
increased slightly to 0.3 percent of GDP in FY18.

In FY 17, the revised estimates of total expenditures on social services (current + capital + loans
and advances) exceeded the budgeted amount by a substantial 0.38 percent of GDP coming in
at 5.3 percent of GDP. Social sector spending has been further enhanced to 5.7 percent of GDP
in FY18. Some of the projected increase (in both FY17RE and FY18BE) is attributed to the
“Mahatma Gandhi National Rural Employment Guarantee Act” (MGNREGA) scheme, which
became particularly important to absorb unskilled labor displaced by the demonetization
exercise. In contrast to the overall decline expected for current expenditures, expenditures on
education and health (which are largely current in nature) have increased modestly. Current
expenditures on education exceeded budgeted targets in FY 17, and are budgeted to remain flat
(up 0.01 pp in FY18). Current expenditures on health largely met budgeted targets in FY17 and
have been maintained at the same level in FY18. Substantial increases in capital expenditures on
health and education are envisaged in FY18, although they remain a small percentage of total
expenditure in the sectors (17 percent and 1 percent in health and education respectively) is the
first to be cut.
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Important measures
were taken to
mitigate the impact
of demonetization
on poor and
vulnerable through
stimulus to
construction

Construction has been an important gateway out of poverty in India. Therefore, policies that
promote construction are likely to have dual effects of creating jobs at the low-end of the income
distribution, and providing conditions for crowding in private investments and sustaining
growth. Demonetization’s continued impact in FY18 is expected to be felt primarily in the
construction and real estate sectors, therefore the focus on infrastructure investment and
protecting allocations for MGNREGA are important for the poor. In this context, the budget:
(@) granted infrastructure status to affordable housing, which could mean lower tax rates on
project development and potentially lower funding costs; (i) reduced the holding period for
considering gains on immovable property to be long-term from three to two years; and (iii)
focused on rural areas and increased allocation for irrigation and water (~Z300 billion), interest
subsidies, and e-NAM (national agricultural markets).

Some notable public finance management (PFM) and governance reforms introduced

A few important
PFM reforms
implemented, but
much remains to be
done

Reforms to reduce
corruption and the
creation of “black
money”, were
introduced

PEFM reforms included: (i) the budget date has been brought forward by a month, which, on the
one hand, this gives parliament more time to deliberate and allows for more timely execution.
On the other, estimates are based on less information than before. (i) Consolidation of the
railway budget into the union budget. In this initial year the measure is mostly aesthetic as the
information has simply been aggregated to the union budget presentation. (iii) Elimination of
plan vs. non-plan distinction. The plan vs. non-plan distinction, associated with five-year
development plans, has been eliminated and the budget has adopted a more standard
classification of expenditures between current and capital. A breakdown of expenditure on
schemes, which are largely implemented by states, has been provided instead. This is helpful in
identifying the expenditures implemented by central agencies vs. states. (iv) Off-budget funds
and overall budget transparency. Special-purpose vehicles, and off-budget borrowing remain
pervasive, but limited information is provided in the budget. In FY17, some of the infrastructure
push was accomplished through neatly X600 billion borrowing by NHAI; the FY18 budget
brought a X20 billion fund for the dairy sector under the National Bank for Agriculture and
Rural Development (NABARD).

Reforms were introduced in the areas of: (i) Digital economy, no transactions above 3200,000
will now be permitted in cash; further incentives are being provided for using digital payments.
(ii) Election funding —Enhanced transparency for political funding is expected to be brought
about by imposing a limit of 32,000 on individual cash donations and all payments above that
restricted to checks and digital modes.

State finances: higher deficits, higher capex

State deficits have climbed in recent years, but by how much?

State deficits have
been increasing, but
caution is warranted
with respect to
recent trends

States’ deficits have been on the rise since FY13 (Figure 60) and market borrowing by states
reached 2.0 percent of GDP in FY17 compared to 1.7 percent of GDP in FY16; in contrast, the
union reduced borrowing from 3.2 percent to 2.7 percent of GDP. The increase in state deficits
is partly due to a sharp deceleration in the growth of own revenues and an acceleration of capital
expenditures (Figure 61). However, two caveats apply when looking at the two most recent years.
First, the sharper increase in deficits and market borrowings in FY16 includes the effects of
UDAY, a scheme whereby state governments took over liabilities of their electricity distribution
companies and which were essentially debt of states. Second, fiscal reporting by states face
challenges in timeliness and quality. In particular, an analysis of ten major states shows that states
tend to overestimate current-year deficits during budget period (see Box 5). While states
overestimate revenues, revenue expenditures tend to come even shorter of revised estimates.
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Figure 60. Deficits have been on the rise... Figure 61. ... primarily because growth of own revenues

decelerated in recent years
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State FY18 budgets project a continuation of capex push and fiscal consolidation

FY18 budgets
promise lower
deficits as UDAY
expenditures are
phased out

The combined fiscal deficit of a sample of major states?! is budgeted to decline by 12.2 percent
in FY18 from FY17RE, partly as states phase out the UDAY debt transfers that increased deficits
in FY16 and FY17. For example, Rajasthan’s deficit is expected to decline by 6.4 percent of
Gross State Domestic Product (GSDP) in FY17. States have budgeted an increase in total
expenditures (revenue expenditure and capital outlays) of 10.2 percent y/y (Figure 62), driven
largely by capital outlays (+21.4 percent y/y). Revenue expenditure is projected to grow by a
more moderate 8.3 percent despite the implementation of recommendations from the 7t Central
Pay Commission in a number of states. States expect revenue growth to exceed expenditure
growth, thus leading to lower deficits. Budget documents target revenue receipts growth of 11.6
petcent y/y in FY18, driven by a healthy growth in tax revenues (+12.8 percent y/y), primarily
states’ own tax revenues (+13.7 percent y/y). These projections ate in line with the guarantee
given by the center, that under the GST revenues would increase by at least 14 percent nominally.

Figure 62. Consolidation in FY18 relies on contained revenue expenditures and tax revenue growth
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2 Due to lack of data, excludes UP, Uttarakhand, Punjab, Manipur, Meghalaya, Mizoram, Tripura, Telangana, Assam, Arunachal Pradesh and Goa.
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Box 5: Revised estimates and actual budget execution outturns

With a larger share of expenditure and borrowing in India now undertaken by states, interest has grown in state finances. However,
the quality and untimeliness of state-level fiscal information creates a major hurdle to state-level fiscal analysis. This Box presents a
comparison between the revised estimates and actual fiscal deficit in selected states to understand whether revised estimates (RE) of
fiscal deficits of states are reliable guides to actual outturns. We base our observations on a sample of 10 states?? for a period of 10
years from 2006 to 2015.

Table 8. States have systematically overstated deficits in revised estimates

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
Total Number of States 10 10 10 10 10 10 10 10 10 10
....for which Actual < RE
Fiscal Deficit 9 10 7 6 6 10 8 8 7 5
Revenue 5 2 4 7 8 7 7 10 10 10
Expenditure 9 8 8 9 6 10 9 10 10 10
Revenue Expenditure 9 9 8 9 6 10 9 9 10 10
Capital Outlays 7 5 6 4 7 8 7 8 9 8

Source: CMIE and World Bank staff calculations

Data shows that in the last ten years, on average, eight out of ten states in our sample have overestimated their fiscal deficits (Table
8) and actual deficits were 0.5 pp of GDP lower than the revised estimates suggested (Figure 63). In other words, the audited fiscal
deficit turns out to be systematically lower than the revised estimate of the fiscal deficit announced within two months of the end of
the fiscal year. An increasing number of states have overestimated their receipts over the last 10 years, while almost all states have
overestimated expenditures as well. Overestimation of expenditures vis-a-vis in revenues drives most of the overestimation of fiscal
deficit. Notably, the execution of revenue expenditures drives the underestimation of expenditures with a smaller contribution from
capital outlays (Figure 64), although there is some variation across states.

Figure 63. Actual state deficits were lower than revised
estimates by 0.5 percent of GSDP...

Fiscal deficit of 10 major states, difference between actual and revised
estimates, percentage points of combined GSDP

Figure 64. ...as the execution of expenditures (especially
revenue expenditures) came short of revised estimates
Expenditures of 10 major states, difference between actual and revised
estimates, percentage points of combined GSDP
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22 Rajasthan, Bihar, Uttar Pradesh, Jharkhand, Madhya Pradesh, Kerala, Karnataka, Punjab, Tamil Nadu and Gujarat
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GST on the verge of implementation

Government makes progress on GST implementation

The GST is on track
for implementation
in Q2 FY18, but key
policy and
administrative
challenges remain

Figure 65. Although some items receive similar tax
treatment in most states...
Frequency, number of states (y-axis) and rates, percent (x-axis)

Following the approval of the Constitutional amendment to enact the Goods and Services Tax
(GST) in September 2016, the Union Cabinet has in March 2017 approved four bills?? to
implement the new tax. The GST would be levied on all transactions involving supply of goods
and services except those that are exempt or kept out of the purview of the GST, primarily
electricity, and alcohol, as well as petroleum products, which can be added later.

The model adopted by India for the GST is unique and reflects the country’s federal structure.
First, the central government and the States will levy parallel taxes on goods and services
simultaneously through a dual GST model. The first component, Central GST (C-GST) will be
levied and collected by the central government, and the second component, namely, the State
GST (S-GST) will be levied, collected and appropriated by each of the States. A third variant of
the GST, the integrated GST (I-GST), will be set at a rate equal to the C-GST plus S-GST, and
will apply to interstate transactions instead of C-GST and S-GST. The states and the Center will
split the administration of the GST. The second unusual feature of India’s GST is that it will
have a number of rates — from exempt, to low-rated, to standard-rated with additional cesses.

The GST Council is currently working on the final operational rules, and the Fitment Committee
has recently announced GST rates on all goods and services, a challenging task given the need
to harmonize rates across 29 states that in some cases had different rates for the same
commodity (Figure 65 and Figure 66).

Figure 66. ... others are treated differently in different
states; these will need to be aligned under GST
Frequency, number of states (y-axis) and rates, percent (x-axis)
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To be ready for the GST, State governments will need to re-engineer and align their processes
with the GST processes, no matter whether a state decides to adopt its own I'T systems (Model
1), or use the IT system developed by the GST Network (Model 2). Due to the integrated nature
of commerce across the country, and the potential of widespread disruptions if some states
move to GST and some do not, it is critical that all states ensure their preparedness, including
the majority of Model 2 states, which would still require significant capacity building.
Notwithstanding the challenges, the GST is expected to be rolled out in the second quarter of
FY18.

23 In particular, the Central GST bill, Integrated GST bill, Union Territory GST bill and Compensation bill.
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Impact on growth and revenues expected to be positive in the long term

GST is expected to
yield substantial
growth dividends,
but their magnitude
is hard to quantify

The GST is
intended to be
revenue-neutral in
the short-term, but
may eventually
increase collections
as the economy
formalizes

The large number of
exemptions and
rates does not
accomplish
progressivity in the
GST

GST will play an important role in transforming the Indian economy and will lead to substantial
economic gains, through at least four channels. First, it will affect business processes, strategies,
investments and profitability in all segments of the economy. Firms that optimized production
and logistics at least in part to arbitrage different taxes across states will re-optimize for greater
efficiency of serving the consumer market. Second, GST will reduce costs of doing business for
tirms. By replacing a large number of taxes levied by the center and the States, GST would
integrate the tax base and allow seamless flow of input tax credit across the value chain of goods
and services. This would eliminate the need to file and pay multiple taxes, reduce cascading, and
result in an overall simplification of indirect taxation regime. Third, GST will reduce logistics
costs of moving goods across states, since the current regime had a number of barriers to trade
across states, from inspections at state borders, to limits on claiming input tax credit, and the
central sales tax, which was not eligible for input tax credit, effectively acting as a tariff. Fourth,
investment may gain as the distinction between goods and services is eliminated and capital
goods used as an input in provision of services will also be eligible for input tax credit.

While the mechanisms are clear, estimating their impact on economic growth is challenging. In
one recent study, Van Leemput and Wiencek (2017) estimated a positive impact on real GDP
between 3.1 to 4.2 percent. However, due to lack of data, the authors can only calibrate the
model to inter-state trade that takes place through rail, which represents less than 40 percent of
domestic trade. Moreover, the model appears to result in a reduction of overall tax burdens,
which is unlikely to be the case given the objective of revenue neutrality of the policy. Regardless,
the impact is likely to be positive and significant, given the highly inefficient nature of the current
indirect tax system.

A key design feature of the GST is that it should be revenue neutral. As of FY15, states and the
center raise approximately 13 percent of private consumption expenditure in indirect taxes that
the GST is expected to incorporate. Given the large number of exemptions on over half of the
consumer basket, GST rates are expected to be relatively high, with a standard rate of 18 percent
and a number of products taxed at a higher rate through cesses. The multi-rate structure of the
GST in fact mimics in some respects the existing system, possibly as a means to provide greater
certainty on revenue projections and ensure revenue neutrality is achieved.

Revenue neutrality also (approximately) ensures that the impact on inflation will be minimal. A
lower tax burden in one segment (e.g. higher provision of input tax credits for manufactured
items) would need to be offset by increases in other categories (e.g. services, which are currently
taxed at 15 percent and are likely to be taxed at the standard 18 percent rate). States are
guaranteed revenue growth of at least 14 percent y/y; should actual GST revenues fall short of
the guaranteed target, the center will compensate them.

In the long term, the GST will help increase formalization of the economy and may lead to
higher revenues. Sellers who are not in the GST chain will be unable to claim input credits,
putting them at a disadvantage vis-a-vis registered vendors. As the credit chain will function
only if all the transactions are recorded, the post-GST environment would lead to improved
disclosure of economic transactions, which in turn, may also have a strongly positive impact on
direct tax collection.

The multi-rate structure of GST is justified primarily on the grounds of protecting the poor:
since poor households consume certain items more intensively, equity considerations may
suggest exempting those items from GST. However, international experience and analysis of
the Indian data suggest that even with extensive exemptions on over half of the consumption
basket (largely food products), neither the current indirect tax system nor the GST are very
progressive tax instruments (Figure 67). This is because the cascading effects of GST on
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standard-rated inputs to exempt items, as well as cascading of taxes outside of GST (especially
those on petroleum products), lead to a significant “tax content” of many exempt and low-rated
products (Figure 68 and Figure 69). This suggests that simplifying the GST by reducing the
number of exemptions and rates would likely improve efficiency without a significant loss of
progressivity, which is best achieved through cash transfers and broader use of progressive
personal income taxes.

Figure 67. The incidence of the GST is very similar to that of the existing indirect taxes
Effective tax rate (direct effect), percent
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Figure 68. The current indirect tax system and the GST Figure 69. ...but cascading effects are more prevalent in
provide lower rates on items consumed by the poor... exempt items and diminish progressivity
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Note: Direct effect means the effective tax based on application of the Note: Indirect effect captures the cascading effects of taxes that are

statutory rate passed to the consumer because they are not credited to the producer
Overall, Nevertheless, the fact that India can achieve a major reform of indirect taxes without increasing
implementing GST  the burden on the poor is in itself an achievement. Adding to this the efficiency gains that the
will be a major tax will achieve and the fact that the information generated through the GST on spending
achievement patterns will facilitate enforcement of personal and corporate income taxes, the impact of the

GST introduction on equity and poverty should be positive.
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3. Trade Policy and Performance Update

In line with the
global slowdown in
trade, India’s growth
in imports and
exports has been
declining

This note examines recent trends in international trade and outlines developments on the policy
front, both globally and in India. In particular, India has not been immune to the global
slowdown in trade of the past three years, as growth rates in exports and imports have been
decreasing. Two recent significant global policy developments, namely the formal initiation of
the process of exit by the United Kingdom from the European Union and the New Trade Policy
Agenda for 2017 announced by the USA, contributed to the uncertainty surrounding trade
openness from the two major economies. On the domestic front, India laid out its new Foreign
Trade Policy (FTP) for five years (2015-20), ratified the WTO trade facilitation agreement and
implemented the Single Window Interface for Facilitating Trade. India also introduced several
trade remedy measures, other export and import measures, and FDI reforms.

Before the recent pickup, trade went through a multi-year decline

The trade-to-GDP
ratio has declined in
recent years...

In the past 20 years, India has become more integrated with the global economy. The trade-to-
GDP ratio more than doubled from 27.5 percent in FY 2002 to 56.7 percent in FY 2013, as
service exports and merchandise imports climbed (Figure 70). However, the trade-to-GDP ratio
declined to 43.4 percent in FY 2016, the lowest since FY 2005, as India has experienced an
export slump in the previous four years.

Figure 70. Trade has declined as a share of GDP Figure 71. India’s share in world trade has remained
stable
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...reflecting global
trends more than a
loss in
competitiveness*

However, the share of India’s trade in world trade has been relatively unchanged (Figure 71),
suggesting that India’s expetience is part of a broader global trend. A decomposition of Indian
merchandise export growth into global demand (world export growth) and India’s
competitiveness (India’s market share) confirms that weakening world demand conditions have
been driving the decline in Indian merchandise export growth (Figure 72). A similar
decomposition of Indian service export growth (Figure 73) reveals that between Q3 of FY 2013
and Q3 of FY 2015, the low growth rates was largely because of a loss in India’s competitiveness.
Contracting world demand was responsible for the declining growth rates since Q4 FY2015 and
gains in India’s market share have contributed to the pickup in services growth in recent
quarters.

24 In this section, “competitiveness” refers to India’s share in global export markets. Due to data constraints, market shares are based on value

terms.
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Figure 72. The recent decline in India’s exports has been Figure 73. ... and in the case of services market share has

mostly due to weakness in demand conditions... increased.
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Demand was weak  India’s exports have declined across markets. Driven by lower commodity prices and slowing

across destinations  growth in China, exports to the Middle East and emerging economies, including China, fell
substantially in FY16, and explained almost 60 percent of the decline in export in the fiscal year
(Figure 74). Only 25 percent of the drop in FY 2016 can be attributed to a loss in India’s
competitiveness. Conversely, the revival of merchandise exports in FY17, particularly Q3, was
due largely to improvement in India’s competitiveness. Besides, there was growth in world
demand during Q3 of FY17, the first since Q2 of FY15

Figure 74. Lower shipments to emerging economies was Figure 75. Imports also contracted until recently
a key driver of India’s export slowdown
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Imports also Merchandise imports have experienced negative growth rates over the last three years (Figure
contracted in the 75). Initially this was driven by a sharp decline in oil prices (Figure 76), but in 2017 both volumes
same period and values of imports contracted. The divergence between import value and volume growth

rates from Q3 of FY 2015 until the end of FY 2016 can be explained by the decline in oil prices.
With the downward trend in commodity prices halted, import values have begun rising,
particularly in Q3 of FY 2017.
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Figure 76. The downward trend in commodity prices has  Figure 77. As oil prices recovered, there has been a

been arrested in recent quarters decline in terms of trade in recent quarters
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Terms of trade The terms of trade improved, particularly from Q3 of FY 2015 to Q4 of FY 2016. This
deteriorated as oil coincided with the decline in world prices of oil and other commodities. Since March 2016, the
prices rose downward trend in world commodity and oil prices has halted and this was reflected in the fall
in the terms of trade in the first three quarters of FY 2017 (Figure 77).
The policy environment for trade may be changing globally
Recent In the 1990s and early 2000s, most developing countries, including India, in the context of broad

developments have  range reforms undertaken in 1991, significantly reduced their external tariffs and simplified tariff
highlighted risks of  structures (Figure 78 and Figure 79). Global services trade has also been significantly liberalized,
reversal in economic although mainly in the context of regional negotiations and less so in that of multilateral
globalization, but negotiations.

developing
countries continue  There were several developments on the trade policy front at the global level that have increased
to be cautiously the risk of a halting or reversal of the move towards freer trade.

supportive of trade

Figure 78. India has lowered tariff rates dramatically since Figure 79. ... a trend followed by other countries
the 1990s...
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In the United States, President Donald Trump signed an executive order to withdraw the United
States from the Trans Pacific Partnership (TPP). Britain, meanwhile, initiated the process of exit
from the European Union on March 29t 2017.

While there is concern about the effects of a shift towards more protectionist trade policies in
the global economy, some studies indicate that India, and the South Asia region more broadly,
under certain policy scenarios, may be little affected. On the contrary, India should seize the
opportunity and deepen its participation in the global economy (Wotld Bank, 2017).

On the other hand, developing countries more broadly and India in particular have continued
to push for gradual opening. The government of India laid out the new foreign trade policy for
2015-20. India also took important steps taken on the trade facilitation front. These include the
ratification of the WTO trade Facilitation Agreement, the submission at the WTO of a Trade
Facilitation in Services Agreement proposal, paralleling the existing similar agreement for trade
in goods, and the introduction of the Single Window System for Customs clearance. The Gol
also introduced several trade remedy measures and other trade policy measures as well as
undertook important liberalization reforms in FDI.

Heightened uncertainty about political support for trade openness

The USA will not
move forward with
the Trans Pacific
Partnership (TPP)

The USA has recently presented its trade policy agenda for 2017. The agenda is based on the
notion that trade should be free and fair for all Americans and that these goals can be best
achieved through bilateral rather than multilateral negotiations. The USA has called for
strengthening national sovereignty over trade policy, more strictly enforcing US trade law, and
negotiating better trade deals. Accordingly, the United States President Donald Trump signed
an executive order in January, 2017 to withdraw the USA from the TPP. Twelve countries,
namely Australia, Brunei, Canada, Chile, Japan, Malaysia, Mexico, New Zealand, Peru,
Singapore, the USA and Vietnam had signed this trade deal in February 2016. These countries
accounted for 36 percent of world GDP and 23 percent of world export in 2014.

The TPP aimed at eliminating tariffs with the exclusion of sensitive items, lowering non-tariff
barriers, enforcing more stringent environmental and labor standards, strengthening intellectual
property rights (IPR) protection, increasing transparency in public procurement and limiting
advantages to state-owned enterprises. According to a World Bank (2016b) estimate, the
agreement could have raised the GDP of its member countries by an average of 1.1 percent and
member country trade by 11 percent by 2030.

Several studies estimated that the TPP could have led to some losses in Indian exports,
particulatly to the US market, due to trade diversion (Kumar and Krishna, 2015, Banga and
Sahu, 2015, among others). The United States is the single largest destination for Indian exports.
Around 16.2 percent of the total merchandise exports and 15.75 percent of the total service
exports from India are to the United States.?> The remaining eleven countries account for
around 13.4 percent of the merchandise export market and 10.65 percent of the service export
market (Figure 80).26 The greatest impact from the TPP was expected in the textile sector, given
that Vietnam would have gained zero duty access to US markets while India would face duties
of 14-32 percent on readymade garments. In addition, Vietnam presently imports yarn and fabric
from India and exports readymade garments to the US. The “Yarn forward rule’ under the TPP
would have made it mandatory to source yarn from TPP member countries to avail duty
preference and could potentially have impacted exports of Indian yarn to Vietnam.

25 Merchandise export data pertains to FY 2016 and service export data to 2011.
26 Among the TPP economies, Singapore, USA, Japan and Malaysia are also an important source of foreign direct investment. These four countries
accounted for over 51 percent of FDI inflows in FY 2016 (RBI, World Bank staff calculations)
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The United
Kingdom voted in
June 2016 to exit
from the European
Union (Brexit)

Given the withdrawal of the United States from the TPP, the TPP will not go ahead in its current
form. The member countries met in March 2017 in Chile to assess future steps. However, no
clear consensus emerged on the way forward. The member countries are scheduled to meet
again in May 2017. Given these recent developments, where the future of TPP, as well as that
of other trade agreements the US is party to or is currently negotiating, such as the Transatlantic
Trade and Investment Partnership and the Trade in Services Agreement, is unclear, it is difficult
to ascertain the likely impact on Indian exports.

Figure 80. India’s exposure to the UK and TPP countries is limited
Export market share: TPP countries and United Kingdom
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The United Kingdom is an important global player, with the European Union (EU) accounting
for over half of its trade. Several emerging economies in Eastern Europe and Central Asia and
Sub-Saharan Africa have a high trade exposure with the UK. As part of the EU, the UK had
clear commitments and rights, in several areas including competition policy, investment and
movement of capital. As an EU member, the UK was part of 36 preferential trade agreements
(PTAs). Brexit has increased trade and investment policy uncertainty for the UK and the impact
of Brexit on trade flows and investment would depend on the type of trade relationship that the
UK will have with the EU.

World Bank (2016a) considers several post-Brexit scenarios assuming varying degrees of
economic integration with the EU. These include the “Norway Scenario” (the UK is a non-EU
European Economic Area — EEA — member part of the European Single Market); the “Swiss
Scenario” (the UK is a not a member of the EU or the EEA, but negotiates bilateral treaties
with the EU), the “FTA scenario” (the UK negotiates FT'As with the EU and other countries),
and the “no-agreement scenario” (UK trade is governed by the WTO). The study concludes
that the weaker the trade deal negotiated with the EU, the more negative could be the post-
Brexit outcome for the UK. Thus, the Norway scenario dominates the FTA scenatio, which
dominates the no-agreement scenario. The study also suggests that Brexit may have a negative
impact on trade with countries that have strong trade linkages with the UK, which include
Hungary, Poland, Czech Republic, Ireland, Netherlands and Cyprus in the EU, as well as non-
EU countries such as South Africa, Nigeria and countries in the Caribbean.

The UK accounts for around 3.6 percent of India’s merchandise export market share and 7.5
percent of service export market share. (Figure 80). Between 2011 and 2016, approximately 5.6
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percent of total FDI inflows were from the UK.?” The impact of Brexit on India would depend
on the post Brexit trade policy that emerges as well as the agreements India negotiates with the
UK, going forward.

Trade policy developments in India show continued but cautious engagement in global trade

The new Foreign
Trade Policy (FIP)
2015-20 aims at

promoting exports

The WTO Trade
Facilitation

Enacted in April 2015, the policy aims to promote exports, encourage domestic procurement
of inputs and capital goods and improve trade facilitation. Two new schemes, the Merchandise
Exports from India Scheme (MEIS) and the Services Exports from India Scheme (SEIS) have
been introduced. Duty scrips are granted as rewards under the MEIS and SEIS. These scrips
can be used to pay customs duty on imports of inputs and capital goods, excise duty on domestic
procurement of inputs and capital goods and service tax for procurement of services. Under the
MEIS, countries have been categorized into three groups (traditional markets, emerging and
focus markets and other markets) and the rates of rewards range from 2 — 5 percent of realized
FOB value of exports. The rate of rewards under SEIS range between 3 — 5 percent on exports
of notified services.

In order to incentivize domestic procurement, the government has reduced the export
obligation under the Export Promotion Capital Goods Scheme (EPCG) for capital goods
sourced domestically. The scheme allows for imports of capital goods at zero customs duty. The
importer is subject to a normal export obligation of six times the duty saved over and above the
average exports of the applicant in the preceding three years. In the case of indigenous
procurement of capital goods, duties are calculated as notional customs duties and the export
obligation set is lower than when capital goods are sourced from abroad. The new MEIS scheme
also proposes higher rewards for items with higher domestic content and value addition as
compared to items with high import content and less value addition.

With a view to improve the ease of doing business, the government reduced the number of
mandatory documents for exports and imports to three. The new FTP will be valid until March
315t 2020 and is due for a mid-term review in October 2017. See Table 9 for key changes to the
foreign trade policy.

Table 9. Highlights of Key changes in the Foreign Trade Policy
Five separate schemes- Focus Product Scheme, | The five schemes have been merged into the MEIS
Market Linked Focus Product Scheme, Focus Market
Scheme, Agriculture Infrastructure Incentive Scrip,
Vishesh Krishi and Gram Udyog Yojna and the
Incremental Export Incentive Scheme for merchandise
exports
Served from India scheme (SFIS) applied to Indian | SEIS applied to service providers located in India
service providers
Varying conditions (sector specific or actual user only) | Scrips issued under MEIS and SFIS and goods

attached to the use of scrips imported or locally procured against these scrips are
freely transferable and can be traded in the market.
Benefits not available to units in SEZs Benefits of MEIS and SEIS extended to units in SEZs
Only additional duty on customs, excise duty or service | Basic Customs Duty paid in cash or through debit
tax allowed as duty drawback. under Duty Credit Scrip can be taken back as duty

drawback if imported inputs are used for exports
Export Obligation for domestic procurement under the | Export Obligation for