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This Update was prepared by the macro team in the World Bank’s New Delhi office, with inputs from 

other units of the World Bank and on the basis of discussions with experts in New Delhi’s think tanks and 

policy making circles. The Updates are published twice yearly and give an overview of developments and 

forecasts for the Indian economy in the context of the global economy, and also highlight topics related to 

medium- and long-term growth which are in the public debate at the time of writing. The current Update 

describes the implementation challenges of India’s Right to Education Act, and discusses the financial 

difficulties facing the Indian electric power sector. We would like to note that the choice of the power 

sector as a special topic was done before the recent failures of the northern grid.  

Executive Summary 

Real GDP growth has slowed to a nine year low of 6.5 percent for FY2011-12, from 8.4 percent in the 

two previous years. The slowdown was most pronounced in the industrial sector, and more specifically in 

manufacturing and mining. In the quarter ending in June 2012, industrial output growth as measured by 

the Index of Industrial Production (IIP) has been negative. The contraction was particularly pronounced in 

the production of capital goods, which is in line with falling investment demand on the expenditure side 

of the National Accounts.  

The current account deficit reached a record 4.2 percent of GDP in FY2011-12, because of decelerating 

export growth and high crude prices. Merchandise exports grew by 41 percent in September 2011, but 

their growth slowed to 2 percent by August 2012 (measured as 12-months cumulative exports compared 

with the same 12 months of the previous year). Inflation reached 7.6 percent in August 2012. This 

represents a marked slowdown since September 2011, but there has been an uptick in food prices in 

recent months. Also, higher domestic prices for fuel, which are necessary to rein in spending on subsidies, 

will contribute to inflationary pressure. Inflation is therefore expected to reach 8 percent at end-March 

2013. 

Real GDP growth is forecast to reach around 6.0 percent in FY2012-13, after 5.3 percent growth Q4 of 

FY2011-12 and 5.5 percent growth in Q1 of FY2012-13. The slowdown is at least partly caused by 

structural problems. These include power shortages, which are partly caused by the financial difficulties 

facing the electricity sector as discussed in the special topic section of this Update, the corruption 

scandals that have hit the mining and telecom sectors, investor uncertainty because of pending changes in 

legislation (mining, taxes, land acquisition), and the tightening constraints of land and infrastructure. 

Tighter macroeconomic policies, slow growth in the core OECD countries, and worries about another 

global recession also weigh on growth. Important signals to revive domestic growth drivers—to lift 

sentiment more than produce instant efficiency gains—could come from reforms recently announced and, 

more importantly, the reform of direct taxes, the implementation of the long-delayed GST, and passage of 

the land acquisition and mining bills.  

Announcements in September 2012 of an increase in diesel prices (to rein in the fiscal deficit), relaxation 

of limits on foreign ownership in airlines (now up to 49 percent) and media (now up to 74 percent), 

clarification of rules for FDI in single-brand retail, allowing FDI in multi-brand retail (subject to state 

government approval), and specifying the disinvestment plans for the current year were widely welcomed 

by investors.  

                                                           
1 Prepared by Ulrich Bartsch and Smriti Seth.  
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The downside risks to medium-term growth are high because of the risks to global growth from the 

precarious situation in Europe. Even without a strong worsening of the global scenario, India‘s external 

financing requirements are high, and likely to expand in the coming years. Short-term debt (by residual 

maturity) stood at $150bn at end-June 2012 (up 9 percent over the previous year), in addition to the 

current account deficit of around $70bn. The RBI‘s foreign reserves amounted to $260bn by end-

September 2012.
2
 

In a worsening international scenario, macroeconomic policy room is much more limited now than it was 

in 2008. However, fiscal stimulus could come from rationalizing government expenditure by expanding 

investment and cutting subsidies. A step towards curbing the latter was made in September, when 

subsidies on diesel and LPG for household use were cut.  Investments in infrastructure could alleviate 

supply bottlenecks and crowd in private investment, with social safety nets cushioning the impact of 

rising prices. Interest rate cuts would be warranted if a global crisis scenario led to a collapse in 

commodity prices and domestic economic activity, as happened in 2008-09. The flexibility of the 

exchange rate as a shock absorber, if maintained, would help protect reserves and confidence at the times 

of outflows.  

This Update also looks closely at two important topics for medium- and long-term growth, namely India‘s 

Right to Education (RTE) Act, which aims to shape elementary education, and the financial difficulties in 

the Indian power sector.  

Of all the elements contained in India‘s Right of Children to Free and Compulsory Education (RTE) Act, 

one gained particular prominence in the media: private unaided schools must assure that 25 percent of 

first-year students are children from economically weaker sections (EWS) of the society. While it 

garnered much attention, the 25 percent quota is only one of many reforms presented in this Act, which 

are meant to push universal enrolment, enhance the quality of education, and promote social integration.  

The RTE Act not only made education a right for the first time, but re-defined how the goal of providing 

a high-quality of education is to be understood in India. In this light, it is perhaps not surprising that the 

implementation challenges are huge and many-layered and that there are vigorous debates about its 

provisions. What is important now is to build consensus among all stakeholders—governments, teachers, 

communities, parents, as well as the private providers—and ensure good implementation. 

More than a decade after a major reform program, India‘s power sector is again on the brink. The sector 

faces immense challenges which, if not addressed urgently and effectively, will seriously constrain future 

economic growth and development prospects. Electricity utilities in many states are facing a financial 

crisis, which has been in the making for many years. The causes are well known: high aggregate technical 

and commercial (AT&C) losses, under-recovery of costs through tariffs, and high arrears, both from 

electricity customers and from state governments promising but not necessarily paying subsidies.  

While the central government has adopted a bail-out plan for the sector in September 2012, a sustained 

improvement in the power sector requires focus on service delivery, tariffs, efficiency and profitability in 

seven states that comprise 70 percent of the financial and fiscal burden imposed by the sector. The 

legislative framework for the power sector is robust. However, while unbundling of generation and 

distribution and other reforms have been undertaken on paper, they have not always been implemented 

fully. Many state utilities continue to operate as de-facto government agencies without functional 

independence. The autonomy and functioning of boards of directors of state power utilities can be 

improved. To avoid a repeat of the grid failures of July 2012, grid discipline needs to be ensured. And 

finally, steps can be taken to ensure greater autonomy in appointment, finances and functioning of 

regulatory commissions. 

                                                           
2
 Foreign currency assets excluding gold, SDR, and IMF reserve position. 
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I. Recent Economic Developments 

 

GDP and its Components 

Real GDP growth has slowed to a nine year low of 6.5 

percent for FY2011-12, from 8.4 percent in the two 

previous years. The slowdown was most pronounced in 

the industrial sector, which had previously led the 

recovery from the slump following the global financial 

crisis. Industrial production in turn was affected by a 

strong decline in investment demand and slowing export 

growth. Agricultural production growth returned to trend 

(2.8 percent), while the service sector showed continued 

dynamism with 8.9 percent growth. 

Industrial sector output growth fell in the second half 

of FY2011-12. When India‘s economy rebounded in 

FY2009-10 from the global financial crisis, the industrial 

sector took the lead, with a growth of 11 percent in the last 

quarter of FY2009-10. Its growth slowed to 1.9 percent in 

the quarter ending March 2012 and rebounded slightly to 

3.6 percent in the first quarter of FY2012-13. The 

slowdown was driven by a deceleration in the 

manufacturing sector and a contraction in the mining 

sector. The latter came on the back of restrictions imposed 

on the sector after large-scale illegal activities were 

discovered in Orissa and Karnataka. A recent Supreme 

Court verdict allowed a partial lifting of the ban in 

Karnataka and this should help improve mining activity in 

the coming months. The subsequent rebound in industrial 

growth was driven mostly by a spurt in construction 

activity, which grew by 10.9 percent in the quarter ending 

June 2012. However, there has been a simultaneous 

deceleration in the index for industrial production mostly 

due to a contraction in the production of capital goods, 

which is in line with falling investment demand on the 

expenditure side of the National Accounts.  

On the demand side, FY2011-12 showed decelerating 

investment and private consumption. Growth in gross 

fixed capital formation slumped to 0.7 percent in the first 

quarter of FY2012-13, compared to 14.7 percent growth in 

the first quarter of the previous year. Fiscal consolidation, 

along with high inflation, continued to dampen aggregate 

demand. Growth in government consumption fell to 5.1 

percent compared to 7.8 percent in the previous year (the 

chart shows that private demand plus public investment 

grew faster than overall demand, indicating a negative 

impact of government consumption). 
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Balance of Payments  

Decelerating export growth and high crude prices have 

pushed the current account deficit to 4.2 percent of GDP 

in FY2011-12. Merchandise exports grew by 41 percent in 

September 2011, but their growth slowed to 2 percent by 

August 2012 (measured as 12-months cumulative exports 

compared with the same 12 months of the previous year). 

India exported $310bn worth of goods in FY2011-2012; 

almost triple the amount it exported in the same period five 

years earlier. Nevertheless, import growth also accelerated 

and reached nearly $500bn. With this, the merchandise 

trade deficit expanded and crossed $180bn in FY2011-12, 

about 50 percent higher than for the previous fiscal year. 

Imports were mostly buoyed by higher prices for oil and 

gold. However, weakening demand in India and a fall in 

crude prices resulted in some deceleration of imports in 

recent months. Oil imports rose by 46 percent in FY2011-

12, while non-oil imports were up by 26 percent. A rise in 

the invisibles surplus and strong remittances (14 percent 

growth) contributed to offset some of the trade deficit, but 

the current account deficit has reached $78bn, or 4.2 percent 

of GDP.  

The balance of payments moved sharply into deficit in 

the second half of FY2011-12. While the current account 

deficit continued to widen, capital inflows slowed because 

of greater risk aversion by international investors and 

uncertain tax policies in India. The RBI lost international 

reserves worth nearly $18bn in H2 of FY2011-12. 

Capital inflows reflected the heightened uncertainty in 

international financial markets. FDI inflows were higher 

in FY2011-12 compared to the previous year, on account of 

some large investment projects in the oil and steel sectors. 

Portfolio investments fell by 43 percent during the year, in 

spite of some pick up in the last quarter of FY2011-12. 

Loans also decreased, but inflows of banking capital added 

$16bn to the total despite the worsening international 

environment. Overall, growth in the capital account surplus 

decelerated to 9 percent in FY2011-12, compared to 20 

percent in the previous year. 

Remarkably, FII inflows surged in 2012, in spite of 

worsening global conditions and slowing domestic 

growth. During the first eight months of 2012, India had 

received nearly $16.7bn worth of net FII inflows, compared 

to $4.2bn during the same period last year.  

In August 2011, the rupee started depreciating sharply, 

reaching new lows in 2012. Slowing capital inflows and a 

widening current account deficit prompted the rupee to 
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depreciate by 20 percent in 2011. After a brief recovery in 2012, 

the rupee started losing value again in March, defying the 

remarkable stability it displayed during the two years before 

August/September 2011. Following reform announcements in 

September 2012, the rupee appreciated by nearly 5 percent vis-

à-vis the currencies of developed economies. The RBI tightened 

foreign exchange derivatives trading rules to clamp down on 

speculation, eased norms on remittances, external commercial 

borrowings and foreign investments in government securities to 

encourage dollar inflows. While currencies across the world 

depreciated against the US dollar, the Indian rupee lost the most 

value amongst emerging market currencies, second only to the 

Brazilian Real.  

In real terms, the value of the rupee is now below its long-

term average. Since the rupee has depreciated vis-à-vis all 

currencies, the real effective exchange rate (REER, 36-

currency trade based) has fallen to a level below its long-term 

average. In 2010-11, it had appreciated above its trend value. 

This should help improve India‘s export competitiveness and 

curb the widening trade deficit.  

To arrest the rupee’s depreciation, foreign exchange 

reserves were depleted by 3.4 percent during FY2011-12. 
The RBI intervened sporadically in the foreign exchange 

market, pulling down the reserves to $260bn by end-March 

2012.
3
 The import cover (of reserves) fell to 5 months by the 

end of FY2011-12, compared to 8 months during the Global 

Financial Crisis in FY2008-09. 

External debt reached $355 billion by end-March 2012. 

Short term external debt grew by 20 percent and external 

commercial borrowings (ECBs) by 18 percent during FY2011-

12, while short-term external debt (by residual maturity) 

increased by 24 percent. The external debt to foreign exchange 

reserves ratio increased to 50.1 percent, compared to 38.6 

percent in end-March 2011.  

India’s stock markets slumped and business sentiment 

declined. India‘s stock markets started declining at the end of 

2010, much earlier than most other EM stock markets. The 

SENSEX index fell 28 percent from its peak in November 

2010, and India‘s market underperformed those of its peers. In 

2012, the SENSEX clawed back about half of the losses by 

mid-February, but then started falling again. The RBI‘s 

purchasing managers‘ surveys indicate declining business sentiment (overall business situation and order 

books), and pushed down corporate profitability. Company managers are seeing a decline in the financial 

situations of companies, while profit margins are shrinking. The deterioration in conditions is also 

                                                           
3
 Foreign exchange assets without gold, SDR, and IMF reserve position. 
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supported by Purchasing Managers‘ Indices, which sank to their lowest in two years. Although there has 

been some pick up in recent months, new orders, which are forward looking indicators, have declined.  

Rating agencies warned the government of a credit downgrade and lowered India’s sovereign 

outlook. The rating agencies Fitch and S&P, which had upgraded their local currency ratings in early 

2010, downgraded India‘s ratings outlook from stable to negative. A one-notch downgrade would reduce 

India‘s rating from investment grade to a sub-investment status. In a surprisingly frank press release, S&P 

publicly warned India of a sovereign downgrade in the absence of credible public fiscal consolidation. 

While the Indian government does not issue foreign currency bonds or borrow from commercial lenders 

abroad, a sovereign rating downgrade could affect the availability and increase the cost of foreign 

currency borrowing for Indian corporates and banks. 

Inflation 

Although inflation has slowed markedly since 

September 2011, there has been some uptick in food 

prices in recent months. Headline inflation increased 

to 7.6 percent (WPI, y-o-y) in August 2012, but is still 

significantly lower than the 9.5-10 percent for much of 

2010 and 2011. The recent pick-up in inflation is mainly 

because of a resurgence in food prices. Inflation in the 

prices of primary food articles was negative in January, 

but has gradually increased to 10.7 percent in May. 

Energy price rises have continued to moderate because 

of a fall in international crude prices in recent months.  

Food inflation has fallen below its peak level, but 

remains a concern. In recent months, food prices have 

accelerated again, mostly due to an uptick in prices of 

grains, fruits and vegetables. This shows a shift away 

from the previous pressure points, such as; milk, eggs 

and meat. Rate of inflation for fruits and grains 

increased from negative 6 percent to 1.14 percent and 

5.6 percent to 10.7 percent between May and August 

2012, respectively. In addition, there has been an 

increase in the rate of inflation of manufactured food 

products to 9.1 percent in August from 5.8 percent in 

May. Due to a relatively weak monsoon this year, some 

further increase in primary food inflation is expected. 

Core inflation, which has been the main component 

of overall inflation since September 2010, has slowed 

down substantially. It reached a high of 10.3 percent 

during February-March 2011 and moderated to 5.7 

percent by May 2012. Core inflation indicates that pass-

through of higher input and wage goods prices (i.e. the 

prices workers pay for basic necessities) has diminished 

in line with the weaker growth data. However, there has 

been a slight uptick in core inflation in recent months. 

Seasonally adjusted data shows an uptick in 

inflationary pressures. On a seasonally adjusted basis, 
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wholesale food prices fell in November and December 2011 (seasonally adjusted annual rate of wholesale 

inflation, saar, of month-on-month price changes), and rose again in 2012.  

Retail inflation, as suggested by the new nation-wide consumer price index, has also been increasing 

since the beginning of 2012. According to this new index, which was first presented in January 2011, 

inflation increased from 7.7 percent in January to 9.9 percent in July 2012, mostly on account of a surge 

in food prices, especially vegetables. This shows sustained inflationary pressures, but the index is still 

new and its usefulness not yet well established. The RBI will likely rely more on it in the months to come, 

and is rightfully concerned about the high inflation indicated by this new measure.  

India’s CPI inflation trajectory shows little correlation with that in other important emerging 

markets. In India, inflation continued accelerating even after the Lehman collapse, when it moderated 

strongly in most other EMs, and India‘s CPI inflation has been higher than that of other EMs with the 

exception of Russia. There has been some moderation of international commodity prices in the last few 

months but this will only help ease inflationary pressures in India if the lower prices are passed on to 

consumers. India‘s CPI inflation is strongly linked to domestic food prices, which are not well correlated 

with international food prices because of trade restrictions.  

 

Fiscal Developments 
 

The Union Budget FY2012-13 targets an overall fiscal deficit of 5.8 percent of GDP, against an 

estimated realization of 6 percent of GDP for FY2011-12.
4
 The deficit target for FY2011-12 is 

estimated to have been missed by about 1 percent of GDP because of lower revenue and higher than 

expected subsidy payments (mostly on fuel). The target for FY2012-13 implies almost no correction of 

the slippages from FY2011-12. However, even achieving the modest deficit reduction target would 

require a significant reduction in subsidies to 1.9 percent of GDP from an estimated 2.4 percent in 

FY2011-12.  

Budget implementation during Q1 of FY2012-13 shows revenue buoyancy and a fast pace of 

expenditure. The April-June deficit reached 37 percent of the budget target. Revenues increased by 23 

percent over the same quarter of FY2011-12, in line with the budgeted growth rate, mainly because of 

lower VAT refunds and a widening of the service tax, which offset weak trends in excise and customs 

collections. Expenditures increased by 19 percent over last year against the budget target of a 13 percent 

increase. 

In the medium term, the government envisages a gradual fiscal consolidation, which would keep the 

budget deficit about 1 percent of GDP above the targets recommended by the 13
th
 Finance Commission 

(3.9 percent of GDP in FY2014-15 against 3 percent recommended). However, the debt-to-GDP ratio was 

about 7 percentage points below the 13
th
 FC recommendation in FY2011-12, and is expected to remain 

well below the recommendation through FY2014-15, partly because of a re-definition of debt, which 

became effective in 2010. 

In FY2011-12, tax and non-tax revenue was in line with the budget, while nominal GDP growth was 

significantly higher than expected because of higher-than-expected inflation. The revenue effort has 

                                                           
4
 The numbers presented here follow the Bank‘s and the IMF‘s definition of the deficit with disinvestment receipts 

and revenue from telecom license auctions counted as financing items; the government of India counts them as non-

tax revenue ―above the line‖. In the government‘s definition, the deficit target for FY2012-13 is 5.1 percent against 

realization of 5.9 percent and budget target of 4.6 percent in FY2011-12. 
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therefore not improved since the fiscal stimulus measures lowered the revenue-to-GDP ratio in the wake 

of the Global Financial Crisis. On the expenditure side, higher outlays for interest payments and defense 

added to the slippages. 

For FY2012-13, the Budget announcement included increases in excise and sales taxes to 12 percent 

from 10 percent. The new rates bring the tax structure closer in line with the envisaged GST. On the 

basis of the increases in the tax rates, the tax revenue-to-GDP ratio is expected to rise by 0.6 percent of 

GDP. Overall expenditure is targeted to rise in line with nominal GDP, but a small shift is envisaged in 

the composition of spending in favor of capital outlays. 

There were no major structural reform announcements in the budget speech. Nevertheless, a 

number of initiatives are aimed at improving financial intermediation. The Budget allocates Rs.160bn 

(about US$3bn) to increase the capital base of public sector banks, with the intention of maintaining at 

least 51 percent government ownership, and facilitates financing of investment with higher tax-free 

thresholds for infrastructure bonds and equity investment, and take-out financing from IIFCL.  

Anti-tax avoidance measures were announced in the budget, raising concerns amongst investors. 
The Budget contains a change of tax policy applied to mergers and acquisitions which updates a law 

dating back to 1962. The policy was proposed following the government‘s loss of a court case against 

Vodafone, which had sued against paying a tax bill of $2 billion for capital gains from the merger. While 

the intention of a clarification of the existing law was to ensure capital gains taxes are paid, which is of 

course justified in principle, making the change retroactive raised questions regarding feasibility and 

fairness. In addition, the government announced a set of General Anti-Avoidance Rules (GAAR) to avoid 

tax evasion and ensure that investors are not routing their funds in a particular manner to avoid taxes. This 

is expected to hamper inflow of funds from countries like Mauritius, which is the preferred route of FDI 

into India. However, due to lack of clarity on the nuances of the new legal structure and following 

protests by investors, the government has deferred its implementation till April 2013. Both proposals–the 

retroactive tax on M&A deals and GAAR–have become a source of uncertainty for the business 

community.  

The budget speech contained several remarks about the need to modernize social assistance 

payments by moving to targeted cash transfers, and highlighted pilot projects under way in different 

states for fertilizer, LPG, and kerosene, but made no commitments to reduce subsidies on diesel, which 

was the major factor in expenditure overruns in FY2011-12. Regarding the Mahatma Gandhi National 

Rural Employment Guarantee Schemes (MGNREGS), a ―greater synergy between MGNREGS and 

agriculture‖ will be sought – a reference to the ongoing discussion in the media about curtailing 

MGNREGS activities during peak labor demand in agriculture. The Finance Minister assured that the 

Food Security Bill (FSB) – if passed by Parliament – would be fully funded despite the lower target for 

the subsidy-to-GDP ratio. While the budgetary implications of the Food Security Bill are not clear,
5
 a 

significant reduction in fuel subsidies would be required even without the FSB.  

In September 2012, the government announced a diesel price increase, a cap on subsidized LPG 

and important reforms of rules governing foreign direct investment. The diesel price was raised by 

about 12 percent, which brings it closer to the cost recovery level. Foreign investors can now hold 49 of 

                                                           
5
 The Food Corporation of India currently procures food grains well in excess of requirements. A large-scale 

increase in procurement would take some time, because it would require the creation of a procurement infrastructure 

in states where there is little procurement at present. Ramping up sales through the Public Distribution System 

would be equally difficult. On the other hand, some economic analysts question whether there would be much 

higher demand for rice and wheat, because households increasingly prefer higher-protein diets, fruits and vegetables. 

Lower prices for rice and wheat could give them additional purchasing power for these other products, rather than 

result in a higher off-take of rice and wheat.   
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shares in airlines and 74 percent of shares in broadcast services. The ban on FDI in power exchanges has 

been lifted. Rules governing FDI in single-brand retail were clarified, including the clause requiring 

sourcing from domestic small and medium enterprises of 30 percent of goods. The ban on FDI in multi-

brand retail was lifted (again), but state governments will have the final say whether to allow or disallow 

the setting up of foreign-owned multi-brand retail outlets.  

 

 

 

 

India: Central Government Budget, 2009/10-2012/13 

        2009/10 2010/11 2011/12 2011/12 2012/13 

% of GDP           

 

Est. Est. Budget Est. Budget 

            

      Total revenue and grants 8.9 10.2 8.6 8.7 8.9 

Net tax revenue 7.1 7.3 7.2 7.3 7.7 

Gross Tax Revenue 9.7 10.3 10.1 10.1 10.7 

Corporate tax 3.8 3.9 3.9 3.7 3.7 

Income tax 1.9 1.8 1.8 1.9 1.9 

Excise tax 1.6 1.8 1.8 1.7 1.9 

Customs duties 1.3 1.7 1.6 1.7 1.9 

Other taxes 1.1 1.0 1.0 1.2 1.3 

Less: States' share 2.6 2.9 2.9 2.9 3.0 

Non tax revenue 1/ 1.8 2.8 1.4 1.4 1.2 

      Total expenditure and net lending 15.7 15.8 13.6 14.7 14.7 

Current expenditure 14.1 13.7 11.9 13.0 12.8 

Interest payments 3.3 3.1 2.9 3.1 3.2 

Subsidies 2.2 2.3 1.6 2.4 1.9 

Defense expenditure 1.4 1.2 1.0 1.2 1.1 

      Capital expenditure and net lending 1.6 2.1 1.7 1.6 2.0 

      Gross fiscal deficit (WB defn) 6.9 5.6 5.0 6.0 5.8 

      Memo items 

     
Disinvestment + 3G licenses receipts 0.4 0.3 0.4 0.2 0.7 

Gross fiscal deficit (GoI defn) 6.5 5.3 4.6 5.9 5.1 

Revenue deficit  5.2 3.5 3.3 4.4 3.8 

Primary deficit (WB Defn.) 3.6 2.5 2.1 2.9 2.6 

Primary deficit (GOI Defn.) 3.2 2.2 1.7 2.8 1.9 

Central government domestic debt 2/ 44.9 42.4 35.3 40.5 0.0 

Central government debt (including external debt) /2 48.8 46.0 38.7 44.5 0.0 

GDP (market prices, y-o-y change in percent)  14.7 18.8 20.2 16.1 13.0 

      Source: Ministry of Finance. 

     1/ Excludes revenues from telecom licenses. 

     2/  Net of Liabilities  under MSS and NSSF not used for financing CG deficit  
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Monetary Developments 

 

After cutting policy rates in April 2012 for the first time in nearly 2 years, the RBI held them steady 

in its subsequent policy reviews because of reviving inflation. The RBI reduced the repo rate by 50 bps 

to 8 percent in response to weakening domestic demand and slowing economic growth, but paused 

thereafter when inflation rates moved upwards. The central bank highlighted the need for credible fiscal 

consolidation to curb inflation and facilitate monetary easing. However, the RBI reduced cash and 

liquidity reserve requirements in July to ease liquidity constraints in the banking system. 

Despite the significant increase in policy rates over the last 

two years, real lending rates have been trending up rather 

slowly. The policy rate increases together with a switch in the 

interbank call rate from the lower to the upper bound of the 

RBI‘s policy rates amounted to a 525 basis points (bps) increase 

in the interbank market call rate. Real lending rates reached a low 

of 0-4.5 percent in April 2010, but rose by about 400 basis points 

up to October 2011. Since then, falling inflation and continued 

liquidity constraints led to a sharp rise in real lending rates to 8-

11 percent.
6
  

A fall in deposit growth forced commercial banks to rely more on wholesale funding. The credit-to-

deposit ratio increased to 76 percent by end-March 2012, compared to 74.3 percent a year earlier. 

Average net injection of liquidity by the RBI (under the daily liquidity adjustment facility) increased to 

Rs. 1.6 trillion during March 2012, compared to Rs. 0.5 trillion during April–September 2011. To address 

the liquidity shortage in the banking system, the RBI also reduced the statutory Cash Reserve 

Requirement ratio in two steps by 125 basis points to 4.75 percent. 
 

While monetary policy was aimed at cooling aggregate demand growth, the RBI injected liquidity 

by accepting government bonds as collateral and some outright purchases. Short-term borrowing 

through the RBI‘s Liquidity Adjustment Facility fluctuated around $20-30 billion during most of 

FY2011-12 and the first half of FY2012-13. This has effectively transferred government borrowing onto 

the RBI‘s balance sheet – the macroeconomic equivalent of printing money to finance the government.
7
 

In addition, the RBI‘s foreign exchange interventions during Q3 of FY2011-12 drained some liquidity, 

but the RBI also purchased government securities to sterilize the interventions. This added another Rs. 1.4 

trillion ($30 billion) in government bonds to the RBI‘s balance sheet in FY2011-12.  

A rise in non-performing assets (NPAs) and an increase in loan restructuring have affected the 

asset quality of the banking sector. Overall credit increased by only 16.3 percent. Simultaneously, there 

has been an increase in restructuring of loans, especially in the power and airlines sectors. The financial 

difficulties in these sectors could worsen NPA ratios in the future. For now, overall capital adequacy of 

Indian commercial banks remains higher than Basel II requirements. 

 

  

                                                           
6
 Real lending rates are calculated as prime lending rate (PLR) minus WPI inflation. PLR is taken as a proxy, 

although banks lend at lower rates to some customers. 
7
 Government borrowing from the banking system as a whole averaged around $70-80 billion per year since 

FY2007-08, for a total of $325 billion until end-March 2012. Over the same period, credit to the rest of the economy 

amounted to $527 billion. 
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Potential Economic Output Growth and Inflation 
1
 

Economic growth measured by the increase in gross domestic product (GDP) from one year to the next is the result 

of increases in the physical supply of goods and services, and demand for them from households, businesses, and the 

government. Demand can grow faster than supply over short periods. If that is the case, firms run down inventories, 

postpone maintenance outages, and employ more workers. This leads to an increase in the cost of production and 

higher wages, which translate into accelerating inflation. Economists therefore estimate an economy‘s potential 

economic output growth defined as the level of economic progress that can be sustained without accelerating the rate 

of inflation. In India‘s context, estimation of potential growth can help understand the causes for high sustained 

inflation and the consequent developments since the Global Financial Crisis (GFC). 

To calculate potential economic output, a simple Cobb Douglas production function is used for eight subsectors, 

which are then aggregated at an all India level.
2
 The production function relates output (Y) to the inputs capital (K), 

labor (L), and total factor productivity (A).
3
 The sectors are Agriculture, Mining and Quarrying, Manufacturing, 

Electricity, Gas & Water, Construction, Trade, Communication and Transportation, and Other Services.
 

For the estimation, we use estimates of the capital stocks from the Central Statistical Organisation (CSO), which are 

based on the perpetual inventory method. Labor employed is extrapolated from sector-wise data on usually 

employed persons, published in the 5-yearly national sample survey, also from the CSO. Total factor productivity 

(TFP) is determined as the Solow residual of the production function for each subsector. The time series for all 

inputs, i.e. capital stock, labor employed, and TFP, are smoothed using Hodrick-Prescott filters.
4
  

 

The results show that the rise in potential GDP growth during the 2000s was driven substantially by booming 

construction and services sectors, with a construction boom starting in the mid-1990s and leveling off after 2004-05, 

while the boom in services started earlier, and was more sustained. Since the GFC, potential economic growth has 

fallen slightly from 8.1 percent in 2006-2009 to 7.9 percent in 2011.  

Comparing actual with potential growth shows that the economy was growing above potential or below potential 

during different periods. For example, a high positive output gap was prevalent during the ‗boom‘ years which 

preceded the GFC. As expected, inflation accelerated during those years. Historically, high output gaps have usually 

been succeeded by periods of high inflation, although the relationship is blurred by many other factors influencing 

inflation, for example the prices of petroleum products and food commodities. A positive output gap existed again in 

2009-10 and 2010-11, and inflation was high during those years. In light of falling potential output, a relaxation of 

monetary policy could lead to counterproductive effects on inflation.
5
 

Notes: 

1 Prepared by Smriti Seth, SASEP. 
2 A similar approach is used by the Congressional Budget Office (CBO) in USA and the European Commission. Refer to, 

‗CBO‘s method for estimating potential output‘, August 2001 and ‗The production function methodology for calculating 

potential growth rates and output gaps‘, Economic Papers 420, July 2010, European Commission. 
3 Yi= Ai Ki

α Li
(1-α)  and Y= ∑Yi  ,     , The coefficient α is taken as 0.5 for agriculture and 0.4 for all other sectors, see Barry 

Bosworth & Susan M. Collins & Arvind Virmani, 2006. "Sources of Growth in the Indian Economy," India Policy Forum, 

Global Economy and Development Program, The Brookings Institution, vol. 3(1), pages 1-69. 
4 The trend value τ of the variable z is estimated as the result of an optimization exercise: min ∑T

t=1 (zt-τt)
2 + λ∑T-1

t=2[(τt+1-τt)-(τt-

τt-1)]
2, where λ=100. The end point problem, related to the HP filter, is addressed by projecting the series till 2021 for all 

variables using the compounded average growth rate between 1996 and 2006 (to avoid the boom bust period). The entire series, 

from 1981 to 2021, is then smoothed using an HP filter. 
5 J. Aziz and S. Chinoy of JP Morgan presented a similar analysis in August 2012 under the title ‗India‘s falling potential 

growth‘. According to their calculations, India‘s potential growth rate has fallen to 6-6.5 percent since 2008. 
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II. The Global Economic Environment
8
 

After a brief improvement in 2012Q1, the global economy deteriorated again. During the beginning 

of 2012, global market sentiment improved due to a mild pickup in industrial production and a fall in 

bond yields after Greece‘s debt restructuring. However, this was short lived as the financial situation in 

the Euro Area‘s periphery started deteriorating. This surge in fiscal stress in developed countries, 

particularly in Europe, led to a renewed rise in sovereign bond yields, capital outflows and contraction of 

credit availability. Since the summer break, European leaders have calmed markets somewhat with firm 

statements of support for the Euro, a German Supreme Court verdict in favor of the European Stability 

Fund, and a Dutch election of a Euro-friendly government. On the other hand, renewed unrest in Greece 

and Spain shows the lack of support for austerity measures in the populations. 

The IMF warned the US of a ‘fiscal cliff’ as the US economic recovery remained fragile. A strong 

fiscal correction could result from the expiry of tax reductions from the Bush era and reaching the 

national debt ceiling set by Congress. Recent data showed an improvement in job creation but domestic 

demand stayed weak and the overall unemployment rate remained above 8 percent. There are also some 

signs of a possible repeat of the 2007-08 food price crisis following a drought in the Midwest region of 

the US and other grain exporters. In addition, if the government fails to extend some of temporary tax 

benefits and curtail spending cuts, growth could stall. 

Developing countries are affected by broad-based contagion. High risk aversion and bank 

deleveraging led to a fall in capital inflows to emerging economies. Gross capital inflows to developing 

countries were down 22 percent in the first five months of 2012 and net flows are projected to fall 21 

percent during the course of the year. Syndicated lending by European banks to developing countries fell 

by almost 40 percent during the six months to June 2012,with South Asia being the worst affected. 

Faltering growth in the developed economies hit exports from emerging and developing economies, and 

the growth rate in global exports fell to 3.6 percent during Jan-March 2012, compared to 28 percent a year 

ago. 

Due to weakening equity flows and widening trade deficits, developing country currencies 

continued to depreciate in 2012. Most depreciated against the US dollar, with major currencies such as 

the South African rand, Indian rupee, Brazilian real, Turkish lire and Mexican peso losing 15 percent or 

more against the US dollar since July 2011. Although not entirely unwelcome (many developing-country 

currencies had appreciated strongly since 2008), the sudden reversal in flows and weakening currencies 

prompted several countries to intervene by selling off foreign currency reserves in support of their 

currencies. 

Declining commodity prices are a further indication of the real-side effects of recent turmoil. 

Commodity prices, which increased significantly during 2011, started declining in 2012 partly due to 

easing of the civil unrest in oil exporting countries and partly due to faltering global demand. Crude prices 

started declining sharply after May. The average crude oil price dropped to $92/bbl in early June, 18 

percent lower than its value in May. Prices of metals and minerals, historically the most cyclical of 

commodities, trended 20 percent lower in May 2012 compared to a year earlier. Going forward, due to 

declining demand from both China and the US, metal prices are expected to fall 11 percent during 2012. 

Food prices have also come down 2.2 percent in May 2012, compared to a year ago. However, there has 

been a recent spike in food prices owing partly to higher corn and soy prices in the US. The FAO‘s Food 

Price Index (FFPI) increased by 6 percent in the month of July. This rebound was also driven by a jump 

in grain and sugar prices, and some increase in oils and fats.  

                                                           
8
 Prepared on the basis of inputs from the DEC Prospects Group. 
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Weaker commodity prices have contributed to lower inflation. Partly reflecting the decline in 

commodity prices, but also the slowing in economic activity, headline inflation has eased in most of the 

developing world. Average retail inflation in emerging and developing countries has declined from 7 

percent during 2011, to 6 percent during the first eight months of 2012.  

An uncertain outlook  

Overall, global economic conditions are fragile. Heightened risk aversion, as reflected in dwindling 

capital inflows, and slowing economic growth in developed economies poses threats to sustained growth 

in emerging markets. The pronounced weakness of growth and the cut-back in capital flows to developing 

countries will doubtlessly weigh on prospects. Analysts have made downward corrections to their 

economic growth forecasts, including the World Bank. The high-income-country growth forecast is the 

same since January, at 1.4 percent during 2012, but the growth projection for the US economy has been 

reduced by 0.1 percent to 2.1 percent. Developing countries, which have thus far been the growth bearers 

for the global economy, are expected to slow down further. Developing countries‘ growth forecast for 

2012 and 2013 is now at 5.3 and 5.9 percent respectively, compared to the 5.4 percent and 6 percent 

projected in January. Reflecting the growth slowdown, world trade, which expanded by an estimated 6.1 

percent in 2011, is expected to grow only 5.3 percent in 2012, before strengthening to 7 percent in 2013. 

However, even achieving these much weaker outturns is very uncertain. Continued fiscal 

consolidation and rising uncertainty in financial markets could possibly push the high income economies 

into a vicious cycle of low growth. The situation in Europe‘s periphery has also been worsening, with 

increasing concerns over Greece exiting from the Euro zone.  

While the situation in high-income Europe is contained for the moment, outturns could be much 

worse. A full blown international financial crisis triggered by a Eurozone breakup could lead to global 

GDP growth 4.5 percent lower than in the baseline. Although such a crisis would be centered in Europe, 

developing countries would feel its effects deeply, with developing country GDP declining by 4 percent 

by 2013. In the event of a major crisis, the downturn may well be longer than in 2008/09 because high-

income countries do not have the fiscal or monetary resources to bail out the banking system or stimulate 

demand to the same extent. Although developing countries have some maneuverability on the monetary 

side, they could be forced cut spending, especially if financing for fiscal deficits dried up, thus 

exacerbating the downturn. 
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III. India’s Outlook 

 

The slowdown in GDP growth witnessed at the end of FY2011-12 is likely to have continued in the 

new fiscal year. In FY2012-13, GDP growth could reach around 6 percent, a significant slowdown from 

the 9-10 percent growth in the run-up to the global financial crisis, and the v-shaped recovery from it in 

FY2009-10 and FY2010-11.
9
 The slowdown is caused by subdued investor sentiment in view of the weak 

global environment, domestic structural constraints and uncertainties over structural reforms. While 

higher subsidies (despite the September diesel and LPG adjustments) and lower tax revenue are likely to 

lead to a worsening of fiscal balances, at the same time spending compression and higher interest rates 

have a dampening effect on aggregate demand. The concern about deficient rainfall reducing growth 

through its impact on agricultural production and higher food prices is receding as adverse monsoon 

effects have turned out to be negligible in all but some cotton growing districts. The successive interest 

rate hikes by the RBI and decline in inflation at the end of 2011 have brought the real policy interest rate 

(nominal policy rate minus WPI y-o-y inflation) into positive territory for the first time since Q2 FY2009-

10, but the reduction in the policy rate in April 2012 and re-emergence of inflation since then could let the 

real rate slip into negative again.
10

  

While the slowdown in growth in 

recent quarters has a disinflationary 

effect, rupee depreciation and the 

recent increase in diesel and LPG 

prices could keep inflation high for at 

least another two quarters. Inflation 

(WPI y-o-y) is forecast to be around 8 

percent at end-March 2013. Lower 

aggregate demand has resulted in an 

output gap opening up, i.e. actual output 

falling below potential as indicated by 

falling capacity utilization. The lower 

capacity utilization means lower pricing 

power for companies, and therefore 

downward pressure on core inflation. The 

recent worsening of the current account balance and the unsettled situation in global financial markets 

seemed to indicate further rupee depreciation, but sentiment on the rupee has changed favourably since 

the September reform measures were announced. Although the sum of all influences on the WPI and CPI 

is difficult to predict, the likelihood of flat or slightly declining core inflation cannot be discounted. 

The budget deficit is likely to exceed the target by a significant margin, despite the September 

changes in diesel and LPG subsidies. The slippage could reach about 0.7 percent of GDP, because 

likely spending on diesel, kerosene, and LPG ―underrecoveries‖ still exceeds the budgeted amount. The 

budget deficit for FY2012-13 could therefore be about the same as that of FY2011-12. 

                                                           
9
 Projections are made using the Bank‘s India forecasting model, which is a version of the IMF's forecasting and policy analysis 

system (FPAS) model which has been modified to fit key features of the Indian economy. See Berg, A. et al, Practical Model 

Based Monetary Policy Analysis – A How To Guide, IMF, WP/06/81, 2006, 

http://www.imf.org/external/pubs/ft/wp/2006/wp0681.pdf  
10

 The real interest rate was negative in 2008 up to the onset of the global financial crisis because of rapidly increasing inflation 

in line with the global commodity price boom; when Indian inflation dropped rapidly in line with global commodity prices and 

Indian GDP, the real rate turned positive as RBI‘s policy rate was lowered with a lag. The medium-term average real interest rate 

was 1.5-2 percent.  
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The pressure from inflation management will weigh on growth well into FY2013-14. Assuming core 

inflation keeps dropping, however, a cautious rate-lowering cycle that maintains a positive real rate could 

start as soon as the last quarter of 2012. Inflation could fall to the RBI‘s ―comfort level‖ of 4-5 percent by 

the end of 2013. Naturally, the projections do not take into account any possible external shocks, such as 

a worsening of the situation in Europe into another global financial crisis, which would depress 

commodity prices and external demand, and could lead to capital outflows and a reversal of the current 

appreciation of the rupee. On the other hand, a major increase in global liquidity from another round of 

quantitative easing by US and European central banks or supply disruptions could lead to a flaring up of 

oil prices.  

With the slow growth expected in core OECD countries, India
’
s GDP growth will have to rely on 

domestic growth drivers. The slowdown in investment, capital outflows, and decline in the stock market 

witnessed in 2011 pointed to deeper structural problems: banks are highly exposed to power projects 

facing delays due to the lack of coal and gas feedstock, and to some State Electricity Boards with rising 

revenue-expenditure imbalances, mining (especially of iron ore) has been hit by recent scandals in 

Karnataka and Orissa putting the future growth of the steel industry in doubt, and the telecom sector has 

been hit by the alleged corruption surrounding the granting of licenses in 2008, and recent cancellation of 

all those licenses by the Supreme Court. Major structural reforms aimed at reducing uncertainties and 

improving the investment climate would strengthen domestic growth drivers.  

Confidence-building measures would include progress on reducing macroeconomic imbalances. 

Withdrawal of fiscal stimulus is hotly debated in developed countries in light of anaemic growth and a 

possible ‗double dip‘ recession, with some arguing that continued public sector borrowing crowds out 

private investment, while others calling for continued support to aggregate demand in light of weaknesses 

of private demand because of deleveraging. However, the situation presents itself quite differently in 

India, where growth has decelerated but remains well above recession levels, and supply side problems 

contributed to high inflation. The case for rationalizing public spending, lowering borrowing, and 

supporting private investment through lower interest rates and structural reforms aimed at improving the 

business climate is strong. 

With slower growth, the current account deficit is likely to narrow to below 4 percent of GDP in 

FY2013-14. Diversification of Indian exports to Emerging Markets is likely to provide some impetus to 

export growth even if the European situation worsens. However, as the composition of India‘s exports is 

changing towards higher technology content, increasing import content is likely. The current account 

deficit is expected to reach 3.8 percent in FY2013-14. 

Financing requirements are high, and capital inflows have slowed significantly. Short-term debt (by 

residual maturity) stood at $150bn at end June 2012, although two-thirds of this reflects non-resident 

deposits in Indian banks. These showed considerable resilience during the global financial crisis, when 

they dipped by less than $10bn in the second half of 2008 and recovered in the first half of 2009. Capital 

inflows surged in Q4 of FY2011-12, but the balance of payments recorded a deficit for the year as a 

whole as indicated by a small reserve loss. Going forward, financing requirements are likely to increase 

significantly. A shortfall in capital—a drying up of refinancing of short term debt, withdrawal of banking 

capital,
11

 or additional FII withdrawals from the stock market—could spur a more disruptive shortfall in 

the capital account, which would put pressure on the rupee. Under the baseline forecast for the global 

economic environment of a relatively benign resolution of the recent turmoil, capital inflows could 

continue and finance the increase in the current account deficit. 

                                                           
11

 At the peak of the global financial crisis, during Q4 of CY2008, and Q1 and Q2 of CY2010, banking capital outflows 

amounted to a cumulative $11bn. Some of that capital has since returned. India‘s exposure to European banking capital is 

estimated at only $10bn in total. 



16 
 

Declining Savings Rate 

Gross domestic savings in India surged during the high-growth period of 2004-2007, but started decelerating 

thereafter. The average gross domestic savings rate increased from 23.1 percent (of GDP) during the 1990s to 31.5 

percent during the 2000s. The increase in savings was lead by an improvement in corporate profitability owing to 

high economic growth. The average savings rate of joint stock companies increased to 6.7 percent during the 2000s, 

from 3.5 percent in the previous decade. The average savings rate of the private corporate sector as a whole rose to 

6.7 percent during the 2000s, with an all time high of 9.4 percent in 2007-08, compared to 3.5 percent in the 

previous decade. Simultaneously, there was an improvement in the government‘s budget balance during the period. 

The household savings rate also increased during the 2000s to 23.3 percent from 18 percent in the previous decade. 

The increase in household savings was supported by a rise in the value of physical assets held, which coincided with 

the construction boom in India.  

However, since the global financial crisis there has been a decline in the gross domestic savings rate to 32.3 percent 

in 2010-11 from more than 35 percent in 2007-08. All subcomponents have contributed to this decline, as high 

inflation, slowing economic growth and worsening 

fiscal balances affected households, the corporate 

sector and the government simultaneously. Household 

savings declined to 22.8 percent in 2010-11, below 

the latest ten year average, as high inflation eroded 

financial savings. Private corporate sector savings 

also declined by 1.5-2 percentage points, as profits 

shrank with decelerating economic output. 

Government savings declined because of fiscal 

stimulus. The public sector savings rate has declined 

to 1.7 percent in 2010-11 compared to 5 percent in 

2007-08. India‘s high growth story has been partly 

pegged on a high savings rate; the decline in the 

savings rate can lower the country‘s ability to finance 

investments domestically and maintain a high growth 

rate.  

1 
Prepared by Smriti Seth. 

Rising financing requirements sit uneasily with stagnant or falling foreign reserves. The RBI‘s 

international reserves are about $260bn,
12

 which is slightly less than twice the level of short-term debt (by 

residual maturity), but still well above the one-to-one coverage of short-term debt suggested by the 

Greenspan-Guidotti rule of reserve adequacy, even if expanded to include the current account deficit. 

However, with short-term debt and current account deficit rising fast, reserve adequacy could quickly 

become a matter of concern if reserves were allowed to stagnate or even fall. In this regard, the 

depreciation of the rupee in the second half of 2011 was a correction for earlier appreciation, and 

presented an opportunity to build reserves and maintain a better aligned exchange rate when capital 

inflows resumed in early 2012. The RBI could set itself a reserve target in order to take advantage of such 

opportunities in the future. A higher level of reserves may be particularly important given current 

uncertainties in international financial and commodity markets and could go a long way in shielding India 

from adverse external shocks.   

Volatility of capital flows is likely to remain high. While FDI held up well during the global crisis, it 

has since declined. A rebound seemed to be underway in Q1 FY2011-12, but it was not sustained. A 

rebound also brought significant inflows of portfolio capital in Q1 FY2011-12, but the heightened 

uncertainty that led to sharp asset price corrections around the world in August 2011 also led to portfolio 

outflows from India. Going forward, volatility of portfolio flows could be high because of continuing 

                                                           
12

 Foreign currency assets excluding gold, SDR, and IMF reserve position. 
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uncertainty about the health of the global economy. Renewed shocks to the global financial system could 

quickly change investor perceptions and lead to another ―flight to safety‖. The risk of such shocks 

occurring is high in light of the unsettled debt issues in some European countries. On the other hand, 

global liquidity remains unusually high with little prospect of monetary policy tightening in major 

developed countries in 2012. High liquidity could lead to sudden FII surges in emerging markets. The 

RBI has demonstrated its ability to react quickly to short-term capital flows and its reserves remain 

sufficient to prevent unwanted volatility of the rupee.  

The downside risks to growth in the Indian economy are high because of the risks to global growth 

from the precarious situation in Europe. A worst-case international scenario would lead to a collapse 

of demand for India‘s exports, and strong contraction in private sector spending. After the Lehman 

collapse in 2008, higher public sector spending set in at exactly the right time largely because of the 

implementation of the recommendations of the 6
th
 Pay Commission. The RBI was able to lower policy 

rates significantly when inflation fell in line with international commodity prices. While a possible 

renewed crisis would have very different origins from the one in 2008, policymakers would do well to 

review their preparedness for another global shock and prepare contingency measures. These would 

involve confidence building measures, such as highlighting the (limited) extent of exposure of Indian 

banks to global shocks, and ensuring adequate liquidity in the banking system (outside of the usual LAF 

window if needed). There is much less room for fiscal stimulus now than there was in 2008. However, 

fiscal stimulus could come from rationalizing government expenditure by expanding investment and 

further cutting subsidies. Investments in infrastructure could alleviate supply bottlenecks and crowd in 

private investment, with social safety nets cushioning the impact of rising prices. On the monetary policy 

side, interest rate cuts would be warranted if a global crisis scenario led to a collapse in commodity prices 

and domestic economic activity, as happened in 2008-09. The flexibility of the exchange rate as a shock 

absorber, if maintained, would help protect reserves and confidence at the times of outflows, but the 

competitiveness of India's exports is also important and it could be maintained with the RBI continuously 

adding to reserves.
13

 Given the rising foreign borrowing of the corporate sector, exchange rate 

devaluation could have significant balance sheet effects on some companies, and the RBI could usefully 

look more closely to identify which of them would face refinancing difficulties, which in turn could affect 

domestic loan portfolios. 

  

                                                           
13 The RBI has intervened to stem the rupee depreciation with relatively small amounts in the last three months. It tightened 

regulations for currency forwards, however, to reduce opportunities for speculation.  
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IV. The Right to Education Act
14

 
 

Of all the elements contained in India‘s Right of Children to Free and Compulsory Education (RTE) Act 

(2009), one gained particular prominence in the media: private unaided schools must assure that 25 

percent of first-year students are children from economically weaker sections (EWS) of the society. While 

it garnered much attention, the 25 percent quota is only one of many reforms that are meant to push 

universal enrolment, enhance education quality, and promote social integration. This section looks more 

broadly at the RTE Act and highlights implementation challenges. 

The RTE Act 

The Indian constitution proclaims a universal entitlement to education for all children in the age group of 

6-14 years. Three underlying developments led to the preparation of the central legislation: (i) the 

changing socio-political agenda around education at national and international levels, (ii) the shift of 

attention from a supply based approach focusing on provision to a demand based approach focusing 

instead on rights and entitlements, and finally, (iii) the emerging ideas of what constitutes education itself. 

(i) In 1976, education was made a joint responsibility of states and the center.
15

 In addition, the 

constitutional amendments in 1992 and 1993 devolved powers and functions to local 

governments, including in education. India also became signatory to several international 

agreements and goals around education in the 1990s.  

(ii) The spotlight on education was shifting from provision to one of rights. India has made 

tremendous progress in improving access to education since the mid-1980s, especially 

through the Sarva Shiksha Abhiyan (SSA) centrally sponsored scheme. The number of out-of-

school children in the age group of 6-14 years had fallen from 32 million in 2001 to 8 million 

in 2009,
16

 and enrolments climbed from around 160 million in 2002 to 193 million in 2011.
17

 

The proportion of girls and children from marginalized social groups is now reflective of 

their shares in the population. The average annual dropout rate in primary schools has fallen 

to 6.8 percent in 2010-11 from over 15 percent in 2002-03. The pupil-to-teacher ratio 

improved from 43:1 in 2004 to 31:1 in 2010-11 thanks to the appointment of 1.8 million 

teachers since 2002. Around 150,000 new primary schools and 93,000 upper primary schools 

were opened, 1.3 million additional classrooms were built, 210,000 schools were provided 

with drinking water facilities and 420,000 with toilet facilities since the beginning of the SSA 

program in 2003. However, as the Bordia Committee (2010) noted, ―this notable spatial 

spread and physical access has, however, by and large not been supported by satisfactory 

curricular interventions, including teaching learning materials, training designs, assessment 

systems, classroom practices or even suitable infrastructure‖.
18

 The provision and benefit 

incidence of education schemes were unequally distributed as the standards of education 

provision differed across states, districts and villages, resulting in varying outcomes. As per 

2010 statistics, 38 percent of the schools in India still lacked the required number of 

classrooms, 43 percent did not have separate toilets for girls, and another 43 percent did not 

have school libraries. Learning achievement surveys carried out by national institutions (such 

as the NCERT National Achievement Surveys) and by civil society organizations (such as 

                                                           
14 Prepared by Deepa Sankar, Senior Economist in the South Asia Education Department. 
15 http://indiacode.nic.in/coiweb/amend/amend42.htm 
16 2001 figures are from Census 2001 while 8 million is the estimates from an independent survey carried out by SRI-IMRB to 

estimate the number of OOSC 
17 District Information for Education (DISE), 2003 and 2012 
18 Report of the Committee on Implementation of The Right of Children to Free and Compulsory Education Act, 2009 and the 

Resultant Revamp of Sarva Shiksha Abhiyan, Ministry of Human Resource Development 
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Pratham‘s Annual Status of Education- Rural (ASER), studies, and Education Initiatives ( EI) 

study) point towards poor learning levels among children.
19

  

(iii) The focus of what constitutes education has been shifting away from inputs to an outcome- 

and entitlements-based approach. This was expressed clearly in the National Curriculum 

Framework 2005. It was also felt that ―the education system does not function in isolation 

from the society of which it is a part‖ and ―unequal social, economic and power equations, 

which persist, deeply influence children‘s education and their participation in the learning 

process‖. Hence, it was felt that education should be ―in consonance with the values 

enshrined in the constitution and which would ensure the all round development of the child, 

building on child‘s knowledge, potentiality and talent making the child free of fear, trauma 

and anxiety through a system of child friendly and child centered learning‖.
 20

 

Thus the above set of developments led to the need for a more holistic approach to education. A new 

article was inserted into the constitution to specify the right to education in 2002. The Free and 

Compulsory Education for Children Bill was first introduced into parliament soon thereafter. However, in 

2006, central legislation was abandoned citing a lack of funds and the states were advised to make their 

own bills based on the Model Right to Education Bill of 2006.
21

 State governments, however, cited their 

own lack of funds and put the ball back into the central government‘s court. Hence in 2008-09, the central 

government revived the Bill. It was introduced and passed by parliament in 2008, and became effective in 

April, 2010.  

Main Provisions of the RTE Act 

The RTE Act defines various aspects of the rights and entitlements of children and obligations of 

governments with respect to quality education. It mandates that no child shall be prevented from pursuing 

and completing elementary education for lack of money for fees or charges. Compulsory education casts 

an ―obligation on the appropriate government and local authorities to provide and ensure compulsory 

admission, attendance and completion of elementary education by all children in the 6-14 year age 

group‖. It also makes provisions for a previously non-admitted child to be admitted to an age-appropriate 

class, stresses the need to end discrimination and focuses on inclusion. 

The provision of the 25 percent quota of seats in private (unaided) schools to economically weaker 

sections of society is one of many responsibilities of schools.  

- All schools–whether government or private–should be ―recognized‖ to be functional. To be 

recognized, schools must fulfill certain norms and standards, which include the number of 

teaching days per year and per day, classrooms, teaching learning materials (TLM), library, 

toilets, drinking water availability, playground, pupil-teacher ratio, and subject specific 

teachers (for upper primary grades).  

- With respect to the reservation of at least 25 percent of seats in private (unaided) schools, 

these children are to be admitted free and without any screening. Only random procedures are 

allowed for admitting a child to a school where there are more applicants than places. 

The Act also prescribes norms for qualifications and terms and conditions of service of teachers as well as 

the Pupil Teacher Ratio (30:1 for primary and 35:1 at upper primary levels). Teachers are required to 

attain the minimum qualifications within a period of five years. There cannot be parallel layers of teachers 

                                                           
19 It must be noted that while quality education is a more broader and holistic concept, there are not, at present, reliable and 

consistent ways to assess the other dimensions of quality of education.  
20 Report of the Committee on Implementation of The Right of Children to Free and Compulsory Education Act, 2009 and the 

Resultant Revamp of Sarva Shiksha Abhiyan, Ministry of Human Resource Development 
21 Seethalakshmi, N, July 14, 2006 ―Centre buries Right to Education bill‖, The Times of India, http://articles.timesofindia. 

indiatimes.com/2006-07-14/india/27789149_1_education-bill-private-school-lobby-seats-for-poor-children 

http://articles.timesofindia/
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on the basis of either qualifications or nature of contract.
22

 Another interesting provision is the prohibition 

of the deployment of teachers for non-educational purposes.
23

 Teachers are also prohibited from 

providing private tuition. 

The Act also deals with curriculum and evaluations. It stresses the importance of focusing the curriculum 

on the all-round development of children and on activity-based learning in a child-friendly atmosphere 

and in a child-centered manner. It advocates that the medium of education, as far as possible, should be 

the child‘s mother tongue. Regarding evaluation, it advocates continuous and comprehensive evaluations 

(CCE) and prohibits board examinations till completion of elementary education. 

Finally, the Act speaks about the protection of rights of children, how to monitor them and redress 

grievances. It designates the National Commission for Protection of Child Rights (NCPCR) and the State 

Commissions for Protection of Child Rights (SCPCRs) as responsible for monitoring children‘s rights 

under the Act. The central government is also expected to constitute a National Advisory Council (NAC) 

to advise it on the implementation of the provisions of the Act in an effective manner, and similarly, State 

Advisory Councils for State Governments.  

Fiscal Implications of the RTE Act 

Education is funded by both central and state governments, although implementation of education policy 

is in the domain of state governments. 

Central government funding comes mainly 

from the Sarva Shiksha Abhiyan (SSA), one 

of the many Centrally Sponsored Schemes. 

The central government has provided about 

Rs. 1,600 billion ($30bn) in education 

funding through SSA over the last decade, 

which is one fifth of overall government 

spending on education. About 60 percent of 

SSA funding comes from a special 2 percent 

education ―cess‖ levied by the central 

government on customs, excise, and 

services taxes. SSA funding from the central 

government is matched about equally 

through co-pay requirement by state 

governments. Education spending and the 

importance of SSA funding of it differ 

widely across Indian states. 

For the 12
th
 Five-Year Plan, which will 

cover the main period of implementation of 

the RTE Act, the Ministry of Human 

Resource Development (MHRD) has 

estimated that around Rs. 2,300 billion 

($42bn) will be required.  Taking into 

account the need for additional resources to 

implement SSA, the 13
th
 Finance 

                                                           
22

 Contract teachers with qualifications and salary scales different from regular civil service teachers are employed in many states 

in large numbers. 
23 Other than the decennial population census, disaster relief duties or duties relating to elections to the local authority or the State 

Legislatures or Parliament, as the case may be (Section 27 of RTE Act) 
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Commission has made a provision of 

grants to the states of Rs. 250 billion 

($5bn).  

On average, India‘s states spend about 

13 percent of their budgets on 

education, and elementary education 

accounts for slightly more than half of 

that. Most of the money is spent on 

recurrent costs (teacher salaries and 

others). SSA funding accounts for about 

one fifth of overall government 

education spending.  The increased 

requirements  to implement the RTE 

Act are going to be felt most in larger 

states which lag behind in terms of 

educational outcomes. These are also the 

economically lagging states. While the 

resource constraint will be felt more 

acutely in these lagging states – Bihar, 

UP, Jharkhand, Chhattisgarh, Rajasthan, 

MP, Orissa and West Bengal – these are 

also the states that will benefit more 

from investing in education, as these 

states have proportionately higher rates 

of return for elementary education. 

 

Reality Check: Implementation 

Plans and Challenges 

Since the enactment of the RTE Act, the work on implementing rules and regulations has progressed 

swiftly, but many provisions present great challenges in implementation. The discussion below focuses on 

some key challenges. 

Teacher qualifications, appointment and training. There are challenges on both the numbers and 

quality of teachers. The new pupil-teacher ratio norms of 30 in primary and 35 in upper primary require 

more than 1.2 million additional teachers. The results of the first now-mandatory Teacher Eligibility Tests 

(TET) show the monumental challenge involved in bringing teacher qualifications to par: Of the roughly 

1.2 million candidates taking the tests for primary or upper primary grades, less than 10 percent passed.
24

 

Among candidates from minorities, less than 4 percent managed to clear the tests.  

 

  

                                                           
24 The aggregate results of CTET 2011 are available thanks to a question raised in the Lok Sabha by a MP. Two exams were held 

as part of CTET 2011, one for those who wish to become a teacher in classes I to V and another for those who wish to become a 

teacher in classes VI to VIII (http://prayatna.typepad.com/education/2011/11/teacher-eligibility-test-for-school-teachers.html). 
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Progress in Bringing State Education Legislation in Conformity with the RTE Act 

Action taken Number of States /UTs 

State Rules for implementation of RTE Act 24 states, 5 UTs as of January 2012 

Prohibition of corporal punishment and mental harassment 31 states/UTs as of July 2011 

Prohibition of screening for admission and charging capital fees 25 states/UTs as of July 2011 

Prohibition of expulsion and detention till completion of grade VIII 31 states/UTs as of July 2011 

Banning of Board examinations till completion of elementary education 30 states /UTs 

Notification of academic authority under RTE Act 27 States/UTs 

Constitution of State Council for Protection of Child Rights 17 States/UTs 

Ensuring elementary education of 8 years Of the ten states which had a 7 years elementary 

cycle, 8 states have already moved to 8 year cycle 

Up-gradation of alternative schools and Education Guarantee schools to 

regular schools  

Except for 7 States / UTs, all other states have 

upgraded these schools 

 

Education quality. One of the criticisms against RTE has been that it focuses too much on the (physical) 

input side and does not pay adequate attention to quality issues despite plentiful evidence that the overall 

level of student learning outcomes is very low.
25

  The RTE Act offers a holistic vision of quality, but does 

not set benchmarks and indicators to turn the vision into reality. At the national level, the National 

Council for Educational Research and Training (NCERT) brought out the new National Curriculum 

Framework (NCF), and 14 state governments have revised their existing curriculums to varying degrees.  

Private schools, recognition issues and the 25 percent reservation of seats to students from 

economically weaker sections. The way the RTE Act has dealt with the role of private schools in 

education has triggered much debate. This is mainly because of the heterogeneous nature of the private 

school sector. They range from expensive elite schools mainly for the (urban) upper classes to low-cost 

and unrecognized schools, which often play a vital role in areas under-served by government schools. The 

RTE Act‘s provisions have different implications for these different types of private schools. Broadly, 

private schools will be affected by the following requirements: (i) meeting the norms and standards set 

out for physical facilities, pupil-teacher ratios, teacher quality and teacher remunerations; and (ii) 

following the norms and standards for student admissions, especially reserving at least 25 percent of the 

seats for children from economically weaker sections (EWS) within the neighborhood of the school, 

admitted without screening or filtering.  

(i) The norms for school facilities and teachers are a serious concern for many unrecognized 

private schools in the country, especially those in urban poor areas. They are presently 

―unrecognized‖ because they do not meet the requirements as specified by state governments. 

Many of these schools operate without adequate physical facilities and/or qualified teachers. 

As per the RTE Act, these schools either have to upgrade their facilities and teacher 

qualifications in the prescribed period of 3 and 5 years for physical facilities and teachers, 

respectively, or else face closure.  

(ii) The 25 percent reservation is an issue for high-end private unaided schools. Enrolments in 

grade 1 (fresh intake) in private unaided schools amounts to around 7-7.5 million per year, 

and 25 percent seats would therefore mean around 1.9 million children from disadvantaged 

groups taken in each year.   

                                                           
25

 See for example, articles by Luis Miranda, dated Feb 16 2012 ―The limitations of the Right to Education‖ 

http://www.livemint.com/2012/02/16230924/The-limitations-of-the-Right-t.html; Parth Shah, April 10, 2012 

http://ajayshahblog.blogspot.com/2012/04/path-breaking-rules-under-right-to.html; Pritchett, L et al (2010), 

―Capability Traps‖ http://www.hks.harvard.edu/var/ezp_site/storage/fckeditor/file/pdfs/centers-programs/centers/ 

cid/publications/faculty/articles_papers/pritchett/Capability_Traps.pdf; Sabharwal, Manish, April 23, 2012, The 

Economic Times; http://economictimes.indiatimes.com/opinion/comments-analysis/right-to-education-is-the-wrong-

thing-for-the-right-reason/articleshow/12831571.cms 

http://www.livemint.com/2012/02/16230924/The-limitations-of-the-Right-t.html
http://ajayshahblog.blogspot.com/2012/04/path-breaking-rules-under-right-to.html
http://www.hks.harvard.edu/var/ezp_site/storage/fckeditor/file/pdfs/centers-programs/centers/%20cid/publications/faculty/articles_papers/pritchett/Capability_Traps.pdf
http://www.hks.harvard.edu/var/ezp_site/storage/fckeditor/file/pdfs/centers-programs/centers/%20cid/publications/faculty/articles_papers/pritchett/Capability_Traps.pdf
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Schools need to ensure that students who get admitted under the 25 percent quota are not 

discriminated against. This will require sensitizing the school management, teachers, and the 

general student community to treat children from all backgrounds in an equal manner.  

Most vexingly, the curriculum usually foresees project works, group activities, and 

homework requiring resources beyond what is available in school premises and support, 

exposure and opportunities to learn (OTL) at home. Similarly, most elite schools admit 

children two years prior to the first grade of primary education, while the ―quota children‖ are 

very unlikely to have benefited from a pre-school education. The schools will therefore need 

to make special provisions to support and retain students who are lagging behind from the 

beginning. Often the home language and the medium of instruction in school are different for 

these children. 

Households’ out-of-pocket expenditures. In 2007-08, about 14 percent of children did not attend 

school, and a fourth of them was not attending because of financial constraints, although out-of-pocket 

expenditures declined in real terms over the last decade for government schools.
26

 It is to be seen whether 

universal entitlements under the RTE Act will now lead to a reduction in out-of-pocket costs for other 

types of schools. 

Ensuring universal enrolment and school 

completion. Universal enrolment by no means ensures 

universal attendance and completion. On average, only 

two-thirds of the students enrolled in primary classes 

are present in government schools. In 2006-07 

attendance ranged from as low as 42 percent in Bihar 

to more than 90 percent in Himachal Pradesh and 

Kerala. With regard to completion, only 82 percent 

make it through Grade V, while the rest either drop out 

or repeat grades, and many more students drop out 

before reaching grade VIII, the exit grade for the 

elementary cycle.
27

 

 

Activity Timeframe 
Establishment of neighborhood schools 3 years (by 31st March, 2013) 

Provision of school infrastructure (All-weather school buildings, One-classroom-

one-teacher, Head Teacher-cum-Office room, Library, Toilets, drinking water, 

Barrier-free access, Playground, fencing, boundary walls) 

3 years (by 31st March, 2013) 

Provision of teachers as per prescribed Pupil Teacher Ratio  3 years (by 31st March, 2013) 

Training of untrained teachers 5 years (by 31st March 2015) 

Quality interventions and other provisions With immediate effect 

  

 

Time frame for implementing RTE. The RTE Act mandates specific timeframes for the implementation 

of its provisions (see table).
28

 The timeframe for ensuring compliance in infrastructure provision and for 

hiring and training of teachers seems particularly short for the states that currently have huge gaps to fill, 

                                                           
26 NSS data; Sankar, Deepa, 2012, mimeo. 
27 DISE Flash Statistics 2010-11, www.dise.in 
28 Rajya Sabha Question No. 568, Answered on November 25th, 2011 by Minister of State in the Ministry of Human Resource 

Development (Dr. D. Purandeswari); http://prayatna.typepad.com/education/2011/11/progress-report-on-the-implementation-of-

rte.html 
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which are also the ones where RTE could have the largest impact. Interventions aimed to improve quality 

need a more nuanced understanding of the issues and cannot be implemented in full immediately. The 

capacity of state governments is limited in terms not only of the number of administrators, but also the 

ability to plan, especially for quality and governance aspects as well as monitoring and evaluating. 

Capacity constraints will increase over time as responsibility for the implementation of the RTE Act 

progressively moves from the SSA structures to state departments of education. On the financial side, 

there is a particular concern about some states‘ ability to pick up the costs of the additional teachers, 

which are currently met by SSA.  

Finally, the institutions for monitoring the implementation of the RTE Act, which are instruments 

for accountability and therefore for quality improvement, are poorly developed. For example, the 

National Council for Protection of Child Rights (NCPCR) and the State Councils for Protection of Child 

Rights (SCPCRs) are not fully functional in many states and, at the local level, most school management 

committees do not provide effective oversight. 

Conclusion  

The movement towards free and compulsory education for children is more than a century old. It took 

great efforts to move towards a rights-based approach to elementary education. The RTE Act not only 

made education a right for the first time, but re-defined how quality education is to be understood in 

India. In this light, it is perhaps not surprising that the implementation challenges are huge and many-

layered and that there are vigorous debates about its provisions. What is important now is to build 

consensus among all stakeholders – governments, teachers, communities, parents, as well as the private 

providers--and ensure better implementation with a focus on quality improvements, the benefits of which 

need to be distributed in an equitable manner. 
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V. Financial Difficulties in India’s Power Sector 29 

More than a decade after initiating a major reform program culminating in the landmark 

Electricity Act of 2003, India’s power sector is again on the brink. The sector faces immense 

challenges which, if not addressed urgently and effectively, will seriously constrain future economic 

growth and development prospects. More than 300 million people lack access to electricity and those with 

access receive unreliable service with frequent interruptions in supply. Households and businesses have 

set up alternative and costly mechanisms to tide over unreliable power supplies, with concomitant effects 

on costs, competitiveness and productivity. The calamitous state of the sector was highlighted by two 

massive grid failures in July 2012, which interrupted electricity to the northern half of India on two 

consecutive days, but this section is based on ongoing analytical work that started well before the grid 

failures.  

This section describes the crisis in the sector and possible solutions. The first part summarizes the 

state of the sector today, focusing on the financial and operational challenges. The second part highlights 

the impact on investors, the financial sector, and central and state governments. The last part presents a 

set of suggestions on the way forward. 

 

The Power Sector Today 

India faces a large and increasing gap between 

supply and demand of electricity. Base-load 

energy demand exceeded supply in all Indian 

states in 2010. Between 2006 and 2010, the 

deficit in power supply increased in 21 states, 

despite massive investments in new capacity. In 

2011-12, the energy and peak-load deficits were 8 

and 9 percent, respectively.
30

 The resulting power 

cuts have contributed to the large and growing 

use of back-up generators and generators for 

specific companies (captive power), estimated to 

be as high as 17 percent of total capacity.
31 

In most states, the power sector faces acute 

financial difficulties. Accumulated losses in the 

sector amounted to Rs.1,290 billion, or 1.6 

percent of GDP in FY2009-10, the latest year for 

which comprehensive data is available. Annual 

losses have increased by 25 percent per year since 

FY2004-05.   

In 2010, the sector posted losses of Rs. 356 

billion and profits of Rs. 28 billion. Only seven 

states were profitable across all companies, with 

                                                           
29 Prepared by the World Bank energy team (Ashish Khanna, Sheoli Pargal, Sudeshna Ghosh Banerjee, Kavita Saraswat, Mani 

Khurana, and Bartley Higgins). 
30 CEA monthly power supply position report, see 

http://www.cea.nic.in/reports/monthly/gm_div_rep/power_supply_position_rep/peak/Peak_2012_06.pdf and 

http://www.cea.nic.in/reports/monthly/gm_div_rep/power_supply_position_rep/energy/Energy_2012_06.pdf 
31 India Infrastructure Report, pg 245: http://www.idfc.com/pdf/report/IIR_2010_Report_Full.pdf 

http://www.cea.nic.in/reports/monthly/gm_div_rep/power_supply_position_rep/peak/Peak_2012_06.pdf
http://www.cea.nic.in/reports/monthly/gm_div_rep/power_supply_position_rep/energy/Energy_2012_06.pdf
http://www.idfc.com/pdf/report/IIR_2010_Report_Full.pdf
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Delhi generating the highest profit. Almost 90 percent of total losses were accounted for by eight states. 

Losses have been partially offset by budgetary contributions (subsidies) to the utilities from state 

governments: excluding subsidies booked, sector-wide losses would have amounted to more than Rs. 593 

bn in FY10. 

Investment in power generation has increased significantly over the past decade. In fact, almost one 

third of India‘s total generation capacity existing in FY2011-12 has been added in the last five years. The 

next five years are slated to exceed this by a wide margin: the approach paper to the Twelfth Plan aims at 

capacity creation of 94 GW. The share of the private sector in capacity expansion has also gone up in the 

last five years. Between March 2007 and March 2012, around 55 per cent of incremental capacity was 

added by the private sector and this is anticipated to increase during the Twelfth Plan period.  

However, coal output has not kept pace with 

rising demand and uncertainty about long-

term fuel supplies is becoming a constraint on 

investment in power generation. Demand rose 

by about 8 per cent per annum during the 

Eleventh Plan and is expected to rise at about the 

same rate during the Twelfth Plan. Coal 

availability over the Twelfth Plan period is 

expected to fall 28 percent below requirements.
32

  

In order to bridge this gap, imports will need to 

increase to an estimated 159 million tons, in 

addition to the 54 million tons of coal expected to 

be imported for thermal power stations which are 

in any case optimized for imported coal.
33

 While 

generation has typically been a profitable 

segment of the sector value-chain, uncertainties in 

coal supply are affecting the addition of 

generating capacity because banks are less 

willing to lend under such conditions. The 

precarious financial position of distribution 

companies is another factor discouraging new 

entry and new investment in the sector. Since 

generation companies rely on distribution 

companies for their revenue streams, delays or 

defaults in payment by distribution companies 

create financial problems upstream in the sector. 

Distribution is the most critical link in the 

sector value chain. About 88 percent of total 

accumulated losses are accounted for by the distribution utilities. However, this is partly a result of cost-

plus pricing in generation and transmission, which means that inefficiencies of the generation and 

transmission sectors get passed on to distribution utilities through the power purchase cost. Distribution 

utilities are also the consumer interface where revenues are collected that flow back to transmission and 

generation companies.  

                                                           
32 Ministry of Power 2012, Report of the Working Group on Power for Twelfth Plan (2012-17). 
33 Ministry of Power 2012.  
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Only Delhi’s and Gujarat’s distribution utilities reported positive accumulated profits in 2010. 
Integrated utilities in Goa and Kerala also show positive accumulated profits. Six states (Uttar Pradesh, 

Tamil Nadu, Madhya Pradesh, Punjab, Haryana, and Rajasthan) account for nearly 70 percent of the 

accumulated losses of the distribution sector. 

Many distribution companies receive subsidies yet still post losses. Only two of the distribution 

companies that receive subsidies are actually profitable. In a small number of states, there are significant 

differences between the amount of subsidies booked in utility accounts and the amount actually received 

from state governments. In 2010, utilities directly serving consumers booked Rs. 265 billion in subsidies 

against Rs. 196 billion received.
34

 

Costs have risen faster than revenues in the past three years resulting in a growing gap. Costs grew 

at a rate of 17 percent per year compared with revenue growth of only 13 percent. From FY07 to FY10, 

the revenue gap rose from 0.44 Rs/kWh to 0.91 Rs/kWh. Only four states (Kerala, Delhi, Goa, and West 

Bengal) were able to cover average costs without subsidies from the government. In Andhra Pradesh, 

Karnataka, and Gujarat, the gap would have been fully covered if subsidies booked had been paid in full.  

The power purchase cost is the main 

driver of total cost increases and 

accounts for over 70 percent of the 

cost of delivered power. This cost has 

been rising since 2008-2009 on 

account of increases in the cost of fuel 

driven largely by a shortage of coal; 

inflation (averaging 9 percent per year 

during 2007-2011); and increasing 

reliance on the short-term market.
35

 

Short-term prices of electricity tend to 

be higher and more volatile than the 

price of electricity procured under 

long-term contracts. Short-term 

purchases amounted to 10 percent of total electricity purchases in May 2012, up from 7 percent three 

years earlier. For some states, the proportion of power procured in the short-term market as a share of 

total power purchased is much higher.
36

  

Other cost items such as interest payments and employee costs have also grown. Interest payments 

constitute around 6 percent of total costs. They have spiked in the last three years, growing at a rate of 23 

percent per year as states have relied on short-term borrowing to meet their need for working capital. 

Employee costs, which account for 10 percent of total costs, rose by 17 percent on average over the last 

three years, following the implementation of the recommendations of the 6
th
 Pay Commission.  

Three main factors are driving the cost-revenue gap: inadequate tariff increase to cover rising costs, 

high AT&C losses, and inefficient revenue collection.  

                                                           
34

 The 2003 Electricity Act allows governments to subsidize electricity provision to consumer categories as deemed 

warranted and approved by the regulator. In practice, since there is little credible energy supply and consumption 

data (metering is far from universal), there is a major divergence between the utilities‘ calculation of electricity 

provided to these categories, and the subsidy amount allocated to cover the cost of provision. In particular, since the 

supply of electricity to agricultural users is very often not metered, agricultural consumption could camouflage 

transmission and distribution (T&D) losses. 
35 Short-term transactions of electricity refer to contracts of less than one year through bilateral purchase, Unscheduled 

Interchange, and through Power Exchanges.  
36 CERC 2012, see http://www.cercind.gov.in/2012/market_monitoring/report_May_2012.pdf. 

http://www.cercind.gov.in/2012/market_monitoring/report_May_2012.pdf
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First, very few states have raised tariffs adequately or consistently. Very few states have regularly 

revised tariff orders to reflect cost increases (Figure 6). Pressure on distribution companies‘ finances has 

recently resulted in some changes. In FY2010, 17 states hiked tariffs, while in 2012, nine states (including 

major loss-making states) hiked tariffs, in some cases quite significantly.
37

  

Cross-subsidization through tariffs is also a 

serious concern since it has led to weakened or 

absent price signals for whole segments of 

consumers, while adding to the pressure on utility 

finances. The National Tariff Policy (2006) 

mandated that regulators set tariffs to within ±20 

per cent of the cost of supply by FY2010-11; 

however, very few states have complied. Under-

pricing of power supplied to agriculture means that 

farmers have limited financial incentives to curb 

consumption. At the same time, industrial and 

commercial users must pay much higher prices for 

power, which not only reduces their 

competitiveness but also creates incentives for 

them to exit the grid and generate their own power. 

Moreover, even with the cross-subsidy, the cost of 

power to subsidized categories is not fully 

covered, leading to the need for explicit budgetary 

subsidies from state governments.  

Regulators have sometimes not permitted 

utilities to fully pass on cost increases to 

consumers via the tariff, thereby exacerbating 

distribution companies’ financial difficulties. By 

law, regulators must set tariffs so that the 

distribution utilities in their jurisdictions can 

recover their costs. However, in practice utilities 

and regulators often differ in their determination of 

costs incurred.  Further, in some states the regulator has not allowed utilities to recover certain costs 

through tariffs (e.g., power purchase, interest, O&M expenses), due to their finding that the costs did not 

receive prior regulatory approval.
38

  This dynamic can lead to a vicious circle in which under-recovery of 

power purchase costs and incomplete or late subsidy payments forces the utilities to borrow to cover 

operational costs. In the subsequent tariff period, this short-term borrowing is then not allowed as an 

expense, which further increases losses. Financial strain in turn reduces investment towards efficiency 

improvement and proper planning, which further diminishes performance.  

Second, AT&C
 
losses continue to be high. Losses in every state are high relative to what is technically 

feasible under optimal conditions. This is especially problematic in major electricity consuming states– 

Rajasthan, Madhya Pradesh, Uttar Pradesh, and Haryana.  

Political decisions to provide free electricity to agricultural and rural consumers in many states 

limit accountability for the operational performance of distribution companies. The precise extent of 

aggregate AT&C losses is not known in these states since agricultural consumption is not metered and so 

can camouflage inefficiencies. AT&C losses are estimated to have declined, but remain relatively high in 

                                                           
37 Crisil 2012. 
38

 Forum of Regulators 2010, Assessment of Reasons for Financial Viability of Utilities 
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a number of states. Average losses have fallen from 37 percent in 2005 to 27 percent in 2010, but remain 

in the range of 30-40 percent in major electricity consuming states (Rajasthan, Haryana, Uttar Pradesh, 

and Madhya Pradesh).
39

 Most states still have a long way to go before they reach the target rate of 15 

percent under the central government‘s Restructured Accelerated Power Development and Reform 

Program (R-APDRP). 

Third, revenue collection rates have 

improved, but timely collection remains a 

problem in several states. From 2005 to 2010, 

overall collection rates went up from 89 to 97 

percent and today, collection rates are higher 

than 95 percent in a majority of states. Still, in 

most states, timely revenue collection is a 

challenge. In nearly every state, it takes longer 

than 30 days to collect revenues billed, which 

has increased the need to borrow to finance 

working capital.  

Recent grid failures also highlight the need 

to improve grid discipline.  After almost a 

decade of successful operation, in July 2012 

the national transmission grid experienced two 

major incidents in quick succession that cut 

power to the northern half of the country for 

several hours. Though normalcy was restored 

within 24 hours, the incidents caught India 

unawares and raised questions about grid 

reliability since a robust transmission system 

should be able to take care of contingent 

conditions as soon as they occur and trigger 

actions to bring the system back to a safe state. 

The committee appointed by the Ministry of 

Power to inquire into the incidents concluded 

that a confluence of events resulted in the 

failures. These include a weakened grid because of multiple outages of transmission links, over-drawing 

by some utilities in spite of requests to back down, and malfunctioning of under-frequency relays at state 

load dispatch centers and governors at some generating stations. The committee recommended a detailed 

audit of the protection systems, adoption of generation reserves linked to frequency control, coordination 

of planned outages, granting more autonomy to load dispatch centers and several technical interventions. 

Most of these recommendations are fairly well-established practices in well-operated large systems. It 

appears that, instead of enforcing grid discipline and operating the grid on pure technical principles, there 

was a misplaced reliance on the short-term market to ensure system stability.  

 

Impact on Government Expenditures and the Financial Sector  

Rising power sector losses have placed a substantial burden on state government resources. In 2010, 

the subsidy bill (subsidies booked) rose to Rs. 265 billion, or 0.3 percent of GDP. Subsidies are heavily 

concentrated in a handful of states: the top five states (out of 16 in which utilities receive subsidies) 

account for over 70 percent of all subsidies booked. In all states other than Gujarat and Andhra Pradesh, 

                                                           
39 PFC 2005, Report on the Performance of the State Power Utilities for the Years 2004-05 to 2006-07; PFC 2010.  
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losses at distribution companies exceed the subsidies promised—but not always paid—by state 

governments.   

Total debt in the power sector has risen steadily, 

from Rs. 1.8 trillion in 2007 to over Rs. 3 trillion 

in 2010. Lending to the sector has been fueled by 

increased short-term borrowing by distribution 

companies to meet their operating expenses, by new 

investment by state-owned generation and 

transmission companies, and by the unprecedented 

surge of investment in new generation projects by 

private developers.  

The proportion of loans made to distribution 

companies has risen the most by far, growing 

from 36 percent in FY07 to 46 percent in FY10. 
Scheduled commercial banks increased their 

exposure to distribution companies almost 4.5 times 

over the same time period.
40

  

Lending to the sector is led by scheduled 

commercial banks, which hold over 50 percent of 

outstanding loans. The remainder is held by public 

sector financial institutions (PFC, REC, IDFC). 

Private sector banks and foreign banks are not very 

active in the sector: overall, around 80 percent of the 

loan portfolio is held by public sector banks.
41

 

Among scheduled commercial banks, the State Bank 

of India (which is by far India‘s largest bank) holds 

the largest share of loans to the power sector.  

Commercial financiers face significant 

concentration risks in the power sector. Credit to 

the power sector constitutes the largest share of bank 

credit to the infrastructure segment (at 55 percent), and 7 percent of aggregate bank credit overall.
42

  

Loans to cover Work-in-Progress (WIP) for both generation and distribution pose the highest 

repayment risk to lenders. Loans for WIP in generation are risky because of the difficulties faced by 

developers and utilities in executing projects on time and because of the challenges faced in securing fuel 

supplies. As a result, several new projects are facing difficulty in achieving financial closure, while some 

WIP projects are facing challenges getting fresh disbursements.
43

 Banks are becoming unwilling to extend 

short-term loans to distribution companies because of their poor financial performance and the absence of 

a time-bound plan to restore them to health.   

  

                                                           
40 World Bank – Mercados EMI analysis, 2012.   
41 RBI 2011, Financial Stability Report: Issue no. 4.  
42 RBI 2011, Financial Stability Report: Issue no. 4.  
43 CII 2012, IDFC 2012.  

Source: World Bank – Mercados EMI analysis 

2012 
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Actions to Bring State Utilities Back to Financial Sustainability  
 

A rescue of the sector was undertaken by the central government 10 years ago. A debt work-out was 

carried out by the central government in 2001-02 to bail out cash-strapped State Electricity Boards 

(SEBs). Financial restructuring was paired with major reform initiatives with mixed results. However, 

there are key differences between the situation today and the 2002 rescue. There is increased pressure on 

governments to compensate banks for losses, because many of the entities in the power and financial 

sectors are now publicly listed. Broader market sentiment could be negatively impacted by the failure of 

even a few firms or financial institutions, with wide repercussions for the economy.  

The central government approved a new financial restructuring plan for state distribution 

companies in September 2012. The scheme offers central government support conditional on measures 

for both state distribution companies and state governments for achieving the financial turnaround of 

distribution companies. The scheme proposes that: i) 50 percent of outstanding short-term liabilities be 

converted into respective state government guaranteed bonds, and the remainder be rescheduled at 

favorable rates, ii) committees at state and central government levels would monitor progress of the turn-

around measures, and iii) the central government would provide incentives through grants for accelerated 

AT&C loss reduction beyond the targeted levels under the central electricity reform scheme (R-APDRP). 

In general, bailouts create a moral hazard (i.e. allow a return to ‘business as usual’) unless 

accompanied by strong monitoring measures. The key issues are assuring that state utilities meet 

efficiency targets, regulators set adequate tariffs that are revised annually in line with existing legal 

requirements, financial institutions maintain hard budget constraints, and state governments pay subsidies 

as promised. A holistic approach would improve the investment climate for generation, achieve a better 

balance between demand and supply, and prevent the system from again reverting to crisis. Aspects to be 

addressed for financial sustainability of the state power sector are discussed below.  

i) Improving the financial and operational performance of distribution utilities. To start with, it 

would be important to focus on the six states that are responsible for 70 percent of the accumulated losses 

of the distribution sector. Action should be taken on service delivery, tariffs, efficiency and profitability: 

1. Service Delivery: the willingness of consumers to pay for power is intrinsically tied to the 

quality and quantity of power received. Utilities can improve their credibility with consumers by 

improving customer service, providing relevant service information, and responding to 

complaints in a timely fashion.  

2. Tariff revisions: regular, transparent tariff revisions that respond to increases in costs and 

provide utilities with a reasonable return are critical to ensure that they earn profits which can be 

reinvested into system upgrades and performance improvement measures. Reduction of cross-

subsidies, as mandated by the National Tariff Policy, is another key action. 

3. Efficiency: the reduction of distribution losses must be a priority.  In addition, efforts need to be 

made to increase transparency, collect reliable energy data to guide management, use 

performance management systems to enhance accountability, and implement appropriate 

measures to give management and employees a stake in improving performance. 

4. Profitability: utilities need to earn a profit to be viable, to be able to invest and to be able to 

upgrade their service to their consumers.    

ii) Commercial operation throughout the value chain: The legislative framework for the power sector 

is robust. However, while unbundling and other reforms have been undertaken on paper, they have not 

always been implemented fully. The Electricity Act 2003 and associated reforms aimed to disrupt the 

single-buyer model create competition in distribution and generation through open access and competitive 

bidding, ring-fence utilities from political interference, and create incentives for utilities to improve 
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West Bengal Power Sector Reforms 

West Bengal has been a leader in implementation of reforms. Since unbundling the erstwhile SEB in 2007, all of the successor 

entities have been profitable each year, and only the distribution company received a small government subsidy (in FY10-

FY11) targeted towards the poorest consumers.  

Before reforms, the WBSEB was inefficient, loss-making, and required budget support to sustain its operations. West 

Bengal‘s approach to reform was gradual. Before unbundling the SEB, West Bengal reviewed the strengths and weaknesses 

of the existing framework, identified best practices from international experience and India, developed a financial and 

institutional restructuring plan built on credible data, and engaged in intensive stakeholder consultations throughout the 

process to ensure commitment to the reform agenda at all levels. WBSEB adopted computerized billing, 100% feeder 

metering, strict monitoring and vigilance activities to prevent electricity theft, and near 100% metering of consumers. The 

Government also induced changes in top management by appointing seasoned bureaucrats with strong management and 

business acumen.  

In addition, West Bengal has been exceptional in that it has consistently raised tariffs--every year from FY08 through FY11.  

But it should be noted that the West Bengal distribution utility only received regulatory approval to raise tariffs after three 

years of significant improvements in power supply and energy access, improved customer service (including universal 

metering and computerization of billing) and negligible dependence on state subsidies.  

service and performance. Today, however, many state utilities continue to operate as de-facto government 

agencies without functional independence. It is critical for sector health that power utilities  operate on 

commercial principles. Subsidizing the provision of power to poorer consumers is not inconsistent with 

good sector performance, provided that such subsidies are transparent, targeted, and actually paid on time. 

iii) Improving corporate governance: The autonomy and functioning of boards of directors of state 

power utilities can be improved as can the length of management tenures (most state utilities have an 

average tenure of managing directors of about one year). Timely audits of finances and information on 

energy flows are also necessary inputs to performance improvement. 

iv) Ensuring grid discipline: the technical interventions recommended by the Ministry of Power‘s 

committee set up to investigate the recent grid failures are expected to be implemented over the next 

several months. To be successful, grid operations will have to be conducted solely on the principles of 

security, reliability and stability. 

v) Strengthening regulators and insulating them from political pressure: the independence of 

regulators is critical if they are to carry out their functions effectively. Steps can be taken to ensure greater 

autonomy in appointment, finances and functioning of regulatory commissions. Incentives for good 

performance can be improved through increased public scrutiny, and through public announcement of 

regulatory decisions. Regulatory intervention is required for ring-fencing the rural and agricultural sector 

from the urban sector, including a transparent and targeted subsidy mechanism that states would adhere 

to. The segregation of rural and urban loads would permit the utility to control agricultural consumption 

and create incentives to improve service across the board. Regular updating of the regulator‘s 

performance scorecard on a website could help expose political interference. 

vi) Providing incentives to implement reform measures: A sustained hard budget constraint is required 

for loss-making state utilities, based on a regular credit rating mechanism. A robust monitoring and 

evaluation system should be established, incorporating existing multi-stakeholder groups like the Forum 

of Regulators and State Advisory Committees. While different states may take different routes to 

financial sustainability, each would require close involvement of employees in the process (through 

accountability and incentive mechanisms for management and staff). Internal ownership of reforms by 

employees and credibility of the process in the eyes of the consumer are critical for long-term financial 

sustainability of the power sector.  
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2009/10 2010/11 2011/12 2012/13 2013/14 2014/15 2015/16
Est. Proj. Proj. Proj. Proj.

Real GDP (at factor cost) 8.4 8.4 6.5 6.0 7.0 7.2 7.5
Agriculture 1.0 7.0 2.8 1.0 2.7 2.5 2.5
Industry 8.4 7.2 3.4 3.0 5.2 7.0 7.5

Of which : Manufacturing 9.7 7.6 2.5 3.0 4.4 7.5 8.0
Services 10.5 9.3 8.9 8.2 8.5 8.1 8.4

Prices (average)
Wholesale Price Index 3.8 9.6 8.9 8.0 7.0 6.0 5.5
Consumer Price Index 12.4 10.4 8.2 … … … …

GDP Deflator 6.0 8.5 8.1 8.0 7.0 6.0 5.5

Consumption, Investment and Savings (% of GDP)

Consumption 73.9 73.8 73.7 71.9 70.9 70.0 69.7
Public 12.0 11.9 11.7 13.1 13.1 12.6 12.6
Private 61.9 62.0 62.0 58.8 57.9 57.5 57.1

Investment 36.6 35.1 34.1 34.5 34.7 35.0 34.9
Public 9.2 8.8 8.3 8.4 8.6 8.7 8.7
Private 27.4 26.3 25.8 26.0 26.1 26.3 26.2

Gross National Savings 37.0 34.5 30.9 33.4 33.3 34.1 34.2
Public 0.2 1.7 1.7 2.5 3.2 4.3 4.8
Private 36.9 32.8 29.3 30.9 30.1 29.8 29.4

External Sector 

Total Exports (% change in current US) -5.8 37.5 17.9 19.3 24.1 21.9 19.7
Goods -3.6 37.5 23.6 19.2 25.3 24.6 21.1
Services -9.7 37.5 7.1 19.7 21.5 15.9 16.2

Total Imports (% change in current US) -0.1 28.8 24.2 15.5 18.5 18.1 17.0
Goods -2.6 26.7 31.1 17.8 19.6 19.0 17.8
Services 14.4 39.4 -7.3 0.6 10.1 10.7 10.0

Current Account Balance (% of GDP) -2.8 -2.7 -4.2 -3.7 -3.5 -3.0 -2.6
Foreign Investment (US billion) 47.0 37.6 38.6 35.0 44.5 75.0 75.0

Direct Investment, net 18.0 9.4 22.1 20.0 26.5 40.0 40.0
Portfolio Investment, net 29.1 28.2 16.6 15.0 18.0 35.0 35.0

Foreign Exchange Reserves (US billion) 1/ 254.7 274.3 260.1 229.7 221.4 248.5 272.5

General Government Finances (% of GDP)

Revenue 18.3 20.2 18.7 18.8 19.1 19.3 19.3
Expenditure 28.1 28.1 27.0 28.4 28.2 27.7 27.0
Deficit 9.8 7.9 8.3 9.6 9.1 8.4 7.7
Total Debt 72.7 68.8 67.3 68.5 69.1 69.4 69.1

Domestic 68.4 64.2 62.6 64.2 65.1 65.6 65.5
External 4.3 4.5 4.7 4.3 4.1 3.8 3.6

Monetary Sector (% change)

Money Supply (M2) 18.2 10.0 5.6 14.8 16.6 13.6 13.4
Domestic Credit 20.2 20.5 17.5 18.6 15.7 12.5 11.5

Bank Credit to Government 30.7 18.9 19.0 24.8 21.6 18.5 10.9
Bank Credit to Commercial Sector 15.8 21.3 16.8 15.6 12.6 9.1 11.8

Velocity 4.3 4.7 5.1 5.1 5.0 5.0 5.0

Note: 1/ Excluding gold, SDR and IMF reserve position.
Sources: Central Statistical Organization, Reserve Bank of India, and World Bank Staff Estimates.

Table 1: India: Selected Economic Indicators


