9 National Australia Bank

February 2007

India - rates lifted as growth accelerates

Key trends

e Following its recent third quarter monetary policy
review, the Reserve Bank of India (RBI) raised its
overnight lending rate for the fifth time in a year in an
attempt to curb inflationary pressure that is being fuelled
by rapid economic growth. In late-January, the RBI
increased the repurchase rate by 25 basis points (bps) to a

four-year high of 2.5%.

e Upward pressure on interest rates is being fuelled
by rapid economic growth. Real GDP in the second
quarter of FY200/07 (July-September) increased by a
faster-than-expected 9.2% yoy. Consequently, real GDP
growth in the first half of FY2006/07 stood at 9.1%, up from
8.5% in the first half of FY2005/06. The RBI is now expecting
growth for FY2006/07 to be in the range of 8.5-9%, up from
around 8% projected in its mid-year review. The partial data
available for the third quarter indicates that the rapid
growth momentum has slowed slightly, but the economy is
still on track to meet the government’s new growth

forecast.

e The focus of the RBI’s third quarter monetary
policy report was on the containment of inflation, which
the RBI is aiming to keep in the range of 5-5.5% in
FY2006/07. Measured by the wholesale price index (WPI),
inflation was running at 5.4% yoy in December, up from 4.1%
yoy at the start of 2006. Based on the various consumer

price measures, inflation has been rising more rapidly.
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India - rates lifted as growth accelerates

Rates lifted as growth accelerates

Following its recent third quarter monetary policy review,
the Reserve Bank of India (RBI) raised its overnight lending
rate for the fifth time in a year in an attempt to curb rising
inflationary pressure that is being fuelled by very rapid
economic growth. In late-January, the RBI increased the
repurchase rate by 25 basis points (bps) to a four-year high
of 2.5%, but it left its reverse repurchase rate unchanged at
6%.

Chart 1: RBI Policy Rates
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Upward pressure on interest rates is being fuelled by rapid
economic growth. Real GDP in the second quarter of
FY200/07 (July-September) increased by a faster-than-
expected 9.2% yoy, underpinned by particularly rapid
growth in both the manufacturing (11.8% yoy) and services
(10.7% yoy) sectors. Consequently, real GDP growth in the
first half of FY2006/07 stood at 9.1%, up from 8.5% in the
first half of FY2005/06.

Real GDP growth in FY2005/06 was also revised up to 9%
(from 8.4%), mainly reflecting a sharp upward revison in
agricultural output growth. The revised estimates for
2005706 indicated that domestic demand is playing a key
role in driving the economy forward (quarterly expenditure
data in India is not available). Real private consumption
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expenditure increased by 7% in FY2005/06, while

investment spending grew by 16.5%.

Chart 2: Real GDP Growth (%)

12 4 riz
10 1 r 10
8 8
6 6
4 4
2 2
0- -0
Sep-01 Sep-02 Sep-03 Sep-04 Sep-05 Sep-06
[ annual average —year-on-year

The RBI is now expecting real GDP growth for FY2006/07 to
be in the range of 8.5-9%, up from around 8% projected in
its mid-year review. The partial data available for the third
quarter indicates that the rapid growth momentum has
slowed slightly, but that the economy is still on track to

meet the government’s new growth forecast.

Chart 3: Industrial Production (3mma, % yoy)
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The industrial production index increased by 10% yoy in 3-

month average terms in November, compared with an 11.6%
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yoy increase in September. The business surveys are
showing a moderation in optimism among Indian
Industrialists, but expectations are still very high according

to the latest RBI survey.

The industrial production data also confirms a slow down in
investment spending - although it is still very strong with
capital goods production growing by more than 11% yoy in
November. The strength of investment spending is further
underlined by 38.8% yoy increase in capital goods imports

during April-September 2006.

Chart 4: Export Growth (3mma, % yoy)
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Part of the slow down in industrial production growth
reflects less rapid expansion in exports, with US$ export
growth easing to 16.5% yoy in 3-month trend terms in
December, down from the 20-30% rates of growth seen

thorugh most of last year.

Rapid growth prompts overheating

fears

The focus of the RBI’s third quarter monetary policy report
was on the containment of inflation, which the RBI is aiming
to keep in the range of 5-5.5% in FY2006/07. Measured by
the wholesale price index (WPI), inflation was running at
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5.4% yoy in December, up from 4.1% yoy at the start of
2006. Based on the various consumer price measures,
inflation has been rising more rapidly. CPI inflation for
industrial workers was 6.7% yoy in December (4.4% yoy in
January), while the CPI inflation rate for urban non-manual
employees and agricultural labourers was 6.9% yoy (5% yoy
in January) and 8.9% yoy (4.7% yoy in January) respectively.
The divergence between consumer prices and wholesale
prices is due to rising food prices, which have a much higher
weighting in the CPI basket and there is a chance that food
prices could ease in the coming months as the new harvest

arrives.

Chart 5: Wholesale Price Inflation (% yoy)

10 q r 10
94 r9
8 r8
7 7
6 6
5 5
4 4
3 3
24 r2
14 ri
e —¢

Dec-96 Dec-97 Dec-98 Dec-99 Dec-00 Dec-01 Dec-02 Dec-03 Dec-04 Dec-05 Dec-06

Chart 6: Consumer Price Inflation (% yoy)
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Domestic Credit Growth (% yoy)
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While inflationary pressures partly reflect supply side
pressures and capacity strains arising from rapid growth,
demand pressures are also evident with high money and
credit growth and rising asset prices playing a key role in

boosting inflationary pressure.

Despite the RBI’s monetary policy tightening bias, this does
not appear to have dented demand for loans. Indeed,
domestic credit growth was running at over 18% yoy in
November, with domestic credit growth to the commercial
sector exceeding 24% yoy. Meanwhile, M3 money supply
growth was running at almost 20% yoy in December, while
RBI loan data shows non-food bank credit growing by more
than 31% yoy in early-January 2007.

Commercial Sector

The surge in bank credit has been underpinned by very
strong real estate lending, with housing loans extended by
scheduled commercial banks growing by more than 33% yoy
in October and commercial real estate loans up by almost
84% yoy. The rapid pace of lending growth is now prompting

concerns about deteriorating credit quality.

Overall, the strength of India’s economic growth, combined
with rising inflation and the continued very rapid rate of
bank credit expansion suggest the need for further

monetary tightening.
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