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Abstract 

This paper examines the state of the Indian economy pre, during and post-recession by analysing various 

macro-economic factors such as GDP, exchange rate, inflation, capital markets and fiscal deficit. We forecast 

some of the major economic variables using ARIMA modelling and present a picture of the Indian economy in 

the coming years. The findings indicate that Indian economy is reviving after a slowdown during the period of 

global recession.  It is forecasted that GDP, foreign investments, fiscal deficit and capital markets will rise in 

2010-11. Furthermore, the rupee-dollar exchange rates will not change much during the same period.  
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1. Introduction 

The beginning of the new financial year is always a good time to take stock- to look back and 
see where we have been, to look forward and prognosticate about future. The fiscal year 2009-10 
closed on a relatively good note, amidst the pressures that emanated from the global economic crisis. 
Supported by simulative monetary and fiscal policies, a recovery in economic activity was visible 
from the second quarter of FY10. Industrial production has started rebounding; consumers who had 
held back on spending out of fear of job loss have begun to spend more freely as they see jobs begin to 
take hold. Improvement in global demand is generating a robust demand for exports while the 
financial markets are in better shape as evidenced by continued rally in equities. A number of forward-
looking indicators are also showing a marked improvement. 

But how has this picture transformed over the past 6 years, is what we try and focus on in this 
paper. The recession caused by the sub-prime crisis originating in the US hit many developing 
economies in a hard way. After having near zero interest rates and relatively high levels of 
unemployment, the US has started showing signs of recovery in the past 3 quarters (FY 2010-11). 
India has also sprung back on to the road of recovery and is trying hard to reach it is pre-recessionary 
levels of growth in the quickest time frame. But with the government deciding to slowly rollback the 
stimulus package and sops, will find it difficult to plough back soon. Faced by the horror of two digit 
inflation rates, the government is faced with the dilemma of continuing it spending extravaganza or 
practicing restraint. With this back drop we try and see how the economy has shaped from the period 
before recession till now and what can we look at in the next couple of years. 

 

2. Literature Review 
Subbarao (2008) in his speech at the IMF-World Bank Annual Meetings 2008 highlighted a few 

concerns and possible solutions. The concerns include rising food price-led inflation, a surge in capital 
flows, monetary transmission mechanism as it evolves from the crisis period, return to fiscal 
consolidation and quality of fiscal adjustment and financial stability, financial inclusion and growth.  
In relation to food inflation, an early exit on inflation concerns runs the risk of derailing the fragile 
growth, while a delayed exit may engender inflation expectations. In relation to capital inflows he 
raises concerns and possible impact of volatile investments on exchange rate. The paper also discusses 
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the role of government and the ways in which the Indian government can influence parameters such as 
inflation. The following research findings are on macro-economic parameters such as GDP, FII, FDI, 
borrowing, exchanges and interest rates. We utilized the below findings to review and build our paper 
on the Indian economy. 

Gross domestic product or GDP, tells us the country’s current aggregate production of goods 
and services. It is often considered the best measure of how well the economy is performing. GDP 
summarizes the aggregate of all economic activities in a given period of time. Daga, Das and 
Maheshwari (2004), in their paper have tried to model the GDP trend equation and determine the main 
sectors of the economy responsible for that particular shape. They have tried to gauge the impact of 
economic reforms on GDP, verify whether these do make any significant difference in the long run 
and hence produce a model to forecast GDP growth rate. 

Globalization and financial sector reforms have increased India’s growth rate and put it amongst 
the largest and fastest growing economies of the world. An important indicator of the financial system 
of any country is the country’s capital market as it mobilizes saving and channels them into productive 
purposes. Singh and Arora (2010) discuss the effect of interest rates on a country’s stock market by 
exploring data in Asian markets, such as India, China and Japan. Their study found that there exist a 
significant correlation between Sensex and interest rate as well as Nikkei and interest rate. However, a 
similar correlation was not found in China and they state various reasons ranging from politics to 
economic reforms to explain this result. 

India now grapples with the issues and challenges for sustaining the elevated growth momentum 
that it has achieved. This has assumed added contemporary significance in the wake of expected 
moderation in global growth due to a projected slowdown in the US and some other advanced 
economies. Mohan, Rakesh (2008) argues that India’s growth has been largely enabled by the 
availability of domestic savings, which have increased steadily over the decades. Further, the 
efficiency of resource use has been high with a long-term incremental capital-output ratio of around 4, 
which is comparable to the best in the world. While private investment and corporate growth have 
been major factors in the recent growth upsurge, it is important to note that this period has also been 
marked by a relative decline in public investment. Rakesh concludes by saying that revival of public 
investment, accompanied by higher public savings, would be necessary to improve and expand public 
services. 

India has over the recent years received a surge of FII and FDI funding. FIIs have been playing 
a significant role in the process of capital formation and economic growth of the country. There has 
been a dramatic increase in net FII flows to India over the period 2003-2007. One of the main reasons 
for the FII flows has been an increased recognition of the long-term growth potential of Indian 
economy. India offers favorable demographics and has quickly established its competitive advantage 
in many spheres including software. Indian entrepreneurs have been quite successful in launching 
businesses in India. FIIs have recognized the fact and unlike other countries where FDI has gained 
predominance, India has seen significant growth in FII investment. It is with this backdrop that 
Mishra, Das and Pradhan (2010) study the causality of the relationship between foreign institutional 
investment and real economic growth of India. The study provides evidence of bi-directional causality 
running from net FII flows to real economic growth. This shows that the real economic growth of 
India both determines and determined by the volume of portfolio institutional investments in the 
country. 

Since 1997, East Asian Financial crisis, the relationship between Foreign Direct Investment 
(FDI), exports and economic growth has gained importance and attention among policy makers and 
researchers. Due to volatility experienced in the short term capital flows, developing and less 
developed countries shifted their focus from attracting short term capital flows to FDI, due to its long 
term effects. However, the understanding of the long term impacts and benefits of FDI is not clear as 
FDI is not attracted uniformly to each country, which makes it difficult to identify the impact of FDI 
on economic growth. Miankhel, Thangavelu and Kalirajan (2009) have tried to study this dynamic 
relationship for six emerging countries including India. In the long run, they have identified GDP 
growth as the common factor driving growth in other variables such as Exports in the case of Pakistan 
and FDI in the case of India. 

Keshava, S.R. (2008) analyses the impact of FDI on growth in India, exports, GDI, FOREX and 
other macro variables. The paper also compares India’s FDI with Chinese FDI and attempts to learn 
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from the Chinese experience. The paper distinguishes between hard factor that affect FDI and soft 
factors that affect FDI. Hard factors mainly include transportation, telecommunications, energy 
supply, public utilities and infrastructure. Soft factors include parameters related to political regime 
and culture. The paper concludes that India is far behind China in becoming an attractive FDI 
destination as it still suffers from power shortage, poor infrastructure, security consideration and the 
absence of an exit policy. If India has to reach its target of attracting more FDI for its development, 
aggressive third generation reforms are needed along with good planning and intentions. 

Another area that can have a critical effect on a country’s ability to grow is borrowing. Capital 
inflows are critical for an emerging economy to grow, however extensive levels can increase the 
transaction exposure of a country and thereby cause harm in the long-run. Virmani, Arvind (2008) in 
his paper addresses the issue of increase in capital inflows into a open emerging economy, such as the 
current Indian economy. The paper recommends the introduction of an auctioning mechanism for the 
right to incur foreign debt. The auction will act as a variable tax that tax short term flows at a higher 
rate and adjusts to changing environment. This mechanism will in effect correct for the negative 
externalities arising from cross-border debt, given the possibility of sharp reversals arising from global 
external developments and global shocks.  

Fiscal deficit influences various parameters including growth and inflation. A study by Sah 
(2005) empirically examines the impact of fiscal deficit on the major macroeconomic variables. 
Variables used for the study included monthly data on gross fiscal deficit, weighted average call 
money rate, net FIIs investment, wholesale price index, reserve money, index of industrial production 
and new capital issue by non-government public limited companies. The study concluded that fiscal 
deficit significantly affects all macroeconomic variables. However, crowding-out of private 
investment is not supported by the data. 

Real and financial crowding out can critically affects the rate of growth of an economy. 
Chakraborty (2006) analyses the real and financial crowding out in India during 1970-71 to 2002-03. 
She concludes that a complementary relationship exists between public and private investment. The 
dynamics of financial crowding out is captured through the dual transmission mechanism via real rate 
of interest. The study reinforced previous findings in the area that there is no financial crowding out in 
India. 

Apart from the FII, FDI, GDP and fiscal deficit, parameters such industrial production, interest 
rates and exchanges rates have a significant effect on a nations performance. Garg, Agrawal, Rajesh 
(2005) in their paper discuss the causal relationship between industrial production, interest rates and 
exchange rates in India. The study used various tests including Granger's Causality test and Vector 
Auto Regression technique on monthly IIP (Index of Industrial Production), exchange rate, and 
interest rate for the period April 1992 to March 2004. The results show that interest rate and IIP 
depend on the exchange rate and there is no relationship between interest rate and IIP. 

These macroeconomic parameters through financial sector reforms have had a profound effect 
on the Indian stock market. The Indian stock market has witnessed metamorphic changes as regards to 
the size, structure and turnover. With more than 4700 listed companies, 2 crore shareowners and a 
market capitalization of `30,257,720 million (in 2005- 06) developments in Indian stock markets are 
now comparable to those in other mature markets. Tripathi, Vanita (2009) examines the relationship 
between various company fundamentals and equity returns in the Indian stock market in this changed 
regime and tests for the economic feasibility of fundamentals based investment strategies in the advent 
of technological up gradation. The results of her study conclude that Indian market is still not semi-
strong efficient as publically available information can be used to earn extra returns. 

The movement of stock indices is highly sensitive to the changes in fundamentals of the 
economy and to the changes in expectations about future prospects. It is assumed that domestic 
economic fundamentals play determining role in the performance of stock market. However, in the 
globally integrated economy, domestic economic variables are also subject to change due to the 
policies adopted and expected to be adopted by other countries or some global events. Recently, it is 
observed that contagion from the US sub prime crisis has played significant movement in the capital 
markets across the world as foreign hedge funds unwind their positions in various markets. Other 
burning example in India is the appreciation of currency due to higher inflow of foreign exchange. 
Rupee appreciation has declined stock prices of major export oriented companies. Ahmed, Shahid 
(2008) investigates the nature of the causal relationships between stock prices and the key macro-
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economic variables (index of industrial production, exports, foreign direct investment, money supply, 
exchange rate, interest rate) representing real and financial sector of the Indian economy. The study 
indicates that stock prices in India lead economic activity except movement in interest rate which 
seems to lead the stock prices.  

A defining characteristic of developing Asia as an economic entity is the acute intraregional 
heterogeneity that exists among Asian economies in terms of levels of economic development, rates of 
economic growth, and economic structures. A similar degree of heterogeneity is apparent in the types 
of exchange rate regimes officially operated by Asian central banks. For instance, China and Malaysia 
maintained firm US dollar (USD) pegged regimes until July 21, 2005, and Hong Kong continues to do 
so. Korea, Philippines, Thailand and Indonesia officially operate inflation targeting regimes with the 
interest rate as the monetary policy instrument. Cavoli and Rajan (2006) examines the degree of de 
facto exchange rate flexibility for India over the last two decades. While the Reserve Bank of India 
(RBI) is commonly believed to target the real effective exchange rate (REER), the results in this paper 
indicate that the Indian rupee is predominantly influenced by the US dollar, with the euro slowly 
gaining in significance as well. 

In order to evaluate India’s performance before, during and after the economic recession, we 
analyze in Section 1 the performance of various macro-economic indicators from a period of 2003-09. 
In Section 2, we discuss the methodology used to forecast the coming years. Finally in Section 3, we 
try and forecast some of the major guiding parameters of India’s economy and project India’s growth 
pattern in the coming fiscal periods. Hence, through this paper we try and present a comprehensive 
picture of the Indian economy during the past 6 years and how may it shape up during the fiscal 2010-
11. 

 

3. Analysis of Economic Variables 

3.1. GDP 
Since 2003, the GDP growth rate had averaged around 8.4% per year till 2007-08. Economic 

growth decelerated in 2008-09 to 6.7 per cent. This represented a decline of 2.1 per cent from the 
average growth rate of 8.8 per cent in the previous five years (2003-04 to 2007-08). Significant decline 
in growth rate was seen in the second half of 2008-09 following the financial crisis that began in 2007 
in the industrialized nations. The real turnaround came in the second quarter of 2009-10 when the 
economy grew by 7.9 per cent. Recovery in the global economy picked up momentum in the fourth 
quarter of 2009. 

 

Figure 1. Real GDP Growth Rate 
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Figure 2. Real GDP Growth (Percentage change) 

 
The speed of recovery, however, remains significantly divergent. The projections for global 

output for 2010 generally point to consolidating recovery, led by the Emerging Market Economies 
(EMEs). The WTO projects world trade to stage a strong recovery in 2010. The risks to the overall 
global macroeconomic environment have, however, increased because of large public debt in 
advanced economies, on the back of concerns relating to reduction in potential output, high 
unemployment rates, impaired financial systems and premature exit from the policy stimulus. As per 
the advance estimates of GDP for 2009-10, released by the Central Statistical Organization (CSO), the 
economy is expected to grow at 7.2 per cent in 2009-10, with the industrial and the service sectors 
growing at 8.2 and 8.7 per cent respectively. The professional forecasters’ survey conducted in March 
2010 by RBI shows overall (median) growth rate for 2010-11 at 8.2 per cent. Main driving factors 
include increased private consumption expenditure growth and relatively increased industrial activity 
in the first half and pick-up in services in the second half. The Industrial Outlook Survey conducted by 
the Reserve Bank shows improvement in the sentiments in the manufacturing sector, in continuation 
of the trend seen in the previous survey. Stronger growth impulses now coexist with significant 
acceleration in headline inflation in recent months. While the recovery in growth is expected to further 
firm up in 2010-11 over the preceding year, headline inflation could be expected to moderate over the 
next few months. 

In the medium term it is reasonable to expect that the economy will go back to the robust 
growth path of around 9 per cent that it was on before the global crisis slowed it down in 2008. To 
begin with, there has been a revival in investment and private consumption demand, though the 
recovery is yet to attain the pre-2008 momentum. Second, Indian exports have recorded impressive 
growth in November and December 2009 and early indications of the January 2010 data on exports are 
also encouraging. Further, infrastructure services, including railway transport, power, 
telecommunications and, more recently but to a lesser extent, civil aviation, have shown a remarkable 
turnaround since the second quarter of 2009-10. The favorable capital market conditions with 
improvement in capital flows and business sentiments, as per the RBI’s business expectations survey, 
are also encouraging. Finally, and even though it is too early to tell if this is a trend, the manufacturing 
sector has been showing buoyancy in recent months rarely seen before. The growth rate of the index of 
industrial production for December 2009—the latest month for which quick estimates are available -
was a remarkable 16.8 per cent. There is also a substantial pick-up in corporate earnings and profit 
margins. Hence, going by simple calculations based on the above-mentioned variables, coupled with 
the fact that agriculture did have a set-back this year and is only gradually getting back to the projected 
path, a reasonable forecast for the year 2010-11 is that the economy will improve its GDP growth by 
around 1 percentage point from that witnessed in 2009-10. Thus, allowing for factors beyond the reach 
of domestic policymakers, such as the performance of the monsoon and rate of recovery of the global 
economy, the Indian GDP can be expected to grow around 8.5 +/- 0.25 per cent, with a full recovery, 
breaching the 9 per cent mark in 2011-12. 
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3.2. Capital Markets 

In September 2008, volatility in the S&P 500 spiked to levels not seen since the 1987 stock 
market crash. At the end of 2008 equity prices in the United States, as Standard & Poor’s 500 index, 
were lower by around 39 per cent as compared with its level at end of 2007. The Indian equity markets 
have declined sharply during 2008, reflecting the volatility in international financial markets and 
foreign institutional investment outflows. With the revival of foreign institutional investors’ (FIIs) 
interest in emerging market economies including India, the equity markets gained strength during 
May-July 2009. Despite the spectre of inflation and interest rate hikes looming large in 2010, foreign 
investors and analysts are bullish on India, betting on economic expansion, acceleration in company 
earnings, and revival of capital expenditure and capacity building. The movement in equity indices in 
the Indian capital market was in line with trends in major international equity markets, a sign of 
increasing integration. Against the backdrop of these trends in Indian equity markets, the regulatory 
measures initiated during the year were clearly in the direction of introducing greater transparency, 
protecting investors’ interests and improving efficiency in the working of Indian equity markets, while 
also ensuring the soundness and stability of the Indian capital market. 

 

 
 

Figure 3. Stock Market Indices 
 

During 2009, the Asian stock markets were on a recovery path. The cumulative change in global 
indices in end-December 2009 over the end- December 2003 level revealed a significant rise in these 
indices across countries. The Jakarta Composite index (Indonesia) registered a rise of 264.1 per cent to 
2,510 at end-December 2009, while the BSE Sensex was up by 199.1 per cent to 17,465 in end-
December 2009. Nikkei 225, Japan, however remained lower than its end – December 2003 level. 
Notwithstanding an improvement in global stock indices during the year, they were still lower than the 
levels reached in 2007. 
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Figure 4. Sensex and NSE Performance 
 

 

 

Figure 5. Stock Market Indices 

 

3.3. Exchange Rates 

The annual average exchange rate during 2008-09 worked out to Rs. 45.99 per US dollar 
compared to Rs. 40.26 per USD in 2007-08 which is the biggest annual loss for the rupee since 1991 
crisis. Capital outflows during 2008 and early part of 2009 significantly weakened currencies in India. 
Reflecting the easing supply conditions in the market led by capital inflows, dollar exhibited declining 
trend during the early half of 2009-10, on account of underlying demand conditions. In fiscal 2008-09, 
the rupee depreciated against major international currencies, except the pound sterling, due to 
deceleration in capital flows and widened trade deficit. The annual average exchange rate of the rupee 
in 2008-09 was Rs 45.99 per US dollar, Rs 64.98 per euro and Rs 46.22 per 100 yen, indicating 
depreciation by 12.5 per cent, 12.2 per cent and 23.5 per cent respectively over the annual average 
exchange rate during 2007-08.  

However, annual average exchange rate of the rupee per pound sterling of 78.29 in 2008-09 
indicated appreciation by 3.2 per cent over 2007-08. In fiscal 2009-10, with the signs of recovery and 
return of FII flows after March 2009, the rupee has been strengthening against the US dollar. The 
movement of the exchange rate in the year 2009-10 indicated that the average monthly exchange rate 
of the rupee against the US dollar appreciated by 9.9 per cent from Rs 51.23 per US dollar in March 
2009 to Rs 46.63 per US dollar in December 2009, mainly on account of weakening of the US dollar 
in the international market. 
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Figure 6. Rupee V/S Dollar 
 

 

 

Figure 7. Effective Exchange Rate 
 

The nominal effective exchange rate (NEER) and real effective exchange rate (REER) indices 
are used as indicators of external competitiveness of the country over a period of time. NEER is the 
weighted average of bilateral nominal exchange rates of the home currency in terms of foreign 
currencies. REER is defined as a weighted average of nominal exchange rates adjusted for home and 
foreign country relative price differentials. REER captures movements in cross-currency exchange 
rates as well as inflation differentials between India and its major trading partners. The RBI has been 
constructing six currency (US dollar, euro for eurozone, pound sterling, Japanese yen, Chinese 
renminbi and Hong Kong dollar) and 36 currency indices of NEER and REER. The rupee appreciated 
against the US dollar by 10.0 per cent during 2009-10 till November 2009. The rupee appreciation 
was, however, modest at 3.23 per cent against the six-currency trade-weighted NEER during 2009-10 
(March to November 2009). The average six-currency trade-weighted REER (base:1993-94=100) 
increased from 98.58 in April 2009 to 104.94 in November 2009 mainly on account of appreciation of 
the rupee against the US dollar and increase in inflation differentials between India and its trading 
partners. The appreciation of the rupee against the US dollar and increase in inflation differentials 
between India and its trading partners during the year led to appreciation of the real exchange rate. On 
balance of payments basis (i.e., excluding valuation effects), the foreign exchange reserves increased 
by US$ 11.3 billion during April-December 2009 as against a decline of US$ 20.4 billion during 
April-December 2008. The valuation gain, reflecting the depreciation of the US dollar against the 
major international currencies, accounted for US$ 20.2 billion during April-December 2009 as 
compared with a valuation loss of US$ 33.4 billion during April-December 2008. Accordingly, 
valuation gain during April-December 2009 accounts for 64.1 per cent of the total gross increase in 
foreign exchange reserves. 
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3.4. Investments 

Gross domestic capital formation(GDCF) at current prices (adjusted for errors and omissions) 
increased from Rs18,65,899 crore in 2007-08 to Rs19,44,328 crore in 2008-09 and at constant (2004-
05) prices, it decreased from Rs16,22,226 crore in 2007- 08 to Rs15,57,757 crore in 2008-09. The rate 
of gross capital formation at current prices rose from 32.7 per cent in 2004-05 to 37.7 per cent in 
2007-08 before declining to 34.9 per cent in 2008-09. At sectoral level, the rate of gross capital 
formation or simply the investment rate has increased in both the public and private sectors. In the 
former it rose continuously from 7.4 per cent in 2004-05 to 9.4 per cent in 2008-09, whereas in the 
latter, it increased from 23.8 per cent in 2004-05 to 27.6 per cent in 2007-08 before falling to 24.9 per 
cent in 2008-09. Between 2007-08 and 2008-09, the investment rate for the private corporate sector 
declined significantly from 16.1 per cent to 12.7 per cent, whereas that of the household sector 
increased from 11.5 to 12.2 per cent. 

 

 
 

Figure 8. Nominal and Real Investment to GDP Ratios 
 

 

 

Figure 9. Gross capital inflow as a percentage of GDP 
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Figure 10. FII 
 

The number of registered FIIs rose to 1,706 at the end of 2009 from 1,594 in 2008. The number 
of sub-accounts also increased to 5,331 from 4,872 during the same period. The FII in the spot market 
increased to Rs 83,424 crore in 2009 as compared to withdrawals of Rs 52,987 crore in 2008. Further, 
net investment in debt was lower at Rs 4,563 crore in 2009 as compared to Rs 11,772 crore in 2008. 
Total net investment by FIIs in equity and debt markets taken together, increased considerably to Rs 
87,987 crore in 2009 compared to a net decline of Rs 41,216 crore in 2008 

 

3.5. Trade 

With the deepening of the global recession, the beginning of 2009-10 saw acceleration in the 
fall of export growth rate. The upwardly revised export figures for the first half of 2008-09 also 
contributed to the faster decline in the growth rate. While the export growth rate was a negative 22.3 
per cent in April-November 2008-09, in November 2009, it became a positive 18.2 per cent after a 13-
month period of negative growth. This significant turnaround is due to the low base figures in 
November 2008 (at $11.2 billion compared to $14.1 billion in October 2008 and $13.4 billion in 
December 2008). The export growth rate in November 2009 over October 2009 was marginally 
positive at 0.04 per cent. In December 2009 the recovery in export growth has continued with a 
positive year-on-year growth of 9.3 per cent and a growth of 10.7 per cent over the previous month. 

 

 
 

Figure 11. Exports 

 

Net exports (of goods and services) contributed positively (20.4 per cent) to GDP growth in 
2009-10, as against a negative contribution of around 36.2 per cent in 2008- 09. This revival in the 
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pattern in the first three quarters of 2009-10 was on account of sharper contraction in imports than in 
exports, even though in absolute terms, imports continued to exceed exports, thereby yielding negative 
net exports. Export growth continued to be negative in Q3 of 2009-10, but the rate of contraction had 
declined over the preceding quarters, indicating signs of recovery in external demand  
 

3.6. Fiscal Deficit 

The fiscal expansion undertaken by the Central Government as a part of the policy response to 
counter the impact of the global economic slowdown in 2008-09 was continued in fiscal 2009-10. The 
expansion took the form of tax relief to boost demand and increased expenditure on public projects to 
create employment and public assets. The net result was an increase in fiscal deficit from 2.6 per cent 
in 2007-08 to 5.9 per cent of the revised GDP (new series) in 2008-09 (provisional) and 6.5 per cent in 
the budget estimates for 2009-10 (as against 6.8 per cent of the GDP on the old series, reported 
earlier). Thus the fiscal stimulus amounted to 3.3 per cent of the GDP in 2008-09 and 3.9 per cent in 
2009-10 from the level of the fiscal deficit in 2007-08  

 

 
 

Figure 12. Gross Fiscal Deficit as a percentage of GDP 
 

3.7. Inflation 

A major concern during the year 2009-10, especially in the second half, was the emergence of 
high double-digit food inflation. On a year-on-year basis, wholesale price index (WPI) headline 
inflation in December 2009 was 7.3 per cent but for food items (primary and manufactured) with a 
combined weight of 25.4 per cent in the WPI basket, it was 19.8 per cent. Thus, unlike the first half of 
2008-09 when global cost-push factors resulted in WPI inflation touching nearly 13 per cent in August 
2008, with inflation in primary and manufactured products just below the overall average and that in 
the fuel and power group at over 17 per cent, the upsurge in prices in the second half of 2009-10 has 
been more concentrated and confined to food items only. As of the week ending January 30, 2010 the 
inflation in primary food articles stood at 17.9 per cent, and that in fuel, power light and lubricants at 
10.4 per cent.  
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Figure 13. Trends in Food and Non-Food Inflation 

 

A significant part of this inflation can be explained by supply-side bottlenecks in some of the 
essential commodities, precipitated by the delayed and sub-normal southwest monsoons. Since 
December 2009, there have been signs of these high food prices, together with the gradual hardening 
of non-administered fuel product prices, getting transmitted to other non-food items, thus creating 
some concerns about higher than- anticipated generalized inflation over the next few months. The 
skewedness of inflation that has been observed—some sectors are facing huge inflation, some no 
inflation and some deflation—is rather rare in the country’s history. For instance, in 1973-74 food 
inflation was 22.7 per cent and nonfood 36.4 per cent, in 1980-81 food inflation was 11.4 per cent and 
non-food 11.9 per cent, in 1986-87 food inflation was 10.2 per cent and non-food 11.4 per cent, in 
1991-92 food inflation was 20.2 per cent and non-food 18.0 per cent, and there are several other years 
where the pattern was the same. The current inflation is of a different kind. It stands out for its 
lopsidedness across sectors. In 2009-10 (April- November), food inflation was 12.6 per cent and 
nonfood inflation minus 0.4 per cent. If we look at India’s inflation history from 1971, this kind of 
inflation, where food inflation is above 10 per cent and non-food inflation is negative, has happened 
only twice before– in 1992-93 and 1996-97. And food inflation of over 10 per cent, non-food inflation 
negative and fuel, power, light and lubricant (FPL&L) inflation less than 10 per cent has never 
occurred refer Appendix VIII: Inflation). 

 

 
 

Figure 14. Inflation by category 
 

Inflation can be expected to moderate over the next few months, from the peak levels seen in 
recent months. There are, however, upside risks to inflation. First, international commodity prices, 
particularly oil, have started to increase again. In several commodities, the import option for India to 
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contain domestic inflation is limited, because of higher international prices. Second, the revival in 
private consumption demand and the bridging of the output gap will add to inflationary pressures. 
Finally, it is important to guard against the risk of hardening of inflation expectations conditioned by 
near double digit headline WPI inflation. 

Through the decades, inflation has steadily increased from the 1950's to the 1980's. However, 
since the deregulation of sectors, privatization and liberalization in the early 1990's, WPI has seen as 
significant decrease from an average of 7.8% to an average of 5.2% from 2001-02 to 2008-2009. From 
this trend, we can forecast that inflation will further decrease over the course of the next decade, 
despite the recent downturn in the economy due to the sub-prime crisis. 

 
3.8. Corporate Indicators 

Profit after tax has performed radically over the last decade and half. In contrast, sales growth 
has varied between 25% and 0% over the same duration. Negative profits after tax were observed 
during the recession of 2001-02 and recent subprime crisis. Companies, such as TVS motors and Yes 
Bank have in recent months reported positive returns and thereby positive return are projected in the 
coming years, i.e. 2009-10. 

 

 
 

Figure 15. Corporate Indicators 
 

4. Data & methodology for forecasting 

The data for the following factors has been collected in the context of the Indian Economy - 
GDP growth rate, major stock market and sectoral indices, exchange rate, nominal and real 
investments, exports, fiscal deficit, corporate indicators such as sales growth and PAT, inflation, food 
production consumption gap, capital inflows and foreign institutional investments from various 
sources, including Economic Survey, Reserve Bank of India, World Bank, Securities Exchange Board 
of India and Foreign Exchange Dealers Association of India for the period 2003-09. 

The main economic indicators that have been forecasted using ARIMA (Auto Regressive 
Integrated Moving Average) methodology are GDP, sensex, fiscal deficit and FII. These series were 
first checked for stationarity and then various models were fitted. Using Box-Jenkins methodology, 
the best model for each variable was chosen and used for forecasting. 

 



Journal of Applied Economic Sciences 

  
 

 56 

5. Forecasted Results & Conclusions 

5.1. Real GDP Growth Rate 

 

 
 

Figure 16. Forecasted Real GDP Growth Rate 
 

India seems like the last man standing around in this world, with the kind of robust domestic 
consumption and GDP growth. The economic growth in India is for real and what is really working in 
India’s favor is the rising domestic demand. The growth is driven by robust performance of the 
manufacturing sector on the back of government and consumer spending. Economic activities which 
showed significant growth rates in 2009-10 over the corresponding period last year were mining and 
quarrying (10.6 per cent), manufacturing (10.8 per cent), electricity, gas and water supply (6.5 per 
cent), construction (6.5 per cent), trade, hotels, transport and communications (9.3 per cent), financing, 
insurance, real estate and business services (9.7 per cent), community, social and personal services 
(5.6 per cent). India’s industrial output grew by 17.6 per cent in April 2010. The manufacturing sector 
that accounts for 80 per cent of the index of industrial production (IIP) grew 19.4 per cent in April 
2010, as against 0.4 per cent a year-ago. Capital goods production grew by 72.8 per cent against a 
contraction of 5.9 per cent a year ago. Consumer durables output continued to grow at a fast pace of 
37 per cent, mirroring higher purchase of goods such as televisions and refrigerators.  Also positive 
responses from the foreign investors have reflected in the gains in the capital markets and strengthened 
the country’s position on the world economic front.  

In spite of all these numbers in favor of the economy, one area where India needs to keep an eye 
on is the current account deficit. If you look at India’s imports over exports, they are running at $150 
billion negative which means that we are consuming a lot more from imports than we are able to 
export. Combine this with the fact that the import intensity of the economy is going up as domestic 
consumption is rising. And, as prices move up, it has an impact on salaries and real estate. Another big 
factor plaguing India’s growth rate has been our execution and implementation of projects. All these 
will put pressure on economy’s growth as a whole.  

Keeping in mind these factors, we would like to believe that we can grow between 7.6% - 8.0 % 
for the next few quarters and thereafter India should be poised to return back to its path of sustained 
high growth rates of 9.0 % and above. 
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5.2. Exchange Rate 

 

 
--- --- ------ --- ------ ---    FFFOOORRREEECCCAAASSSTTTEEEDDD    

Figure 17. Forecasted Exchange Rate 

 

The exchange rate is forecasted to fluctuate between 46Rs/$ to 47Rs/$ till December 2010. The 
rupee should fundamentally, depreciate as a result of the significant current-account deficit, which 
tracks trade and investment flows. India’s trade deficit widened to $118.4 billion in the fiscal year 
ended March 31, from $88.5 billion a year ago.  Further dampening the current-account deficit is the 
fact that India’s economy has been growing at better rates than countries in North America and 
Europe, leading to a reduction in exports and a stable growth imports.  

However, an improving economy should bring capital inflows, which in turn should hedge the 
downward pressure. India’s GDP is projected to grow at 7.1% in the coming year and thereby attract 
FDI and FII flows. An increase in demand for the currency should avoid the currency from reaching 
the 50Rs/$ mark.  

 

5.3. Sensex 

 

 
 

Figure 18. Forecasted BSE Sensex 
 

We forecast the BSE Sensex to cross the 20,000 level by January 2011. This increase will be a 
result of positive macroeconomic outlooks, persistent FII inflows, and healthy corporate profits. These 
factors should also create an optimistic market sentiment and further the ongoing trend.  

Many institutions and analysts have recently raised India’s growth forecast for 2010. 
International Monetary Fund raised its forecast to 9.5% from 8.8% in July this year. The Prime 
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Minister of the nation, Manmohan Singh has also recently stated that the country's economy should 
grow by 8.5% for the financial year ending March 31, 2011. The prime reason cited by institutions and 
analysts for their optimistic projections has been favourable financial conditions in the Indian market. 
These forecasts are due to have a ripple effect on institutional investors and the stock market. 

Furthermore, strong buying by foreign funds has further boosted market sentiments. FIIs had 
made 80% or $59.66 billion of the total net investments, in last seven years since 2003. The Bombay 
Stock Exchange (BSE), Sensex has appreciated over 400% over the course of the same period. 
Furthermore, FIIs have accounted almost 14% market share of the total market capitalization of the 
BSE. They equity shares are valued at Rs 822,497 crore in more than 1,000 Indian companies. Over 
the next few fiscal years, we project these investments to further increase and affect the BSE in a 
similar vein to that it has had since 2003. 

Corporate profits released in quarter 1 and 2 this year have sustained the positive outlook and 
direction of the market. Bloomberg has projected 72% of India’s companies to yield increased profits. 
These profits and outlooks have not only assisted other sectors, including, real estate in recovering 
from the downturn, but also attracted companies such as Volkswagen and Ford to setup operations in 
India. 

 

5.4. Investments 

 

 
 

Figure 19. Forecasted Total Portfolio Investments 
 

India and other emerging markets were relative to developed countries in Europe, such as 
Portugal, Greece and Spain less affected by the US credit crisis and were quick to recover from the 
aftermath of the recession. These economies as a result, have seen significant fund inflows. In March 
this year, data released by SEBI showed that FII inflows in equity markets in India at $75.12 billion. 
This shows strong economic fundamentals of the country, as well as confidence of the foreign 
investors in the growth and stability of the Indian market. We forecast investments to continue to 
increase in the coming fiscal years to 165,778.86 crore rupees in 2012-13. 
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5.5. Fiscal Deficit 

 

 
 

Figure 20. Forecasted Fiscal Deficit 

 

Our results forecast fiscal deficit to increase to 13.5% by 2011-12. The increase will be a result 
of increased government spending towards infrastructure facilities and government initiatives to 
stimulate demand after the recession. In 2012-13, fiscal deficit as a percent of GDP is forecasted to 
decline from 13.5% to 12.8%.  

In the first ten months of this fiscal year, India's fiscal deficit soared by 34 per cent to Rs 3.5 
lakh crore against Rs 2.62 lakh crore a year ago, mainly on account of the stimulus measures taken by 
the government to revive the economy. These measures have included massive spending programs and 
easing duties in three stages from December 2008. An increase is the coming fiscal year is also in line 
with the Government’s budget planning as the fiscal deficit for the current fiscal is pegged at 6.9 
percent, 0.1 percent higher than last year. A further increase in deficit over the next few years will be a 
result of an increase in spending on higher wages and unemployment benefits as well as a large 
increase in the government's interest burden. 
 

4. Conclusion 

Given this background, in our view, with the economy returning to normal conditions, 
government would lift most of the sops provided to various sectors to stimulate demand and 
expenditure. Any big rebound expected in the overall GDP could be dampened by the high rates of 
inflation persisting today. But still with the confidence in the developing economies reviving after a 
period of global recession, foreign investments in the country are set to rise and thus we could see 
rising levels of industrial production in the coming couple of years. The main elements that would 
support the growth in industrial production include the prospect of a rebound in investment activity, 
increased thrust of the government on infrastructure projects and the renewed growth of exports. We 
expect consumption demand to be the major contributor to GDP growth in the coming fiscal, which in 
turn will augment investment demand. The impetus to consumption demand will come from healthy 
growth in income levels as job creation gathers pace. 

Adding all this up together, though the country has bounced back at a quick pace, it should still 
take a couple of years to become steady on its path of sustained growth. 
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