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India: Ample liquidity to support growth

We forecast FY06/07 GDP growth of 8.5% versus consensus of 7.3%. Our view on
India is more optimistic than the market’'s in large part because we do not see the
constraints on growth many in the market fear.

The main risks to our bullish FY06/07 GDP growth forecast are rising interest
rates and inflation. On external liquidity, we judge India’s current account deficit to be
sustainable and may have a limited constraint on growth. Although domestic liquidity
conditions are tightening, we believe that fiscal and monetary policy tools on the part of
the state governments and central bank are available to inject liquidity into the financial
markets in the next six to 12 months.

Banks may raise monthly payments for housing loans. This may pose limited
downside risks to consumer spending. We believe nominal wage growth may
accelerate to around 14% in FY06/07 versus 12% in FY05/06 and may offset some of
the pressures on consumer spending from rising interest rates and inflation. Until
recently, with interest rates on floating housing loans tracking higher, banks could
extend the tenure of housing loans and keep the monthly payments constant. However,
for some individuals their monthly payments for housing loans may rise since the tenure
of the loan could exceed their working life.

However, we see the downside risks from rising mortgage interest rates to the
property market and GDP growth as low. Housing penetration rates are probably
below 10%, the affordability ratio is still fairly stable, and the mortgage to GDP ratio is
fairly low at 3%.

The impact of inflation on consumer spending is mixed, according to a recent
survey. An Economic Times survey of consumers in major cities such as Delhi,
Mumbai, Bangalore, Chennai, and Kolkata indicated that the evidence was mixed on
how rising prices could affect future consumer spending. In Bangalore and Delhi,
respondents seemed relatively less affected by rising inflation, while in Kolkata and
Chennai consumers felt the pressures from inflation on spending much more.
Consumers in Mumbai seemed to have mixed opinions. The results of the survey also
indicated that fuel prices may have been the key catalyst behind rising inflation.

On investment growth, we remain positive. Recent data points on Industrial
production indicate strong growth in the basic, consumer, and intermediate goods
sectors. Capital goods IP growth peaked in September 2005 on a year-on-year basis,
mainly due to domestic capacity utilization rates being over 85% and limiting the ability
of firms to supply capital goods. We expect capacity ramp-ups to kick-in in H2 2006 and
induce a recovery in capital goods IP growth. Early 2006 tightening of liquidity conditions
may induce a moderate pick up in the prime lending rate (PLR) by 50bps to 11.5%. We
doubt that the pick-up in the PLR will induce a negative impact on investment growth
since firms may be able to pass on the rising costs of production to end-users. The PLR
bottomed at 10.5% in April 2006.

Monetary and fiscal policy may work hand-in-hand to stabilize domestic liquidity
conditions. We see limited signs of a credit crunch emerging in the next 6-12 months.
This is despite deposit growth of 21% yoy currently lagging the strong non-food credit
growth of around 33% yoy. Looking forward, we expect the RBI to continue injecting
liquidity through the repo window, the lock in period for five-year time deposits (which
are entitled to tax exemptions) may be reduced to three years, time deposit rates may
rise as the RBI continues to hike the reverse repo rate, and state governments
accelerate the pace of spending on development projects. We also expect further capital
account liberalization by end 2006/early 2007 to help ease liquidity conditions. These
policy adjustments may stabilize domestic liquidity conditions and support robust GDP
growth in FY06/07.
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* We believe state governments’ spending over the next one to three months may

drive incremental deposits in the banking system up by around 5-10%. State
governments have been slow to spend on development projects and have also been
very cautious in order to meet the twelfth finance commission’s fiscal targets. We have
noticed that the central government’s cash surplus with the RBI was at a historical high
of around INR 580bn at end-March 2006 compared to INR 50bn at end-March 2005.
Around 80% of the central government’s cash surplus is actually the state governments’
cash surplus.

Our average FY06/07 WPI inflation forecast is revised to 5.3% versus our previous
forecast of 4.8% and FY05/06 4.5%. We expect WPI inflation to remain in the 5-5.5%
yoy range in the next two to four months. June inflation is running at around 5.3% yoy
compared to the 4% average posted in the January-May 2006 period and 4.8% in 2005.
The pick-up in inflation has been partly due to an acceleration of the food sub-component of
the WPI. Food grain stocks being at multi-year lows, higher transport costs, and hoarding by
food distributors may have been the reasons behind the rise in the food sub-component of
the WPI. We expect these trends in food prices to continue in the next few months. A 9.2%
hike in petrol prices and a 6.6% hike in diesel prices were implemented on 5 June. The
pass-through from higher petrol prices to the manufacturing, transport, and food sectors may
continue over the next four months. On 22 June, the government allowed firms to import
wheat, pulses and sugar under easier terms to help bring down the continuous rise in
food prices since H2 2005.

We are revising our end-FY06/07 reverse repo rate forecast to 6.75% from 6.25%.
The focus of monetary policy in H2 2006 may be to stabilize USD/INR in order to temper
imported inflationary pressures. In our view, the pickup in WPI inflation raises the
probability of a 50bps hike by the RBI of the reverse repo rate to 6.25% at the 25 July
Economic Policy Review meeting. Recent statements by the Ministry of Finance (MoF)
and the Reserve Bank of India (RBI) have been hawkish.

We are revising our FY06/07 current account deficit forecast to 2% of GDP from
3.4% of GDP. Strong manufacturing and software growth, remittances inflows, and an
abatement of outflows of investment income are the key factors behind our forecast
change for the FY06/07 current account deficit. We expect the quarterly current account
deficit to remain stable in the $3.5-4.5 bn range over the next 12 months.

The Q4 FY05/06 current account balance and capital flows readings were
encouraging. The current account balance came in at an unexpected surplus of $1.8 bn
versus the previous quarter’'s revised deficit of $3.8 bn. Q2 and Q3 FY05/06 current
account deficits were revised down significantly. The FY05/06 current account deficit
rose to $10.6 bn (1.5% of GDP) from $5.4 bn (0.9% of GDP) in FY04/05. On the capital
account, net FDI inflows jumped to $2.0 bn in Q4 FY05/06 from $1.4 bn in Q3 FY05/06.
The overall balance of payments (BoP) position improved to a large surplus of $13.2 bn
in Q4 FY05/06 from a $4.7 bn deficit in the previous quarter. With the BoP showing
incremental improvement and the RBI continuing to raise interest rates, USD/INR may
fall to 44.5 by end-FY06/07.

On the fiscal front, we expect a one notch foreign currency sovereign rating
upgrade by S&P as early as Q4 2006. Strong GDP growth, continued fiscal
consolidation, stable external liquidity conditions, and accelerating FDI may be the key
drivers behind the foreign currency sovereign upgrade.
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Exhibit 256: Rising interest rates
may be offset by strong income
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Exhibit 257: Investment spending

outlook still positive
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Exhibit 258: Multi-year low food
grain stocks ...

Source: CEIC, Credit Suisse

Exhibit 259: ... may be partially
pushing inflation up
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Exhibit 260: Recovery in deposit

Source: CEIC, Credit Suisse

Exhibit 261: ... increased

growth and ... government spending may stabilize
liquidity
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Fiscal improvement may
fuel a one notch rating
upgrade in Q4 2006.

An unexpected current
account surplus in Q1
2006.

Positive USD/INR outlook.
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Exhibit 262: Continued fiscal consolidation
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Exhibit 263: Balance of payments ... Exhibit 264: ... stabilizing ...
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Exhibit 265: ... which implies USD/INR may track lower to 44.5 by end-FY06/07
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(Fiscal year beginning April) 1999 2000 2001 2002 2003 2004 2005 2006F 2007F
Population, national accounts and unemployment
Population (mn) 1,0150 1,033.0 1,051.0 1,068.0 1,086.0 1,0970 1,116.7 1,1368 1,153.9
Nominal GDP ($bn) 4066 4166 4364 4659 5484 6300 6972 800.6 948.0
GDP per capita ($) 4075 409.0 4185 4364 509.7 5742 6243 7042 8216
Real GDP growth (%) 6.1 4.0 5.3 3.6 8.3 85 8.4 8.5 85
Growth in private consumption (%) 6.0 2.8 58 1.6 7.8 6.5 71 75 7.7
Growth in government consumption spending (%) 13.2 0.3 17 0.6 2.4 9.2 4.0 45 43
Growth in fixed investment spending (% of GDP) 9.3 0.0 5.0 9.9 11.3 6.5 10.0 9.5 9.8
Fixed investment (% of GDP) 23.3 224 224 23.7 244 239 244 24.6 249
Prices, interest rates and exchange rates
WPI inflation (%, Fiscal year - March over March) 6.5 55 16 6.5 46 5.1 4.3 5.5 5.1
WPI inflation (% change in average index for the year) 3.3 71 3.6 34 55 6.5 45 5.3 5.4
Exchange rate (INR per USD, end-year) 4359 4662 4874 4764 4502 4369 4500 4450  42.00
Exchange rate (INR per USD, average) 4333 4568 4769 4840 4595 4493 4570 4500 43.00
REER (% change, March over March) 3.2 0.6 14 438 0.9 0.7 na na na
Nominal wage growth (% year-on-year) ® 1M1 125 98 113 164 188 118 140 na
Reverse repo rate (end-year, %)® na 700 600 500 450 475 550 675 7.25
Fiscal data®
General government budget balance (% of GDP) 111 -10.9 112 -10.9 938 8.8 8.0 7.0 6.4
General government primary fiscal balance (% of GDP) 35 3.0 3.1 27 -1.6 1.2 -1.0 0.7 05
General government expenditure (% of GDP) 227 234 23.0 243 26.4 26.7 249 23.0 212
General government revenue (% of GDP) 46.9 17.1 17.4 18.3 18.7 17.9 16.1 15.7 15.8
Gross general government debt (Rs bn, end-year) 11,628 13,397 15778 18,039 20,410 23210 25904 29,235 32,848
Gross general government debt (% of GDP, end-year) 66.0 70.4 75.8 80.0 81.0 82.0 81.3 81.0 80.0
Financial sector and credit
Domestic credit to the private sector (% of GDP) 395 422 432 468 46.6 50.7 na na na
Balance of payments
Exports (goods and services, $bn) 53.3 61.7 61.8 74.5 932 1282 1759 2146 2819
Imports (goods and services, $bn) 67.0 725 70.1 81.6 9.7 1506 217.8 2521 3303
Exports (goods and services, % increase in $ value) 12.1 15.9 0.2 205 25.0 376 373 29.8 314
Imports (goods and services, % increase in $ value) 145 8.1 238 16.4 18.6 55.7 446 29.5 31.0
Exports (goods and services, % of GDP) 131 14.8 14.2 16.0 17.0 20.3 25.2 26.8 29.7
Imports (goods and services, % of GDP) 16.5 174 16.1 175 17.6 23.9 31.2 315 34.8
Net balance of factor income ($bn) -3.6 5.0 472 34 45 -3.8 -5.1 -5.0 5.0
Net transfers ($bn) 126 13.1 15.9 16.8 222 20.8 235 26.5 29.7
Current account balance ($bn) 47 2.7 34 6.3 141 5.4 -10.6 -16.0 -23.7
Current account balance (% of GDP) 1.2 0.6 0.8 14 2.6 -0.9 -1.5 -2.0 25
Net FDI ($bn) 2.1 33 47 32 24 3.2 5.0 6.0 6.4
Scheduled external debt amortization ($bn) na na na na na na na na na
Foreign debt and reserves
Foreign debt ($bn) 983 1013 988 1050 1117 1233 1301 1356 1476
Foreign debt (% of GDP, end-year) 242 243 226 225 204 196 187 169 156
Foreign debt (% of exports of goods and services) 1845 1642 1598 1408 1199 96.2 739 58.3 478
Central bank gross FX reserves ($bn) 38.0 423 54.1 761 1130 1415 1445 1546 1566
Central bank net FX reserves ($bn) 384 430 54.6 727 1004 1289 1319 1420 1440
(1) Real effective exchange rate, increase indicates appreciation. (2) Annual income. (3) Note that RBI changed the policy rate from bank rate to reverse repo rate in 2004. (4) General
government data refer to the sum of center and state government figures.
Source: Reserve Bank of India, CEIC and Credit Suisse
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