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Highlights during quarter ended June 2010 
 Inflows via Foreign Institutional Investors (FIIs) 

decline in Q1FY10-11 on account of equity outflow 

while inflows via Foreign Direct Investment (FDI) 

remain buoyant (till March 2010). 

 Inflows via External Commercial Borrowings (ECBs) 

and Foreign Currency Convertible Bonds (FCCBs) 

pick up on the back of large mobilisations by telecom 

and aviation companies.  

 Economic growth shows signs of recovery, albeit 

uneven; inflationary pressures remain a key concern. 

 Reserve Bank of India (RBI) continues to hike rates 

to curb inflationary pressures. 

 Repo and Reverse Repo rates hiked by 25 basis 

points each twice in  the current fiscal year till date 

(in April and July 2010) to 5.50% and 4.00% 

respectively.  

 Cash Reserve Ratio (CRR) hiked by 25 basis points 

in April 2010 to 6%. 

 Deposit growth moderates in Q1FY10-11 as Banks 

look at deploying available surplus funds and do not 

chase deposits. 

 Credit off-take sharply higher in Q1FY10-11 as 

compared to the same quarter in previous fiscal 

years on the back of corporate demand. 

 Excess SLR investments decline in last three months 

with pickup in credit off-take, but remain comfortable.  

 Bond issuances remain buoyant with financial 

services entities being the main issuers during the 

period.  

 Corporate bond spreads remain volatile for most part 

of Q1, 2010-11 but ease off towards the end of the 

quarter. 
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FII and FDI inflows remain strong in FY 2009-10; some drop in Q1 of current 

year 
The net FII flows into India declined in the quarter ended June 2010 as compared to the previous 

quarter and also as compared with the corresponding quarter last year. This decline was largely on 

account of the large equity outflows by the FIIs in May 2010 notwithstanding continued debt inflows 

during the same period. According to data released by the Securities and Exchange Board of India 

(SEBI), net FII inflows (debt and equity combined) during the quarter ended June 30, 2010 stood at 

US$ 3.70 billion (around Rs. 167 billion) with a considerable contribution from the debt inflows. 

Anecdotal evidence suggests that the debt investments made by FIIs have largely been in better 

rated short term debt papers driven by attractive yields. 

 

 

FDI flows into India remained robust in FY2009-

10, although lower than the magnitude of the 

same in the previous fiscal year. While in dollar 

terms, the volume is lower than that in the 

previous fiscal, in rupee terms, the FDI flows 

were marginally higher in FY2009-10, aided by 

the depreciation of the Indian rupee during FY 

2009-10 relative to the previous fiscal year.  

 

 

 

 

However ECB and FCCB inflows increase in current year till date 
Based on the data available till May 2010, the cumulative inflows by way of ECB and FCCB were 

higher than that reported in the previous two 

years.   

 

Some of the large issuances of ECB/FCCB 

during the period March to May 2010 include 

Vodafone Essar group (US$ 1.48 billion), 

National Aviation Company of India Limited 

(US$1.23 billion), Reliance Industries (US$ 800 

million), Aircel Limited (US$ 600 million), 

Reliance Infratel Limited (US$ 300 million), PFC 

(US$ 300 million), Shipping Corporation of India 

(US$260 million) and EXIM Bank (US$ 200 

million).   

 

Going forward, with the global risk appetite increasing, we expect more inflows through ECBs and 

FCCBs in the next few quarters. Also in the short term, the telecom sector could continue remain a 

Source: RBI 

Source: RBI 

Source: SEBI 
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significant mobiliser of such funds, as the successful bidders in the 3G spectrum and broadband 

auctions held in June 2010 tie up long term funds at attractive rates.   

 

Recent trends indicate a strengthening of the momentum of economic growth  

The pace of Indian economic growth displayed an improvement in 2009-10: Gross Domestic Product 

(GDP) at factor cost expanded by 7.4% during the year, higher than the 6.7% growth witnessed in 

2008-09, supported by sustained domestic consumer demand, a recovery of exports in the second 

half of the year, a revival in the pace of investment growth and restocking of inventories. In particular, 

the rate of growth of manufacturing and services excluding Community, Social & Personal Services 

(CSPS) displayed a sequential improvement over the last few quarters. Although the acceleration in 

manufacturing growth partly reflects a favourable base effect, following the sharp deceleration in 

manufacturing growth in the second half (H2) of 2008-09, the sector logged an encouraging double-

digit growth rate in 2009-10.  

The pace of Indian economic growth in 2009-10 was dampened to some extent by the unfavourable 

growth performance of agriculture & allied activities, following delayed and deficient monsoon rainfall 

in 2009 and sluggish international business environment. Growth of CSPS, which reflects 

Government spending, declined sharply led by an 

unfavourable base effect: Government spending had 

increased in 2008-09 on account of a number of 

factors including the revision of scales and payment 

of the first instalment of arrears related to the Sixth 

Central Pay Commission. Despite the release of the 

second instalment of arrears during 2009-10 as well 

as a phased rollout of Pay Commission related 

benefits to State Government employees, the pace 

of growth of the CSPS sub-sector slowed to 5.6% in 

2009-10 from 13.9% in 2008-09.  

In terms of the components of expenditure, growth of both private and government consumption 
expenditure eased in 2009-10, with the latter reflecting the aforementioned trend in Government 
spending indicated by CSPS. Although the contribution of private consumption expenditure to GDP 
growth declined relative to 2008-09, it remained the largest contributor to growth during 2009-10, 
reflecting sustained domestic consumption demand. In addition, there was a marked revival in the 
level of monthly exports in the second half of 2009-10, following improved economic prospects for 
Indiaôs major trading partners. With robust growth in the second half (H2) of the fiscal year, growth of 
gross fixed capital formation (GFCF) improved considerably to 7.2% in 2009-10 from 4% in 2008-09, 
which is likely to reflect both infrastructure spending by the Central and State Governments as well as 
a nascent revival in private investment sentiment. Growth also benefitted from some restocking of 
inventories in 2009-10, following a sharp draw down of the same in the 2008-09.  

Quarterly GDP data indicates that service 

sector growth excluding CSPS broadly 

strengthened over the course of 2009-10. 

Quarterly GDP data and monthly Index of 

Industrial Production (IIP) data indicate a 

sharp improvement in manufacturing growth 

over the course of 2009-10, albeit partly led 

by a favourable base effect. IIP growth 

decelerated, albeit to a healthy 11.5% in 

May 2010 and is expected to moderate 

further in coming months as the favourable 

base effect wears off.  Disaggregated IIP data provides a disconcerting trend: manufacturing growth 

remains concentrated in a few sectors, emphasising that the economic revival is somewhat uneven. 

 

Table 1: Growth of GDP & its components 

(constant 2004-05 prices) 

  2008-09 2009-10 

GDP at factor cost 6.7% 7.4% 

Agriculture & Allied 1.6% 0.2% 

Industry 3.9% 9.3% 

  - Manufacturing 3.2% 10.8% 

Services 9.8% 8.5% 

  - CSPS 13.9% 5.6% 

  - Services excl. CSPS 8.5% 9.4% 

Source: Central Statistical Organisation (CSO) 

Table 2: Quarterly Growth of GDP & its components in 

2009-10 (constant 2004-05 prices) 

  Q1 Q2 Q3 Q4 

GDP 6.0% 8.6% 6.5% 8.6% 

Agriculture & Allied 1.9% 0.9% -1.8% 0.7% 

Industry 4.6% 7.8% 11.1% 13.3% 

  - Manufacturing 3.8% 9.1% 13.8% 16.3% 

Services 7.9% 10.7% 7.2% 8.4% 

  -CSPS 7.6% 14.0% 0.8% 1.6% 

  -Services excl. CSPS 8.0% 9.7% 9.3% 10.6% 

Source: CSO  
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Pace of economic growth likely to improve to around 8.5% in 2010-11  

Healthy domestic economic fundamentals suggest that the pace of economic growth is likely to 

strengthen further in 2010-11. We expect economic growth to improve to around 8.5% in year-on-year 

(y-o-y) terms in 2010-11. The primary drivers of growth in 2010-11 are expected to be sustained 

consumer spending, although its pace of growth of is likely to moderate; enhanced infrastructure 

spending; and a pick up of private investment over the course of the year. Agricultural output is 

expected to display higher growth relative to 2009-10, on the assumption of favourable magnitude 

and distribution of monsoon rainfall. The services sector is expected to display sustained growth over 

the course of the fiscal year. The pace of industrial growth is expected to be healthy, with some 

moderation over the coming quarters reflecting the base effect, leading to a sequential moderation of 

the overall economic growth momentum.  

 

 Source: CSO, ICRAôs Estimates 

The growth momentum in the ongoing fiscal year may be dampened on account of certain factors 

which are enumerated below. Nevertheless, the economic recovery is likely to remain robust in 2010-

11 and the pace of growth is likely to display a considerable improvement relative to 2009-10.  

Moderation of Consumer Demand: The strength of consumer demand may moderate as the boost 

from the Pay Commission related benefits for Government employees fades out, particularly as the 

continued high inflation diminishes disposable incomes. Modifications in the income tax slabs for 

individuals introduced during the Union Budget for 2010-11 would enhance disposable incomes, while 

the 2% increase in excise rates may affect demand for price-sensitive manufactured products. 

Additionally, the transmission of monetary tightening to higher interest rates may deter consumer 

spending to a certain extent. 

Rising Interest Rates and Liquidity Concerns: The RBI is expected to undertake further monetary 

tightening in an effort to tackle the high inflation prevalent in the economy and also to normalise policy 

rates given the economic recovery in recent quarters. The impact of the transmission of higher policy 

rates into interest rates may be exacerbated by the migration to the new Base Rate linked interest 

rate regime for some borrowers. Higher cost of funds may dampen investment sentiment and 

constrain the pace of capacity expansion going forward. The prevalent liquidity pressures, owing to 

the outflow of funds from the Banking system on account of the 3G spectrum and broadband auctions 

and the advance tax payments are expected to be transient. Although higher than expected revenues 

from the telecom auctions have afforded a cushion to the Central Government, nevertheless around 

two-thirds of its announced borrowing programme is yet to be completed. Sources of funds other than 

Bank credit, such as ECBs, FCCBs and qualified institutional placements are likely to remain critical to 

meet the funding requirements of Corporate India.   

Global Economic Outlook and Sustainability of Exports: A smaller proportion of exports as 

compared to several South Asian countries partially insulates the Indian economy from global growth 

dynamics. Nevertheless, the revival in Indian exports over the past few months has buoyed economic 

growth. The level of monthly exports rose to $20 billion in March 2010, before declining in month-on-

month (m-o-m) terms to $16.9 billion and $16.1 billion respectively in April and May 2010. Concerns 

remain regarding the outlook for Indian exports in the near term. Global economic prospects remain 

somewhat uncertain given the pressing need for reducing Government deficits in a number of 
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industrial countries, exacerbated by concerns regarding sovereign debt of several European 

countries. Expenditure cutbacks as part of a fiscal consolidation strategy and withdrawal of monetary 

stimulus measures may dampen growth impulses, which would have an impact on the demand for 

Indian exports. In addition, the exchange rates of the Indian rupee relative to the currencies of some 

of Indiaôs major trading partners have experienced considerable volatility since the beginning of the 

calendar year, which may affect the level of orders being placed for Indian exports. Although the 

Chinese Government has recently indicated its willingness to allow the yuan to appreciate relative to 

the US dollar, there is a lack of clarity regarding the timeline for a substantial revaluation of the said 

exchange rate, as a result of which concerns remain regarding the relative competitiveness of Indian 

exports. 

 

Rising Core and Fuel inflation suggest the likelihood of further monetary 

tightening  

Despite policy tightening by the RBI in recent months, the benchmark WPI inflation rate worsened in 

May 2010 to 10.2%. As opposed to the prevailing situation during most months of 2009-10, when food 

inflation reflecting supply side pressures dominated overall inflation, two-thirds of WPI inflation was 

accounted for by non food items in May 2010, which was taken by the RBI as a signal of 

generalisation of inflation and evidence of the emergence of demand side factors, prompting a mid-

cycle policy tightening in July 2010.  

Weekly data indicates that food inflation declined sharply from 16.9% for the week ended 12
th
 June 

2010 to 12.9% and 12.6% for the subsequent two weeks following a favourable base effect. However, 

the index continues to broadly display an increasing trend in week-on-week (w-o-w) terms, suggesting 

that prices are yet to cool. Cues from the progress of monsoon rainfall will critically impact food prices 

over the coming few months. Although a considerable reduction in the rate of y-o-y food inflation is 

anticipated in the coming two months in line with the base effect, food inflation expected to remain in 

excess of 6.5% through the remainder of the first half (H1) of the current fiscal year.  

  

Source: Office of the Economic Advisor, Ministry of Commerce and Industry, Government of India  

On balance, the benchmark WPI inflation is expected to decline in coming months, nevertheless 

remaining in excess of 8.5% in H1, 2010-11, which may be higher than RBIôs comfort zone. Inflation 

related to non food manufactured products is expected to remain firm going forward as demand side 

pressures strengthen, which is a cause for concern. The recent increase in prices of petrol, diesel and 

liquefied petroleum gas will impart upward pressure on inflation in the near term, whereas a rise in 

crude oil prices would create inflationary pressures in a scenario of deregulated prices, through both 

the first order and second order effects. With growth impulses broadly expected to remain firm in the 

medium term, the RBI is likely to continue to take measured steps towards tightening policy rates, in 

order to contain inflationary expectations and demand-side inflationary pressures.  
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RBI continues with monetary tightening: CRR hiked by 25 basis point, Repo 

and Reverse Repo hiked by 50 basis points each (in two tranches) 
Since January 2010, the RBI has taken steps by gradually increasing the benchmark rates as a 

measure to tame inflation and suck out excess liquidity from the markets. Previously, the RBI 

withdrew all the special refinance facilities that were introduced in the second half of FY2008-09 as 

part of the stimulus package to counter the 

global economic downturn. The RBI hiked the 

Cash Reserve Ratio (CRR) by 25 bps to 6.00% 

with effect from April 24, 2010, thereby removing 

excess liquidity of about Rs. 125 billion from the 

system. In addition, the RBI also raised the 

Repo and Reverse Repo rates by 25 basis 

points each to 5.25% and 3.75% respectively in 

the April credit policy. While growth impulses 

seem robust, the inflation indicated by the 

wholesale price index (WPI) remained in double-

digits, at 10.2% in May 2010 despite the 

monetary tightening undertaken by the RBI in 

the last few quarters. Taking into account the 

prevailing macroeconomic conditions, the RBI once again raised the Repo and the Reverse Repo 

rates by 25 bps each on July 2, 2010. We believe that these actions reiterate RBIôs stance on curbing 

inflation.  

 

Though we had expected a hike in the CRR as well (before the monetary review in July 2010), we 

presume that the tightness in the liquidity position in June 2010 on account of the outflow for 3G 

spectrum and broadband auctions coupled with Banks implementing Base Rate linked interest rates 

from July 1, 2010, have weighed on the RBIôs decision not to hike the CRR rate. While the inflationary 

pressures are likely to taper somewhat going forward, any reversal from the expected trend or 

sluggishness in the pace of correction would lead to sharper tightening by the RBI.  

 

While a section of market participants expect the RBI to hike rates further during the July policy 

review, we believe that the RBI may now wait for some more time before taking any fresh action 

considering that IIP growth for May 2010 was lower than expected and  improved monsoon prospects 

may address some of the concerns related to inflation. Additionally, the RBI may want to observe the 

impact of the withdrawal of the additional liquidity support provided to Banks till mid July 2010 for 

availing additional support under the LAF window for 0.50% of their NDTL as a temporary measure in 

light of the 3G spectrum auctions, before taking any further monetary action. We expect RBI to hike 

the benchmark rates by 25-50 basis points before the October credit policy, but cannot entirely rule 

out a rate related action by the RBI in the July policy review itself. 

 

Deposits grow at a slower pace in the current year 
The deposit base of the Indian banking system grew by 13.90% on a y-o-y basis and stood at Rs. 

45.17 trillion as on June 18, 2010 (0.70% growth over March 26, 2010). In absolute terms, the size of 

the deposit base increased by around Rs. 310 

billion since March 26, 2010 on the back of a rise 

in the term deposit base, though the low-cost 

CASA base has reported a decline. We believe 

that the decline in CASA could be on account of 

Corporates withdrawing their surplus Bank funds 

to partly meet their capex or working capital 

requirements. Also we believe that given the 

excess liquidity, the banking system did not push 

the mobilisation of deposits in the first quarter. 

Given the large volume of undisbursed sanctions, 

which is expected to drain any excess liquidity 

over the coming months, we expect Banks to 

Source: RBI 

Source: RBI 
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increase their steps to ensure a healthy deposit growth. Consequently, we maintain our earlier 

estimates of a 17-19% growth in deposit base of the banking system during FY10-11 as we expect 

investors to continue with their preference for relatively ñsafeò Bank deposits, aided by higher rates on 

Bank deposits going forward, as more Banks raise deposit rates over the course of the year.  

 

Credit off-take begins on a strong note in FY10-11 
After the last three years of muted credit growth in the first quarter of the financial year, credit off-take 

has been robust in the current year till June 18, 2010. The total non-food credit extended by the 

Indian banking system grew by 20.22% year on year basis and stood at Rs. 32.57 trillion as on June 

18, 2010 (2.05% growth over March 26, 2010 

levels). Anecdotal evidence suggests that the 

credit growth has been largely driven by lending 

to infrastructure segment and corporate working 

capital requirements. ICRA maintains its 

expectations of an 18-20% credit growth during 

FY10-11 on the back of a large undisbursed 

pipeline of sanctions and an improving macro 

economic scenario. However, in the short term 

with most banks indicating Base Rate in the 

range of 6.75%-8.75%, we believe that better 

rated Corporates may partly move to alternate 

sources such as commercial paper and short 

term debentures for their working capital requirements, which may restrict the systemic growth in 

credit. The very sharp growth reported during the last quarter of FY2009-10 could also put some 

pressure on the overall credit growth for the current year.  

 

Credit to deposit ratio increases in the last few months as banks pare part of 

the excess SLR investments  
With a rise in credit off-take since the last quarter of FY09-10, the Credit to Deposit (CD) ratio of the 

banking system improved to over 73% as on June 18, 2010 from 72% as on March 26, 2010 and from 

under 70% in early December 2009. The excess SLR, estimated at nearly Rs. 3 trillion as on end 

March 2010 declined to around Rs. 2.3 trillion as on June 18, 2010, as banks pared their investments 

to meet credit growth and also to manage their liquidity needs.  

 

We believe that the CD ratio for the system is likely to remain at around 75% for the current year. 

 

 

Source: RBI 

Source: RBI 
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Corporate debt issuances remain strong driven by borrowings programmes of 

financial services entities  
The corporate bond issuance remained strong in the quarter ended March 2010 with a number of 

issues from banks and other financial services entities. While the issuances by banks were to further 

improve on the regulatory capital adequacy levels in anticipation of credit growth in the current year, 

the NBFCs have been raising funds as they got attractive rates as compared to bank borrowings. 

ICRA estimates that the bond issuance during the quarter ended June 2010 was around Rs 353 

billion (Rs 305 billion in the similar period last year and Rs 495 billion in the quarter ended March 

2010). Debt issuances by banks and NBFC accounted for over 83% of the total issuance during the 

last three months. 

Capital issues by Banks in the last there months were limited as compared to the corresponding 

period last year on account of strong regulatory capital adequacy numbers for most Banks; in addition 

the Public Sector Banks are expecting to receive further capital infusion from the Government of India.  

 
Some of the large issuers of bonds and debentures during Q1, 2010-11 were ICICI Bank (Rs 25 
billion Lower Tier II bonds), Bank of India (Rs 10 billion Upper Tier II bonds), Central Bank of India (Rs 
10 billion Upper Tier II bonds), NABARD (Rs 15 billion bonds). Among the non-Bank issuers, the large 
issues during the quarter were from Power Finance Corporation (Rs 40 billon), Housing Development 
Finance Corporation (Rs 33 billion), IDFC (Rs 38 bilion), Indian Railway Finance Corporation Ltd (Rs 
40 billion), BPCL (Rs 10 billion), HPCL (rs 10 billion).  
 
One of the main reasons for the increase in bond issuances during the last few months has been the 
increasing appetite for such instruments among mutual funds and insurance companies. However, 
only public sector entities and entities with high credit ratings (LAA and equivalent and above) have 
been able to issue bonds as compared with the others.  
  

Corporate Bond Spreads remain volatile during quarter ended June 2010 
The corporate bond spreads declined in early April 2010 on the back of excess liquidity in the banking 

system and moderate credit off-take in early April. However with RBI raising the benchmark rates in 

April, the spreads widened and remained at elevated levels. However during end-May and early-June 

2010, the spreads eased as the US bond market rallied and also the RBI announced a lower T-Bill 

Source: NSE, BSE, ICRA estimates 

Source: IMACS 


