Indian IIP Continues to Surprise

Summary 

Industrial production in India registered a healthy growth of 13.6 per cent in April this year, bringing cheer to the captains of Indian industry and a cautious welcome from the finance minister. Economists feel that the high growth trend is likely to continue. While inflation has eased to RBI’s (Reserve Bank of India) target level, there are concerns that overheating in some sectors might lead to a tighter monetary policy. However it seems that this is currently not on the RBI agenda. 
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The Quick Estimates of Index of Industrial Production (IIP) for the month of April 2007 that was released by the Central Statistical Organisation (CSO), Government of India shows that the General Index stands at 255.9, a 13.6% YoY (Year on Year) increase. The estimates also indicated that industrial sector growth during 2006-07 went up by 11.5 percent, the highest since 1995-96. This rise in the IIP was due to a 15.1 percent growth in the manufacturing sector (constitutes 80 percent of the Index), the fastest growth rate in a decade. This augurs well for the Government that has envisaged a 12% growth rate for the manufacturing sector in 11th Plan period beginning this year. Though electricity generation went up by 8.7 per cent against 5.9 per cent last year mining remained a drag on the index, rising only 3.4 per cent, the same as in the corresponding period last year.  

The activity in the industrial sector thus continues to be buoyant. The markets that expected an 11.3 percent rise saw the 13.6 percent growth as a very good surprise. In the past four years, while services sector was the key growth driver, the manufacturing industry was a bit slow to reap the benefits of a buoyant demand scenario. But in the past few years, large-scale capacity additions have ensured that industry is ready to cater to growing domestic and export demand. 

Although the industry is worried that the high levels of investment, (34% of GDP last fiscal) leading to overheating concerns may force the central bank to step in with more interest rate hikes, these worries may be a bit premature. In the past six months RBI had gone on an interest rate hike spree to curb inflation that had risen considerably higher than the targeted 5 –5.5% band. This tight monetary policy of the RBI was also made clear in a meeting that I along with the Bank of England economists had with RBI’s Chief Monetary Policy Advisor, Mr. Michael Patra. He was unequivocal that the Central Bank would go hammer and tongs against inflation as India is a inflation sensitive country and controlling inflation is also a political priority as it makes or breaks governments. He stressed that overheating is a concern for the RBI but the Bank is not likely to interfere in the markets right now but would adopt a wait and watch policy. The Government on its part to cool the overheated sectors (especially, real estate) had recently (on19th May) tightened external commercial borrowing (ECB) rules, making it harder for less creditworthy and smaller local companies to raise funds for integrated township building. 

The Indian Finance minister P Chidambaram described April’s 13.6% growth in industrial production as a good start for the fiscal year 2007-08. However he also noted that the “intention was to restrict demand in those sectors where there are signs of what you call overheating: real estate and housing. I think in these sectors, there is reduction in demand”.  He also indicated that RBI’s steps work with a lag and it might take time to impact intended sectors, “but there is no intention to reduce demand in other sectors.”

Comment

While Industrial Production in April 2007 has generally shown an upward trend and has registered a growth higher than the corresponding period last year, the decline in growth of consumer durable goods, basic goods and capital goods is a slight cause for concern. The tight monetary policy adopted by the RBI to rein in inflation leading to a rise in the interest rates may also be one of the reasons for the slow down in these sectors. 

Economists however feel that the real shock of interest rates is yet to be seen and indicated that high interest rates and the build up in the power deficit is likely to hurt the industry badly in the medium to long run. Others were more optimistic and as Mahesh Purohit, director, Foundation for Public Economics & Policy Research, that the impressive IIP growth trend would continue for sometime as the global demand grows along with an upturn in the commodity cycles.

This high growth rate again should not lead to any knee jerk reaction from the RBI and a hike in interest rates. In a developed economy where everything is growing at full potential, capacity expansion is the only way out. This is likely to lead to demand push inflation but only in the short term. Inflation was due to supply shocks and the tight monetary policy and disciplined fiscal measures saw inflation being reined in. 

D. J. Rao

Economic Advisor

British High Commission

New Delhi

� EMBED Excel.Sheet.8  ���








[image: image2.wmf]0

2

4

6

8

10

12

14

16

Mining

Electricity

Mfg'ing

Overall

%

Apr-06

Apr-07

2006-07

_1244551262.xls
Chart1

		Mining		Mining		Mining

		Electricity		Electricity		Electricity

		Mfg'ing		Mfg'ing		Mfg'ing

		Overall		Overall		Overall



Apr-06

Apr-07

2006-07

%

3.4

3.4

5.3

8.7

5.9

12.5

15.1

11

7.2

13.6

9.9

11.5



Sheet1

				Apr-06		Apr-07		2006-07

		Mining		3.4		3.4		5.3

		Electricity		8.7		5.9		12.5

		Mfg'ing		15.1		11		7.2

		Overall		13.6		9.9		11.5





Sheet1

		



&A

Page &P

Apr-06

Apr-07

2006-07

%




