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STATE OF THE ECONOMY:
GETTING BACK INTO THE O1
FAST LANE

The global economy exhibited steady yet uneven growth across regions in 2024.
A notable trend was the slowdown in global manufacturing, especially in Europe
and parts of Asia, due to supply chain disruptions and weak external demand.
In contrast, the services sector performed better, supporting growth in many
economies. Inflationary pressures eased in most economies. However, services
inflation has remained persistent. Although commodity prices have stabilised,
the risk of synchronised price increases persists. With growth varying across
economies and last-mile disinflation proving sticky, central banks may chart
varying paths of monetary easing. This will lead to uncertainty over future
policy rates and inflation trajectories. This apart, geopolitical tensions, ongoing
conflicts, and trade policy risks continue to pose significant challenges to global
economic stability.

In this global context, India displayed steady economic growth. As per the
first advance estimates of national accounts, India’s real GDP is estimated to
grow by 6.4 per cent in FY25. Growth in the first half of FY25 was supported by
agriculture and services, with rural demand improving on the back of record
Kharif production and favourable agricultural conditions. The manufacturing
sector faced pressures due to weak global demand and domestic seasonal
conditions. Private consumption remained stable, reflecting steady domestic
demand. Fiscal discipline and strong external balance supported by a services
trade surplus and healthy remittance growth contributed to macroeconomic
stability. Together, these factors provided a solid foundation for sustained
growth amid external uncertainties.

Looking ahead, India’s economic prospects for FY26 are balanced. Headwinds
to growth include elevated geopolitical and trade uncertainties and possible
commodity price shocks. Domestically, the translation of order books of
private capital goods sector into sustained investment pick-up, improvements
in consumer confidence, and corporate wage pick-up will be key to promoting
growth. Rural demand backed by a rebound in agricultural production, an
anticipated easing of food inflation and a stable macro-economic environment
provide an upside to near-term growth. Overall, India will need to improve
its global competitiveness through grassroots-level structural reforms and
deregulation to reinforce its medium-term growth potential. 1
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INTRODUCTION

1.1 Global economic conditions are shaped by changing growth dynamics, fluctuating
commodity prices, and evolving monetary policies, which influence domestic inflation,
trade balances, and capital flows. At present, this interconnectedness is complicated by
unusual levels of geopolitical tensions, supply chain disruptions, and climate-related
shocks. Against this background, this chapter is organised broadly into four sections.
The first section outlines the global economic scenario comprehensively, highlighting
growth and inflation trends, policy stances, and key emerging risks and uncertainties.
The second section focuses on the domestic macroeconomic situation, examining
developments from the demand and supply sides. The third section delves into the
emerging trends in public finances, inflation, external sector, financial markets and
employment. The concluding section presents the prospects and outlook for growth in
the presence of global headwinds while capitalising on domestic growth drivers.

GLOBAL ECONOMIC SCENARIO

Steady global growth and varied regional dynamics

1.2 Globally, 2024 has been an eventful year. The year witnessed unprecedented
electoral activity on the political front, with more than half of the global population
voting in major elections across countries. Meanwhile, adverse developments like the
Russia-Ukraine conflict and the Israel-Hamas conflict increased regional instability.
These events impacted energy and food security, leading to higher prices and rising
inflation. Cyberattacks also became more frequent and severe, with growing human
and financial consequences due to the increasing digitisation of critical infrastructure.!
Geopolitical tensions, have reshaped global trade. Geopolitical risks and policy
uncertainty, especially around trade policies, have also contributed to increased
volatility in global financial markets.?

1.3 Nonetheless, global economic growth has remained fairly moderate. The global
economy grew by 3.3 per cent in 2023. The International Monetary Fund (IMF) has
projected growth of 3.2 per cent and 3.3 per cent for 2024 and 2025, respectively. Over
the next five years, global growth is expected to average around 3.2 per cent, which is
modest by historical standards. While the overall global outlook remains steady, growth
varies across different regions.

1 S&P Global. (n.d.). Geopolitical risk. S&P Global. https://tinyurl.com/2yrnnmsp.

2 Reserve Bank of India. (2024). Press release: Minutes of the Monetary Policy Committee Meeting, December 4
to 6, 2024. https://www.rbi.org.in/Scripts/BS_PressReleaseDisplay.aspx?prid=59347.
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Chart IL.1: Resilient global growth Chart I.2: Steady growth outlook
trends in 2024 across country groups
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1.4 Despite higher interest rates, advanced economies (AEs) witnessed stable growth
in the first half of 2024. This was on account of moderating inflation and sustained
employment and consumption.? However, the growth outlook differs between the
United States (US) and the Euro Area. Growth in the US is expected to remain strong
at 2.8 per cent in 2024 and may decline slightly in 2025, reflecting a moderation in
consumption and exports.*

1.5 In the Euro area, growth is expected to improve from 0.4 per cent in 2023 to
0.8 per cent in 2024 and further to 1.0 per cent in 2025 on the back of improving services
activity. However, growth outcomes in Europe have been varied. Some countries like
Spain, France, Poland, and the United Kingdom have benefitted from the strength of
their services sector. Meanwhile, manufacturing-intensive countries like Germany and
Austria are being weighed down by weak demand.? Germany’s structural weaknesses,
particularly in manufacturing (Chart 1.3), have been noticeable, contributing to the
slackness in Europe’s manufacturing. Political developments in France and Germany
are also adding to policy uncertainty in Europe’s major economies.

1.6 The divergence of the growth trajectories of Europe and the US can also be seen in
Citi Economic Surprises indices for these countries (Chart I.4). These indices compare
actual data releases with analyst expectations. A value above zero indicates the data

3 Euromonitor International. (2024). Global economic outlook: Q3 2024. Euromonitor International. https://
www.euromonitor.com/article/global-economic-outlook-q3-2024.

4 International Monetary Fund. (2024). Regional economic outlook: Western Hemisphere, October 2024. https://
tinyurl.com/2ep72n66.

5 International Monetary Fund. (2024). Regional economic outlook: Europe, October 2024. https://tinyurl.
com/2s8377X4%.
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Chart 1.3: Structural weakness in the Chart I.4: Citi Economic Surprise
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was stronger than analyst expectations, while a negative value indicates weaker actual
data compared to expectations. Between January 2023 and November 2024, data for
the US economy continued to present more ‘positive’ surprises than the EU, compared
to the analyst estimates.

1.7 Within Asia, Japan's growth was hindered by domestic supply disruptions in the early
part of the year, while China’s growth weakened after the first quarter, affected by sluggish
private consumption and investment, alongside challenges in the real estate sector.®

Services sector growth steady; manufacturing faces challenges

1.8 The global composite Purchasing Managers’ Index (PMI) has stayed in the
expansion zone for the fourteenth month in a row (as of December 2024). The services
sector continues to show strength while manufacturing PMI indicated contraction.”

1.9 In 2024, the global manufacturing PMI started strong, moving into expansion for the
first time since mid-2023 and remained so through the first half of the year. By July 2024,
weaker conditions pushed the PMI back into contraction. Following four months of gradual
declines, the global manufacturing sector stabilised in November with an index value of
50.0, indicating no overall change in operating conditions.® Output growth in consumer
and intermediate goods offset a downturn in investment goods. Increased production was
attributed to stabilising new order intakes and the clearance of backlogs of work.

6 International Monetary Fund. (2024,0ctober 31). Regional economic outlook for Asia and the Pacific. October
2024. https://tinyurl.com/ycka65ub.

7 S&P Global. (2025, January 6). Global growth accelerates as solid service sector expansion offsets manufacturing
weakness. https://tinyurl.com/mr3pkjmh.

8 S & P Global. Global manufacturing PMI highlights. https://tinyurl.com/bddkyr27.
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Chart I.5: Global manufacturing stabilises in November 2024
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1.10 Production trends varied widely across regions in December (Chart 1.6 and 1.7).
Production rose in 13 of the 30 nations for which December PMI data were available.
The Eurozone saw the steepest contractions, led by France, Germany, and Austria.
North America showed mixed results, with Canada’s growth offset by declines in the US
and Mexico. India reported the strongest expansion of output. The outlook for global
manufacturing also remained subdued in December, with business sentiment dipping to

a three-month low.?

Chart L.7: PMI manufacturing in
emerging market economies

Chart I.6: PMI manufacturing in

advanced economies

Canada - US.
U.K. Japan
------ European Union Global
60
N \
\
55 h
3
£
45
40

Apr 2023
Feb 2024
Jul 2024

] ]
2] 2]
=} =}
a o]
g Z
= =

Nov 2022

Dec 2024

Imdex

Brazil = === Mexico
China India
------ Indonesia Emerging Markets

55

50

45

40

Apr 2023
Sep 2023
Feb 2024
Jul 2024
Dec 2024

] N
A A
=] =]
3] 3]
§ E
= Lar]

Nov 2022

Source: Bloomberg

9 S&P Global. (2025, January 2). J.P.Morgan Global Manufacturing PMI: Global manufacturing contracts at end

of 2024. https://tinyurl.com/yn3a2fnm.
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1.11 On the global services front, the global Services PMI Business Activity Index rose
to a four-month high of 53.8 in December. This signals expansion for the twenty-third
consecutive month. Expansion was recorded across business, consumer, and financial
services. Financial services experienced the fastest pace of expansion.

Inflationary pressures ease, but risks of synchronised price pressures
persist

1.12 Inflation rates across economies have trended downward steadily, approaching
central bank target levels. This has been the result of tighter monetary policy regimes
across the globe and supply chains adapting to higher levels of economic uncertainty.
As a consequence, price pressures eased in 2023 due to a reduction in fuel prices. In
2024, it was attributed to a broad-based reduction in goods inflation.

Chart I.8: Inflation in advanced Chart I.9: Inflation in emerging

economies market economies
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1.13 However, disinflation seems to have slowed due to the persistence of services
inflation, while core goods inflation has fallen to negligible levels. The IMF World
Economic Outlook (WEO) October 2024 reasons that this is on account of higher
nominal wage growth as compared to pre-pandemic trends. The report notes that there
are early signs that these pressures are abating, thereby aiding the disinflation process.
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Chart I.10: Global shipping prices have moderated from their peak
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1.14 However, recent disruptions in global shipping have pushed goods prices up. These
events have also pressurised the global supply chains. This is reflected in higher levels
of the Global Supply Chain Pressure Index (GSCPI) in the quarter ending September
2024. Chart I.10 shows that while container freight rates normalised in 2023, they
experienced a significant surge in 2024. This was due to stronger demand, shipping
route disruptions in the Red Sea, and delays at the Panama Canal, all of which have

partially sustained inflationary pressures.'°

1.15 The risk to inflation from increases in commodity prices seems limited in 2025-
2026. After softening in 2024, commodity prices are expected to decline moderately
(Chart I.12). While this easing is a positive sign, the risk of synchronised price increases
remains, especially during periods of global economic stress. Although recent shocks
like geopolitical conflicts and extreme weather have caused price fluctuations, their
impact has largely subsided, leading to more varied commodity prices. However,
escalating tensions continue to pose arisk of synchronised price increases, undermining
the effectiveness of inflation mitigation."

Easing monetary policy stances amidst divergent expectations

1.16 Taking advantage of the steep decline in inflation, major central banks have
implemented a policy pivot to lower policy rates. Given the differentials in the
trajectories of economic activity across countries, the pace of policy rate reduction is
bound to differ. There is also uncertainty regarding the levels of the year-ahead and
terminal policy rates across economies at the end of the current monetary easing cycle.

10 United Nations Conference on Trade and Development (UNCTAD). (2024). Trade and Development Report
2024. (Page 51) https://tinyurl.com/2c7tjrxu.
11 World Bank. (2024). ‘Commodity Price Synchronization: A New Era?” https://tinyurl.com/nks59hcpx.
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Chart I.11: Price movements across Chart I.12: Commodity prices
commodity groups projected to decline
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Chart I.13: Increased uncertainty over the long-term level of Federal

Funds rate
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Source: Bank for International Settlements (BIS), FOMC. Note: Each dot represents an individual FOMC
member's assessment of the federal funds rate five years from the date of assessment.

1.17 In the short term, the US market expectations of the Federal Funds Rate (FFR)
were much lower than the actual FFR level for both 2023 and 2024. Similar uncertainty
may persist over the course of 2025.12 One way to visualise the uncertainty regarding
the FFR over the long term is through the expectations of policymakers about the ‘long-
run’ policy rate. The Federal Open Market Committee (FOMC) presents a dot-plot of
its members’ assessment of the direction of the policy rate over different time horizons.
Chart I.13 presents the dot-plots that represented the FOMC members’ assessments in
December 2021, December 2023, and December 2024. The dot-plots show that while

12 Ashworth, M., & Gilbert, M. (2025, January 2). Politics, economics and markets create a 2025 three-body
problem. Bloomberg. https://tinyurl.com/mppdkbdr.
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the long-run policy rate is likely to be higher, the variance in members’ expectations is
also larger, indicating increased uncertainty over the terminal policy rate.

Chart I.14: Policy rates in advanced Chart I.15: Policy rates in emerging
economies market economies
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1.18 The success in inflation control, the consequent easing of monetary policies, and
expectations of lower borrowing costs began to reflect in the downward trajectory of
sovereign bond yields of advanced economies between April and September 2024.
However, renewed global uncertainty over inflationary pressures and the direction of
monetary policies have pushed bond yields up in October - December 2024. Lower
growth prospects and deflationary pressures have pushed Chinese sovereign bond
yields lower, thereby widening the sovereign yield spread between the world’s two

largest economies.

Chart 1.16: Sovereign bond yields in Chart I.17: Sovereign bond yields in

advanced economies emerging market economies
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Geopolitical uncertainties continue to pose risks to the global
economic outlook

1.19 Geopolitical risks remain elevated (Chart 1.18) due to ongoing conflicts, which
pose significant risks to the global economic outlook. These risks can influence growth,
inflation, financial markets, and supply chains. An intensification of the evolving
conflicts in the Middle East, or the Russia-Ukraine conflict, could lead to market
repricing of sovereign risk in the affected regions and disrupt global energy markets.
The oil market is well-supplied for now. However, any damage to energy infrastructure
could tighten supply, adding uncertainty to the global economic outlook.®

1.20 Tensions in the Middle East have disrupted trade through one of the critical
shipping routes — the Suez Canal. About 15 per cent of global maritime trade volume
normally passes through the Suez Canal. In response, several shipping companies have
diverted their ships around the Cape of Good Hope, which has increased delivery times
by 10 days or more, on average. These disruptions have led to higher freight rates along
major shipping routes, which in turn impact global trade activity.

Chart I1.18: Geopolitical Risk (GPR) Chart 1.19: World Trade Uncertainty
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1.21 Heightened risks are also evidenced by other indices, such as the Geopolitical
Economic Policy Uncertainty index, which remains elevated due to global concerns
about economic policies. Similarly, the World Trade Uncertainty Index has risen,
driven by trade tensions and policy shifts in major economies. Trade policy uncertainty
has increased sharply in recent months, though it has not yet reached the levels seen in
2018-19. The stock of import-restrictive measures within G20 economies continues to

13 OECD. (2024, December). OECD Economic Outlook, Volume 2024 Issue 2. https://tinyurl.com/m6yngwz2.
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grow, now affecting 12.7 per cent of G20 imports—more than three times the coverage of
such measures in 2015. If uncertainty persists and trade-restrictive measures continue
to rise, they could increase costs and prices, deter investment, hinder innovation, and
ultimately reduce global economic growth. In light of these developments, Chapter 5
of the Survey on the Medium-Term Outlook elaborates on the global factors and the
importance of strengthening the levers of domestic growth.

DOMESTIC ECONOMY REMAINS STEADY AMIDST GLOBAL
UNCERTAINTIES

1.22 As per the first advance estimates released by the National Statistical Office,
Ministry of Statistics & Programme Implementation (MoSPI), the real gross
domestic product (GDP) growth for FY25 is estimated to be 6.4 per cent. From the
angle of aggregate demand in the economy, private final consumption expenditure
at constant prices is estimated to grow by 7.3 per cent, driven by a rebound in rural
demand. PFCE as a share of GDP (at current prices) is estimated to increase from
60.3 per cent in FY24 to 61.8 per cent in FY25. This share is the highest since FY03.
Gross fixed capital formation (GFCF) (at constant prices) is estimated to grow by
6.4 per cent.

Chart I.20: Despite global uncertainty, India's growth remains close to
decadal average (at constant prices)
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1.23 On the supply side, real gross value added (GVA) is also estimated to grow by
6.4 per cent. The agriculture sector is expected to rebound to a growth of 3.8 per cent
in FY25. The industrial sector is estimated to grow by 6.2 per cent in FY25. Strong
growth rates in construction activities and electricity, gas, water supply and other utility

1
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services are expected to support industrial expansion. Growth in the services sector is
expected to remain robust at 7.2 per cent, driven by healthy activity in financial, real
estate, professional services, public administration, defence, and other services. The
analysis of growth trends in this chapter, hereinafter, is mostly based on the trends in
the first half (H1) of FY25, on which the information base is more comprehensive.

Resilient recovery

1.24 The COVID-19 pandemic caused widespread disruptions to economies worldwide.
Economic Survey 2023-24' compared the post-pandemic trends until Q4 FY24 with
the pre-pandemic trajectory and concluded that the economy grew briskly enough
to avert any permanent loss of output. This section extends the analysis to Q2 FY25
(ending September 2024) with a sectoral view of the economy.

1.25 The overall picture is encouraging. Aggregate GVA surpassed its pre-pandemic
trend in Q1 FY25, and it now hovers above the trend in the H1 FY25 5. The agriculture
sector remains strong, consistently operating well above trend levels. The industrial
sector has also found its footing above the pre-pandemic trajectory. The robust rate
of growth in the recent years has taken the services sector close to its trend levels
(Chart I.21 to Chart I.24).

1.26 A closer look at industrial sub-sectors reveals a spectrum of performances (Chart
I.25). Construction has been a standout, gaining momentum since mid-FY21 and soaring
approximately 15 per cent above its pre-pandemic trend—an impressive feat driven by
robust infrastructure development and housing demand. The utilities sector, including
electricity, gas, water supply, and other services, reached its pre-pandemic trend by
the end of FY23 and has consistently stayed above these levels. Manufacturing, while
steadily recovering, remains slightly below its pre-pandemic trajectory. Meanwhile,
mining continues to operate below its pre-pandemic trend.

1.27 The recovery within the services sector has been uneven (Chart 1.26). Financial,
real estate and professional services have taken the lead, surpassing pre-pandemic
trend levels by the end of FY23. Public administration, defence, and other services
followed suit, exceeding the trend for the first time in Q1 of FY25 since the onset of
the pandemic. However, trade, hotels, transport, and communication services are
gradually catching up with the pre-pandemic trend. These contact-intensive sectors
faced challenges due to lockdown, restricted demand for travel, and reduced demand
for hospitality, entertainment, and personal services.

14 Economic survey 2023-24, Chapter 1 — State of the Economy, Box I.1: Growth in GDP, GVA, and their components
ensure no permanent losses in demand and output. https://tinyurl.com/r8ykzwj6.

15 Hz1 refers to the first half of the corresponding Financial Year that is April to September.



Chart I.21: Aggregate GVA recovery
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Chart 1.22: Agriculture GVA
sustained at higher levels
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Chart I.26: Uneven recovery within the services sector
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All de-seasonalised variables are derived from National Accounts variables at constant (2011-12) prices.

Growth in H1 FY25 driven by agriculture and services sector

1.28 The real GVA grew by 6.2 per cent in H1 FY25. A strong growth momentum in Q1
FY25 was followed by a subdued performance in Q2 FY25. The agriculture and services
sectors emerged as key growth drivers during this period. However, the overall growth
was tempered by moderation in industrial growth, particularly in manufacturing, which
faced challenges from slowing global demand and supply chain disruptions.

Improved agricultural prospects in FY25

1.29 Agriculture growth remained steady in H1 FY25, with Q2 recording a growth rate
of 3.5 per cent, marking an improvement over the previous four quarters. Healthy
Kharif production, above-normal monsoons, and an adequate reservoir level supported
agricultural growth. As per the first advanced estimates of agricultural production for
2024-25, total Kharif food grain production is estimated at a record 1647.05 lakh metric
tonnes (LMT), higher by 5.7 per cent compared to 2023-24 and 8.2 per cent higher
than the average food grain production in the past five years. The estimated increase is
mainly on account of the rise in rice, maize, coarse grains and oilseeds output. A normal
southwest monsoon in 2024 has improved the water levels in reservoirs, ensuring
sufficient water for irrigation during the rabi crop production. As of 10 January 2025,
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rabi sowing of wheat and gram was 1.4 per cent and 0.8 per cent higher, respectively,
compared to the previous year. Improved agricultural prospects also bode well for
softening of food inflation pressures over the course of the year.

Manufacturing sector growth moderates but shows positive
expectations

1.30 The industrial sector grew by 6 per centin H1 FY25. Q1 saw a strong growth of 8.3
per cent, but growth moderated in Q2 due to three key factors. First, manufacturing
exports slowed significantly due to weak demand from destination countries, and
aggressive trade and industrial policies in major trading nations. Second, the above-
average monsoon had mixed effects - while it replenished reservoirs and supported
agriculture, it also disrupted sectors like mining, construction, and, to some extent,
manufacturing. Third, the variation in the timing of festivities between September
and October in the previous and current years led to a modest growth slowdown in
Q2 FY2s5.

1.31 Disaggregated data reveals that while many manufacturing sub-sectors
experienced growth, others faced challenges, likely due to global and seasonal factors.
Oil companies suffered due to inventory losses and lower refining margins, while steel
companies faced price pressures and lower global prices. The cement sector faced
weak demand in Q2 due to heavy rains and lower selling prices. However, with the
conclusion of the monsoon season and the expected pick-up in government capital
expenditure, sectors such as cement, iron, and steel are expected to see a recovery.
Further, mining and electricity are expected to normalise after the monsoon-related
disruptions.®

1.32 Despite various challenges, India continues to register the fastest growth in
manufacturing PMI, which is also reflected in Chart 1.7 of the previous section. The
latest Manufacturing PMI for December 2024 remained well within the expansionary
zone. The expansion rate for December 2024 exceeded its long-term average, driven by
new business gains, robust demand, and advertising efforts. Meanwhile, international
orders grew to a four-month high midway through the third fiscal quarter, signalling
recovering external demand, as reported by companies.

16 RBI Governor’s Statement: December 6, 2024 https://tinyurl.com/4j6xwp2r.
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Chart I.27: Global slowdown impacted manufacturing in Q2 of FY25
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1.33 According to the RBI's Industrial Outlook Survey, manufacturing firms reported
improved demand conditions in Q3 FY25 and expect further improvements in Q4 FY25
and Q1 FY26. The survey also reflected better expectations for production, order books,
employment, capacity utilisation, and the overall business environment during Q4
FY25 and Q1 FY26.

Chart I.28: Improvement in business expectations
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Note: * indicates expectations for the upcoming quarter; The survey results are summarised through a measure
called Net Response, constructed as the difference between the proportions of respondents giving ‘optimistic’
and ‘pessimistic’ replies.

Robust growth in the services sector

1.34 The services sector continues to perform well in FY25. A notable growth in Q1 and
Q2resultedin 7.1 per cent growth in H1 FY25. Across sub-categories, all the sub-sectors
have performed well. The robust performance of the services sector is also reflected
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in high-frequency indicators (HFIs). PMI services have been in an expansionary zone
during H1 FY25, supported by growth in new orders, rise in output, improvement in
sales and enhanced employment generation. The hospitality sector performed well,
with hotel occupancy rates in H1 FY25 similar to the previous year. Average daily
rates and revenue per room increased due to higher corporate and leisure travel. Air
cargo activity grew in double digits, while port traffic remained stable. Information
Technology (IT) companies also performed better than the previous quarter.?”

Analysis of GDP by expenditure categories

1.35 India’s GDP at constant (2011-12) prices grew by 6.7 per cent and 5.4 per cent in
Q1 and Q2 FY25, respectively. This implied a real GDP growth of 6.0 per cent in the first
half of the current fiscal.

Chart I.29: GDP growth in H1 FY25 at Chart 1.30: Highest share of private
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1.36 From a demand perspective, Private Final Consumption Expenditure (PFCE)
firmed up in H1 FY25, growing by 6.7 per cent YoY. While National Accounts data is
not disaggregated by geography, indicators such as 2-wheeler and 3-wheeler sales and
tractor sales signal that rural demand contributed to private consumption growth. This
is also reflected in the January 2025 round of National Bank for Agriculture and Rural
Development (NABARD’s) Rural Economic Conditions and Sentiments Survey, where
78.5 per cent of rural households reported an increase in their consumption expenditure
during the last year.® The impulse from rural demand is expected to continue in the
second half of the fiscal year with the returns from a bumper Kharif crop and higher
MSPs for a prospectively good Rabi crop.

17 Reserve Bank of India. (2024, December 24). RBI Bulletin December 2024. https://tinyurl.com/rur6xe8u.
18 NABARD, Rural economic conditions & sentiments survey. (January 2025) https://tinyurl.com/3cu6pfkg.
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1.37 On the other hand, indicators of urban demand presented mixed trends.
According to data from the Federation of Automobile Dealers Associations
(FADA)®, the growth of passenger vehicle sales has slowed to 4.2 per YoY cent in
April — November 2024 compared to 9.2 per cent in the corresponding period of
the previous year. Fast-moving consumer goods (FMCG) sales in urban areas, as
per Nielsen IQ, have recorded a moderate growth in HiFY25. However, there is
steady growth of 7.7 per cent YoY in air passenger traffic in April — November 2024.
The 7.3 per cent YoY growth indicated by the First Advance Estimates for PFCE at
constant prices for FY25 indicates a pick-up in the most recent months.

1.38 The moderation in real GDP growth can be traced to a softening of growth in
Gross Fixed Capital Formation (GFCF) from 10.1 per cent in H1 FY24 to 6.4 per cent
in H1 FY25. Q1 FY25 witnessed a slowdown in capital expenditure across different
levels of government on account of the conduct of the general elections. Private sector
investment growth may have remained subdued thus far in FY25 on account of the
domestic political timetable, global uncertainties and overcapacities.

Chart I.31: Steady shares of investment and consumption in GDP
(at current prices)
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1.39 An additional reason for the slowdown in capital formation growth in Q2 FY25
may have emanated from the moderation in residential investment by households in
this quarter, which is on the back of a sharp uptick over the last few quarters. Industry
reports, however, point out that the correction in demand-supply metrics in this sector
isindicative of market normalisation after a period of robust performance. An inventory
overhang of 23 months signals healthy demand momentum in the segment.

19 FADA November 2024 Press Release - https://tinyurl.com/2rnwzj2r.
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Chart 1.32: Moderating housing sales and launches on the back of a
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1.40 The slowdown in investment activity is likely temporary. Green shoots in capital
formation are visible. Union government capex is up 8.2 per cent in July — November 2024
and is expected to pick up further pace. Early results of the RBI’s Order Books, Inventory,
and Capacity Utilisation Survey (OBICUS) show that the seasonally adjusted capacity
utilisation (CU) in manufacturing firms was 74.7 per cent in Q2 FY25, above the long-
term average of 73.8 per cent.?' A private sector report’s?* analysis of a sample of capital
goods companies indicates that the order books of these companies have registered a sharp
increase of 23.6 per cent in FY24 as against a compund anual growth rate (CAGR) of 4.5
per cent in the preceding four years. Moreover, in H1 FY25, there has been a growth of 10.3
per cent compared to the end of FY24. The RBI’s report on private investments showed
that investment intentions increased to ¥2.45 lakh crore for FY25 as compared to 1.6 lakh
crore for FY24. Along with fresh investment, some of the existing intentions would spill
over and be implemented in FY26.

1.41 On the external front, exports of goods and non-factor services at constant prices
increased by 5.6 per cent in H1 FY25, while imports increased by 0.7 per cent. In Q2
FY25, imports of goods and services at constant prices contracted by 2.9 per cent,
primarily driven by a decline in commodity prices. As a result, net exports contributed
positively to real GDP growth in this period.

1.42 As India’s economy continues to expand, the growth process has been ably
supported by stability on fronts such as inflation, fiscal health, and balance of payments.

20 The top 8 cities refer to Ahmedabad, Bangalore, Chennai, Delhi-NCR, Hyderabad, Kolkata, Mumbai, and Pune.
21 Footnote no. 19, RBI Governor’s Statement: December 6, 2024 https://tinyurl.com/4j6xwp2r.
22 CARE Ratings. (2024, November). India's capex story gives a mixed picture. https://tinyurl.com/54ed858f.
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The following section presents a closer examination of these stability factors and
provides valuable insights into the resilience and sustainability of the Indian economy
in the face of global and domestic challenges.

ECONOMY CHARACTERISED BY STABILITY AND
INCLUSIVITY ON MULTIPLE FRONTS

Improving public finances support macro stability

1.43 Since the COVID-19 pandemic, judicious fiscal management has helped to rein
in general government dis-savings (Chart 1.33). This assumes greater significance in
sustaining the overall savings in the economy. With private corporate savings hovering
around 14 per cent of GDP, persistent general government dis-savings could have
implied a greater reliance on foreign funding. Prudent fiscal management in the last
four years kept the overall savings-investment gap from widening and ensured a
comfortable financing of the current account deficit, even though the household saving
rate moderated. (Chart 1.34 below).

Chart I.33: Containment of general Chart I.34: General government
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Fiscal discipline of the union government

1.44 The Union government’s indicators of fiscal discipline have improved progressively.
Quality of expenditure approximated by capital expenditure as a per cent of total
expenditure of the union, has continuously improved since FY21.
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Chart 1.35: Strong focus on fiscal discipline
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1.45 During April - November 2024 (Chart 1.36 below), three major facts stand out in
union finances. First, following an unprecedented expansion of capital expenditure in the
last four years, it remained subdued during Q1 FY25, owing to general elections. However,
it rebounded after July despite a reduction in non-debt receipts owing to an increase in the
devolution of taxes to states. Until November 2024, defence, railways and road transport
accounted for about 75 per cent of the capital expenditure, whereas significant YoY growth
occurred in power and food and public distribution. Second, despite the gross tax revenue
(GTR) increasing by 10.7 per cent YoY during April-November 2024, the tax revenue
retained by the Union, net of devolution to the states, hardly increased. This was because of
increased tax devolution, which helped the states to manage their expenditures smoothly.
Thirdly, as of November, the deficit indicators of the union were comfortably placed, leaving
ample room for developmental and capital expenditure in the rest of the year.

Chart 1.36: Sound and sure footing of union finances in FY25
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Varying patterns in state finances

1.46 A review of preliminary unaudited estimates of 27 states®® for the period April -
November 20242* corroborates the second point above (Chart 1.37). The GTR of the union
and own tax revenue (OTR) of the states have increased at comparable pace during this
period. However, the overall tax revenue position of the state governments appears better
as of November, because of increased tax devolution by the union. Among the state-specific
taxes, stamps and registration, sales tax, state excise duties, and other taxes and duties
registered positive growth, whereas land revenue® declined, for states as a collective (Chart
1.38).
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1.47 For 15 states?®, OTR accounted for more than half of their total tax receipts (Chart
1.39), the highest being Telangana at 88 per cent, followed by Karnataka and Haryana
at 86 per cent each. Further, states with a higher ratio of own revenue receipts (ORR)
to total revenue receipts also tended to have relatively lower ratios of revenue deficit to
total revenue receipts (Chart 1.40).

23 Andhra Pradesh (AP), Arunachal Pradesh (AR), Assam (AS), Bihar (BR), Chhattisgarh (CG), Gujarat (GJ),
Haryana (HR), Himachal Pradesh (HP), Jharkhand (JH), Karnataka (KA), Kerala (KL), Madhya Pradesh (MP),
Maharashtra (MH), Manipur (MN), Meghalaya (ML), Mizoram (MZ), Nagaland (NL), Odisha (OD), Punjab (PB),
Rajasthan (RJ), Sikkim (SK), Tamil Nadu (TN), Telangana (TS), Tripura (TR), Uttar Pradesh (UP), Uttarakhand
(UK) and West Bengal (WB).

24 April to July reference period for Jharkhand; April to September for Arunachal Pradesh and Manipur.
25 Land revenue for Himachal Pradesh included in ‘other taxes and duties’.

26 Share of central taxes for Mizoram and Sikkim included in ‘other taxes and duties’.

27 Ibid.

28 Out of 25 States; Mizoram and Sikkim excluded.
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Chart I.40: Correlation between
own revenue collection & revenue
account health

Chart 1.39: Distribution of reliance on

OTR - a diverse scenario across states
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1.48 For 23 States??, GST was the main source of revenue amongst ORR with the greatest
reliance thereon by Manipur and Nagaland at 78 per cent and 72 per cent, respectively
(Chart I.41). States garnering the highest shares in respective ORRs w.r.t. stamps &
registration, sales tax and state excise duties were Maharashtra, Tamil Nadu and West
Bengal, respectively. Odisha exhibited the highest share of non-tax revenue in ORR at
49 per cent.

Chart I.41: States' own revenue receipts through an assorted lens
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29 Ibid.
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1.49 The revenue expenditure of the states grew at 12 per cent (YoY) during April to
November 2024 (Chart 1.42), with subsidies and committed liabilities®° registering a
growth of 25.7 per cent and 10.4 per cent, respectively (Chart 1.43). With expenditure
on capital account for states declining by 5.6 per cent, total expenditure grew by 9.5 per
cent. However, 11 states witnessed an increase in capex.

1.50 In the quality of expenditure, measured by capital outlay as a per cent of revenue
expenditure over the five years ending FY24, states®' exhibited considerable variation

(Chart I.44).
Chart I1.42: Pick-up in states’ capex Chart 1.43: Allocative efficiency
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Chart I.44: Varying degree of capital outlay as a per cent of revenue expenditure
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30 Interest payments, salary and pension. For Mizoram and Sikkim, expenditure on pension and subsidy; for
Karnataka and Tamil Nadu, expenditure on salaries & wages and subsidies; and for Arunachal Pradesh,
expenditure on subsidies included in ‘other expenditure on revenue account’.

31 28 states.
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1.51 In April-November 2024, 11 States maintained revenue surplus (Chart I.45).The
chart shows that revenue surplus (or lower revenue deficit) is corrleated with higher
capital expenditure.

Chart I.45: Strong correlation between capex and fiscal space
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Inflation — a combination of low and stable core inflation with volatile
food prices

1.52 Retail headline inflation, as measured by the change in the Consumer Price Index
(CPI), has softened from 5.4 per cent in FY24 to 4.9 per cent in April — December 2024.
The decline is attributed to a 0.9 percentage point reduction in core (non-food, non-
fuel) inflation between FY24 and April — December 2024. While the average inflation
in FY25 has trended downward, monthly volatility in food prices and a select few
commodities have been responsible for CPI inflation printing towards the upper side of
the tolerance band of 4 (+/-) 2 per cent.

1.53 Pressuresinfood prices have been driven by factors such as supply chain disruptions
and vagaries in weather conditions. Food inflation, measured by the Consumer Food
Price Index (CFPI), has increased from 7.5 per cent in FY24 to 8.4 per cent in FY25
(April-December), primarily driven by a few food items such as vegetables and pulses.
Chart I.47 plots headline retail inflation excluding the following commodities — tomato,
onion and potato, (TOP). These commodities together constitute 2.2 per cent of the CPI
basket.
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Chart I1.46: Food price pressures Chart I.47: CPI inflation excluding
driving retail inflation TOP commodities significantly
lowers3?
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External sector stability safeguarded by services trade and record
remittances

1.54 India’s external sector displayed mixed trends, primarily due to volatile global
conditions. A decline in commodity prices affected India’s merchandise exports
through the petroleum goods channel. Data on merchandise trade shows that India’s
merchandise exports grew by 1.6 per cent YoY in April — December 2024.33 However,
non-petroleum exports (on the same comparison basis) were up by 7.1 per cent. Non-
petroleum and non-gems and jewellery exports rose by 9.1 per cent. Merchandise
imports rose by 5.2 per cent. This growth was primarily driven by an increase in non-
oil, non-gold imports. Gold imports also grew, influenced by higher global prices, early
purchases ahead of festive spending, and demand for safe-haven assets.

1.55 While the outpacing of merchandise imports over merchandise exports widened
India’s merchandise trade deficit, India’s services trade surplus has lent balance to the
overall trade deficit. India's robust services exports have propelled the country to secure
the seventh-largest share in global services exports, underscoring its competitiveness

32 Further, if gold and silver are also excluded, CPI inflation excluding these five commodities (which constitute 3.4
per cent of the CPI basket) is even lower.
33 https://www.commerce.gov.in/wp-content/uploads/2025/01/PIB-Release_ 15012025-final.pdf.
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in this critical sector. In addition to the services trade surplus, remittances from abroad
led to a healthy net inflow of private transfers. As per the World Bank, India was the
top recipient of remittances in the world, driven by an uptick in job creation in OECD
economies.3* These two factors combined to ensure that India’s current account deficit
(CAD) remains relatively contained at 1.2 per cent of GDP in Q2 FY25.

Chart I1.48: Services trade surplus and private transfers lending balance to
the external sector
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1.56 Comfortable financing of the CAD by the capital account has ensured external
sector stability. Within capital flows, gross foreign direct investment (FDI) inflows
increased 17.9 per cent YoY in April — November 2024. Gross FDI inflows during April
— November in FY25 are higher than the levels witnessed in the corresponding period
of any previous years except FY21. Net FDI inflow declined over this period, primarily
on account of the uptick in repatriation, which is higher by 33.2 per cent YoY after
a growth of 51.5 per cent in FY24. The rise in repatriation through the channels of
secondary sales and Initial Public Offerings (IPOs) by multinational companies amid
strong stock market performance points to investor confidence in profitable exits for
direct investors.35

34 World Bank. (2024, June 26). In 2024, remittance flows to low- and middle-income countries are expected to
reach $685 billion, larger than FDI and ODA combined. https://tinyurl.com/38esxhzr.

35 “Behind India’s growth over last 10 yrs—increase in repatriations, steady FDI inflows”. https://tinyurl.
com/2tt3pxsf.
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Chart I.49: Rise in repatriation even as gross FDI inflows remain robust
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1.57 On the other hand, foreign portfolio investment (FPI) flows have been volatile
in the second half of 2024, primarily on account of global geopolitical and monetary
policy developments. Net FPI inflows slowed to USD 10.6 billion in April — December
2024 from USD 31.7 billion during the same period the previous year. The inclusion of
India’s sovereign government securities (G-secs) of certain tenors in the JP Morgan EM
Bond Index induced heightened activity within the debt segment of the FPIs. Further
elucidation of the impact of the inclusion of Indian G-secs in global bond indices can be
seen in Chapter 3.

1.58 As a result of stable capital flows, India’s foreign exchange reserves increased from
USD 616.7 billion at the end of January 2024 to USD 704.9 billion in September 2024
before moderating to USD 634.6 billion as on 3 January 2025. India’s forex reserves
are sufficient to cover 90 per cent of external debt and provide an import cover of more
than ten months, thereby safeguarding against external vulnerabilities.

1.59 Looking ahead, global policy changes could influence India’s external trade. The
evolving trade stance of a few major economies could affect key Indian export sectors
such as chemicals, machinery, textiles, and electronics. In the short term, diversifying
export markets is essential, while medium-term efforts should focus on increasing
market share. Over the long term, India must position itself as a strategic partner
in high-value sectors like biotechnology and semiconductors. Strategic technology
partnerships provide opportunities for enhanced cooperation in key areas like space,
semiconductors, quantum technologies and advanced telecommunications.
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Financial sector prospects amid a moderation of growth in credit
disbursal

1.60 The banking and financial sector remains stable and well-capitalised, and is catering
to the financing needs of the economy. While credit disbursal by scheduled commercial
banks (SCBs) is growing in double-digits, there has been a moderation in the growth in
recent months. This is on the back of a high base and also due to regulatory tightening in
sectors where high growth was observed. In view of high growth in certain components
of consumer credit, the RBI had, on 16th November 20233°, raised the risk weights on
unsecured retail loans by 25 basis points. However, expansion in the segment continues to
be broad-based, with housing loans as the major contributor. Apart from personal loans,
credit to the services sector is the other major driver of expansion in gross bank credit.
Industrial credit growth is picking up but remains below growth rates in other major sectors.

Chart I.50: Moderation in growth of bank credit to different sectors
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1.61 Stability in the banking sector is underscored by declining asset impairments,
robust capital buffers, and strong operational performance. As per the RBI’s Financial
Stability Report (FSR), December 2024%, the gross non-performing assets (NPAs)
in the banking system have declined to a 12-year low of 2.6 per cent of gross loans
and advances. The capital-to-risk-weighted assets ratio (CRAR) for SCBs stands at
16.7 per cent as of September 2024, well above the norm. The profitability of SCBs
improved during H1 FY25, with profit after tax (PAT) surging by 22.2 per cent YoY,
while the Return on Equity (RoE) and Return on Assets (RoA) have improved on a YoY
basis. Macro stress tests suggest that banks' overall capital levels would stay above the
regulatory minimum even in adverse scenarios.

36 https://www.rbi.org.in/scripts/NotificationUser.aspx?1d=12567&Mode=0.

37 Reserve Bank of India. (2024, December). Financial Stability Report.
https://tinyurl.com/zv662e5d.
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Chart I.51: Stable banking system indicators
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1.62 While the long-term stability of the banking system is safeguarded, there was
scrutiny over the short-term dynamics emerging from the mismatch of credit and
deposit growth rates. The RBI FSR’s (June 2024)3 analysis of previous episodes where
credit growth outpaced deposit growth shows that the average duration of such cycles
where credit growth exceeds deposit growth is 41 months. The merger of a bank with
a non-bank has elongated the cycle in this episode. The analysis reveals that credit
growth precedes deposit growth and that convergence is usually achieved through a fall
in credit growth.

1.63 Another area of concern within the banking system is the stress on unsecured
credit, i.e., personal loans and credit cards. As of September 2024, 51.9 per cent of
the fresh addition to the stock of NPAs in the retail loan portfolio emanated from the
slippages in the unsecured loan book.3? The RBI FSR (December 2024) notes that nearly
half of borrowers with credit card and personal loans also have another active retail
loan, often substantial, such as a housing or vehicle loan. When a borrower defaults
on any loan category, financial institutions classify all loans of that borrower as non-
performing. Hence, their larger, secured loans face delinquency risks due to defaults in
smaller personal loans.

1.64 Apart from active monitoring of the banking system, there is a need to be cautious
regarding developments in the Indian and global stock markets. While the Indian
financial sector shows resilience, international market conditions may have some
influence on India. Any correction in the US stock market could have implications
for global markets (See Box I1.2 of the Survey for an analysis pertaining to the Indian
market).

38 Reserve Bank of India. (2024, June). Financial Stability Report. https://tinyurl.com/3bagx6vr.
39 Reserve Bank of India. (2024, December). Financial Stability Report. https://tinyurl.com/4wtz3c6u.
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Employment trends

1.65 India's labour market growth in recent years has been supported by post-pandemic
recovery and increased formalisation. As per the 2023-24 annual Periodic Labour Force
Survey (PLFS) report, the unemployment rate for individuals aged 15 years and above
has steadily declined from 6 per cent in 2017-18 to 3.2 per cent in 2023-24. The labour
force participation rate (LFPR) and the worker-to-population ratio (WPR) have also
increased (Chart I.52). In Q2 FY25, the urban unemployment rate for people aged 15
years and above improved slightly to 6.4 per cent compared to 6.6 per cent in Q2 FY24.
Both LFPR and WPR also increased during this period.

Chart I.52: Improvement in employment indicators

= L FPR WPR e===UR (RHS)
70 60.1 7
60 54.9 552 57:9 6
49.8 50.2
50 5
— 4+
5 40 46.8 47.3 4 E
Q (]
3 30 3 8
a3 A
20 2
10 1
0 0
2017-18 2018-19 2019-20 2020-21 2021-22 2022-23 2023-24
Source: Annual PLFS report 2023-24, MoSPI
Note: i) LFPR - labour force participation rate, WPR - worker-to-population ratio, UR- unemployment rate
ii)Statistics presented are by Usual status for persons aged 15 years and above

1.66 The formal sector in India has seen significant growth, with net Employees’
Provident Fund Organisation (EPFO) subscriptions more than doubling from 61 lakh
in FY19 to 131 lakh in FY24. In April -November 2024, net additions reached 95.6 lakh,
driven largely by youth. Workers aged 18-25 years contributed to 47 per cent of the net
payroll additions. This indicates a growing trend towards formal employment, which
enhances workers' access to social security and stability. Government initiatives are
playing a key role in enhancing the formalisation of the job market.

1.67 Technological developments over recent years have generated much discussion
on the impact of Artificial Intelligence (AI) on India’s labour market. The integration
of Al into India's labour market presents an opportunity to enhance productivity,
elevate workforce quality and create employment, provided, systemic challenges are
effectively addressed through robust institutional frameworks. For India, a services-
driven economy with a youthful and adaptable workforce, the adoption of Al offers
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the potential to support economic growth and improve labour market outcomes.
Prioritising education and skill development will be crucial to equipping workers with
the competencies needed to thrive in an Al-augmented landscape. By capitalising on
the global infancy of AI, India has the opportunity to prepare its labour force for a future
defined by collaboration between human and machine intelligence. An elucidation of
these dynamics can be found in Chapter 13.

OUTLOOK AND WAY FORWARD

1.68 A steady growth trajectory shapes the global economic outlook for 2024, though
regional patterns vary. The near-term global growth is expected to be a shade lower
than the trend level. The services sector continues to drive global expansion, with
notable resilience in India. Meanwhile, manufacturing is struggling in Europe, where
structural weaknesses persist. Trade outlook also remains clouded in the next year.

1.69 Inflationary pressures have been easing globally, though risks of synchronised
price pressures linger due to potential geopolitical disruptions, such as tensions in the
Middle East and the ongoing Russia-Ukraine conflict. Central banks have adopted more
accommodative monetary policies. However, the pace of rate cuts varies across regions
depending on the growth imperatives and the pace of disinflation, creating potential
divergences in economic recovery.

1.70 On the domestic front, rebounding rural demand augurs well for consumption.
Investment activity is expected to pick up, supported by higher public capex and
improving business expectations. Capacity utilisation in manufacturing remains above
the long-term average, and private sector order books have shown steady growth,
alongside a rise in investment intentions. However, these gains could be tempered by
the global excess capacities in sectors such as steel, leading to aggressive trade policies
in search of demand.

1.71 Going forward, food inflation is likely to soften in Q4 FY25 with the seasonal easing
of vegetable prices and Kharif harvest arrivals. Good Rabi production is likely to contain
food prices in the first half of FY26. Adverse weather events and rise in international
agricultural commodity prices, however, pose risks to food inflation. Global energy and
commodity prices have softened in the recent past, making the core inflation outlook
benign. However, risks remain on account of significant global political and economic
uncertainties.

1.72 In brief, there are many upsides to domestic investment, output growth and
disinflation in FY26. There are equally strong, prominently extraneous, downsides too.
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Nonetheless, the fundamentals of the domestic economy remain robust, with a strong
external account, calibrated fiscal consolidation and stable private consumption. On
balance of these considerations, we expect that the growth in FY26 would be between
6.3 and 6.8 per cent.

1.73 Navigating global headwinds will require strategic and prudent policy management
and reinforcing the domestic fundamentals. The Budget 2024-25 laid out a multi-
sectoral policy agenda for sustained growth push. In this context, Chapter 5 elaborates
on the need for deregulation and reforms at the grassroots level to improve the overall
competitiveness of the economy and to lift trend growth rates, supporting higher levels
of economic activity.
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CHAPTER

EXTERNAL SECTOR: O 3
GETTING FDI RIGHT

India’s external sector continued to display resilience amidst global headwinds
of economic and trade policy uncertainties. Total exports (merchandise and
services) have registered a steady growth in the first nine months of FY25,
reaching USD 602.6 billion (6 per cent). Growth in services and goods exports,
excluding petroleum and gems and jewellery, was 10.4 per cent. Total imports
during the same period reached USD 682.2 billion, registering a growth of 6.9
per cent on the back of steady domestic demand.

The evolving global trade dynamics, marked by gradual shifts towards greater
protectionism, require assessing the situation and developing a forward-
looking strategic trade roadmap. By adapting to these trends and leveraging
its strengths, India can accelerate its growth and enhance its presence in global
trade. To strengthen its competitiveness and further integrate into global supply
chains, the country can focus on reducing trade-related costs and enhancing
export facilitation to create a more vibrant export sector. This proactive
approach will help India continue to thrive in an ever-changing global market.

On the capital front, foreign portfolio investments (FPIs) have shown a
mixed trend in FY25 so far. Uncertainty in the global markets and profit-
taking by foreign portfolio investors led to capital outflows. However, strong
macroeconomic fundamentals, a favourable business environment, and high
economic growth have kept FPI flows positive overall. Gross foreign direct
investment (FDI) inflows have shown signs of revival in the first eight months of
FY25, though net FDI inflows declined relative to April-November 2023 due to a
rise in repatriation/disinvestment.

India’s foreign exchange reserves stood at USD 640.3 billion as of the end of
December 2024, sufficient to cover approximately 9o per cent of the country’s
external debt of USD 711.8 billion as of September 2024, reflecting a strong
buffer against external vulnerabilities.
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INTRODUCTION

3.1 The world is experiencing increasing political and economic uncertainty in the
wake of geopolitical conflicts, increasing trends of geoeconomic fragmentation, and
recurrent climate events. The Great Election year of 2024, during which more than half
of the world's population was exercising their franchise to elect their new governments,
meant further declining policy predictability. Such political and economic uncertainty
can be detrimental to growth. The International Monetary Fund (IMF) estimates that
a one standard deviation increase in uncertainty correlates with a 0.4 to 1.3 percentage
point decrease in output growth.! Economists like Keynes and Tobin have pointed
out that higher uncertainty requires investors to seek more significant compensation
for risks, thereby raising risk premia and the overall cost of finance. Additionally,
uncertainty increases the likelihood of borrower defaults, leading to higher capital
costs. Moreover, uncertainty shocks in advanced economies like the US have often led
to lower output and reduced prices.?

3.2 Various indicators are used to monitor global risks and uncertainties and measure
policy-related uncertainty's impact on global economic activity. These include the
Geopolitical Risk (GPR) index3, which tracks adverse geopolitical events through
newspaper articles; the Trade Policy Uncertainty (TPU) index*, which covers the
frequency of articles mentioning trade policy uncertainty and heightened trade tensions,
and the Global Economic Policy Uncertainty (GEPU) index5, which is a GDP-weighted
average of national Economic Policy Uncertainty (EPU) indices for 21 countries. These
indices capture changes occurring in economies constituting about 71 per cent of global
output.®

3.3 These indices provide valuable insights into how uncertainty from trade issues,
geopolitical events, and economic policy measures can impact global economic
conditions. As of November 2024, the GEPU index remains high, reflecting ongoing
global economic policy concerns. Similarly, the TPU index has risen since December
2023, primarily driven by trade tensions and policy changes among major economies.

1 Dottling, R., Malaika, M., & Terrones, M. (2013). Held Back by Uncertainty: Recoveries are slowed when
businesses and consumers are unsure of the future. Finance & Development, 0050(001), Ao12. https://tinyurl.
com/324z5ux4.

2 Leduc, S., and Liu, Z. (2016). Uncertainty Shocks are Aggregate Demand Shocks. Journal of Monetary Economics,
82, 20-35; Kumar, A., Mallick, S., and Sinha, A. (2021). Is Uncertainty the Same Everywhere? Advanced versus
Emerging Economies. Economic Modelling, 101, 105524, https://tinyurl.com/6n74paw2.

Geopolitical Risk Index, https://www.policyuncertainty.com/gpr.html.
Trade Policy Uncertainty Index, https://www.matteoiacoviello.com/tpu.htm.

Global Economic Policy Uncertainty Index, https://www.policyuncertainty.com/.

N~ W

Global output is calculated on the basis of purchasing power parity. If the economies are accounted at market
exchange rates the economies constitute roughly 80 per cent of the global economy.
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Chart IIL.1: Rise in global uncertainty
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3.4 The Reserve Bank of India (RBI) has developed a policy uncertainty index
specifically for India, utilising various global indices. This index leverages internet
search data from Google Trends to assess policy uncertainty from domestic and
international events. Furthermore, the index is updated in real-time.”®

3.5 With this backdrop, the chapter presents the performance of India’s external
sector amidst the prevailing global environment. Section I provides an overview of
the global trade dynamics, emphasising tariffs and non-tariff measures (NTMs) and
the performance of the global external sector amidst challenges. Section II delves into
India’s trade performance, highlighting the trends across both the merchandise and
services sectors. It examines the performance of India’s textile exports and the factors
restricting its global expansion. Further, a detailed analysis of India’s diversification in
exports to new markets has been presented. The key drivers and challenges affecting
India’s e-commerce export growth are also discussed in depth. Section III discusses the
factors restricting export growth and outlines the government initiatives to simplify
export procedures to enhance trade performance. Section IV presents India’s Balance
of Payments (BoP) situation, highlighting current and capital account trends, foreign
exchange reserves, exchange rate movements, and India’s external debt position. The
last section concludes the chapter with an outlook for India’s external sector, considering
the evolving global and domestic economic landscape.

7 When faced with heightened uncertainty, it is typical of economic agents to 'search' for more information. The
Google Trends-based uncertainty index (India-GUT) leverages this behaviour to measure overall uncertainty by
using internet search volumes for a list of keywords about fiscal, monetary and trade policy in India. The policy-
related keywords are curated, based on mentions in central bank policy statements as well as coverage in the
financial press.

Pratap, B., and Priyaranjan, N. (2023). Macroeconomic Effects of Uncertainty: a Google trends-based Analysis for
India. Empirical Economics, 65(4), 1599-1625, https://tinyurl.com/5fb373we.

8 Recalibrating from Divergence to Convergence: The Indian Experience - Inaugural Address delivered by Michael
Debabrata Patra, Deputy Governor, RBI - October 21, 2024 - at the New York Fed Central Banking Seminar
organised by the Federal Reserve Bank, New York, USA, https://tinyurl.com/mvajhcj7.
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GLOBAL TRADE DYNAMICS

3.6 Disruptions in the Red Sea that began in November 2023 have forced changes in
traderoutes, causing higher shipping costs and longer delivery times.° Thisis particularly
true for trade between Asia and Europe, as 40 per cent of this trade passes through the
Red Sea region.'® Similar conflicts in the Hormuz Strait, which channels 21 per cent of
global petroleum liquid consumption, have disrupted energy trade and increased prices.
Additionally, climate change is enhancing the uncertainties.” For instance, the recent
drought in the Panama Canal jeopardised international trade, affecting approximately
5 per cent of global maritime trade volumes that transit through it. These conditions
are creating uncertainty, leading to a slowdown in international trade,'* reshaping the
contours of trade in terms of a rise in protectionist trade policies and shifting global
supply chains.

3.7 Asevident from ChartIII.2,there hasbeen anoticeableriseinthe political proximity
of trade since late 2022. This indicates a preference for bilateral trade between countries
with similar geopolitical stances, i.e., friend-shoring and nearshoring. Concurrently,
there has been an increasing concentration of global trade’ to favour significant trade
relationships. For instance, Russia and China’s trade dependence on the EU and the
US’s dependence on China has declined in recent years. In contrast, the dependence of
Russia and Vietnam on China has increased.®"”

3.8 Government interventions, including NTMs, reinforce the change in bilateral trade
patterns due to geopolitical considerations. The rise in NTMs, which began after the
COVID-19 pandemic, was further fuelled by the conflict between Russia and Ukraine.
A report by the United Nations Conference on Trade and Development (UNCTAD)*
indicates that technical NTMs impact over 30 per cent of products and nearly 70 per
cent of global trade. This is discussed further in paras 3.15 to 3.20 of this chapter.

9 UNCTAD rapid assessment, ‘Impact to Global Trade of disruption of shipping routes in the Red Sea, Black Sea
and Panama Canal’, https://unctad.org/system/files/official-document/osginf2024d2_en.pdf.

10 Bonnell and McHugh, 2024, https://tinyurl.com/5n7wy8xj.
11 U.S. Energy Information Administration, https://www.eia.gov/.

12 IMF Working Paper dated 9 July 2024, ‘The Heterogenous Effects of Uncertainty on Trade’, https://tinyurl.
com/2xywd48v.

13 Friend shoring is calculated as trade-weighted political proximity as measured by the United Nations voting patterns.
14 Nearshoring is calculated as the reverse of the trade-weighted average distance in km.
15 Trade concentration is calculated based on the Herfindahl concentration index.

16 UNCTAD estimates based on national statistics (https://unctad.org/statistics)
The dependence of an economy on another is calculated as the ratio of their bilateral trade over the total trade of the
dependent economy. Annual change is calculated using a trade-weighted moving average over the past four quarters.

17 UNCTAD Global trade update, July 2024, https://tinyurl.com/uwputbfs.

18 UNCTAD report, ‘Tariff trends mostly downward, but non-tariff measures increasingly used’, https://sdgpulse.
unctad.org/trade-barriers/.
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Chart II1.2: Friend shoring and trade concentration trends
continue to shape global trade
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Global trade performance in 2024

3.9 According to the latest trade update by UNCTAD?", the gradual increase in global
trade that began in H2 of 2023 has persisted into 2024. The World Trade Organisation
(WTO) database shows a year-on-year (YoY) growth of 3.5 per cent and 3 per cent,
respectively, in global merchandise export and import indices in Q3 of 2024 (seasonally
adjusted, 2005 Q1=100). Further, the global services exports and imports grew by 7.9
per cent and 6.7 per cent (YoY) during the same period.

3.10 Over the last four quarters, trade growth in developing countries generally exceeded
that of developed nations. However, this trend reversed in Q3 of 2024, with positive
developments in developed economies driving trade growth. In contrast, trade growth
in East Asia stalled, and several major Asian developing economies experienced negative
growth.

3.11 According to the UNCTAD nowecast?°, the positive momentum in global trade
witnessed in the first three quarters of 2024 is expected to continue into Q4. As a result,
global trade is set to exceed its 2022 record, reaching nearly USD 33 trillion in 2024.
This record high is likely to be driven by a 7 per cent increase in services trade (YoY),
while goods trade is projected to grow by about 2 per cent in 2024 but remain below its
2022 peak. Overall, global trade is expected to expand by about USD 1 trillion (or 3.3
per cent) in 2024, with goods and services contributing approximately USD 500 billion
each.

19 UNCTAD Global Trade Update December 2024, https://tinyurl.com/5n8fr7a3
20 Ibid note 19.
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Chart II1.3: Rebound in global trade in 2024
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Tariff policies

3.12 To promote free trade, encourage investment, and lower trading costs, countries
worldwide have established various trade agreements. The number of regional trade
agreements (RTAs) in effect has grown substantially, increasing from 22 in 1990 to 369
as of August 2024.% Increased emphasis on free trade and enhanced collaboration in
international trade policies under the WTO has reduced border tariffs among nations.
For instance, between 2000 and 2024, the average tariff rates on dutiable items in
India decreased from 48.9 per cent to 17.3 per cent, while in China, they fell from
16.4 per cent to 8.3 per cent.?? Commodity-wise, between 2012 and 2022, the Most
Favoured Nation (MFN) and preferential tariffs declined in agriculture, manufacturing,
and natural resources. Globally, the simple average MFN and preferential tariffs for
agriculture dropped by approximately 3 per cent and 1.4 per cent, respectively, between
2012 and 2022. The simple average preferential tariffs decreased by about 1 per cent in
the manufacturing sector.

3.13 At a broader level, India's import tariff policy has evolved over time, balancing
domestic policy goals with the need to integrate into the global economy. Tariffs vary by
sector, with considerations like protecting sensitive sectors from foreign competition
and permitting access to important raw materials and intermediate goods. India has
ensured that tariff policies comply with WTO rules and regulations. Over time, several
efforts have been made to rationalise tariffs further and address the inverted duty structures.

3.14 Tariffs are often perceived to have an impact on competitiveness. However, if
used in a calibrated way, tariffs can aid the goals of industrial policy and help in the
development of desirable sectors in the economy (Box III.1).

21 WTO data on regional Trade Agreements, https://tinyurl.com/59e3yw6b.
22 Based on the data available on the WTO Integrated Database, https://tao.wto.org/.
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Box IIl.1: Tariffs and successful industrial policy design

Industrial policy refers to measures that target the transformation of an industry in pursuit
of a public goal. Tariffs are a standard tool of industrial policy and are often seen as a way
to support fledgling industries before they gain traction. However, using tariffs requires a
calibrated approach which balances the sector's needs with the costs imposed on the rest of
the economy. Tariffs can also be viewed as a lever within a system of tools that can further
the goals of industrialisation.

The use of tariffs in industrial policy can be traced back to the Industrial Revolution. Tariffs
were commonly used in Western Europe and North America to catch up with the British
industrial revolution. As Matthew C. Klein and Michael Pettis note in their book ‘Trade wars
are class wars’,

“Freidrich List, who moved from Germany to America in 1825, wrote that a country such
as Germany, which was less developed but “possesses the mental and material means”
to become wealthy, should instead avoid free trade and “strengthen her own individual
powers.” ... The United States levied tariffs on manufactured goods of about 45 per cent
from 1870 through 1913...American manufacturers were protected from foreigners but
competed within the large—and expanding—domestic market.”

This accords with the observations made by Professor Robert C. Allen on the development
history of Europe and North America®3. According to him, North America and Western
Continental Europe caught up with the British industrial revolution by adopting the
following;:

« Internal free market (elimination of internal tariffs)—national single market

« Stable domestic banking system

» High external tariff

» Universal Education

« Infrastructure.

They did not catch up with Britain practising free trade and open capital markets.

Globally, modern-day industrial policies use a mix of policies, including tariff-based
protection and other levers such as credit grants and export-related subsidies.?* Illustrative
of this fact, tariffs accounted for just 1.3 per cent of all industrial policy interventions between
2010 and 2022.%

Lessons in successful industrial policy design can be gleaned from the support the Korean
government extended to its heavy chemicals industry in the Seventies. Korean industrial
policy in the heavy chemicals sector led to significant gains in output, labour productivity
and long-term comparative advantage of the industry’s exports. Tools such as tariff-based
protection and quantitative restrictions were used for a limited period, after which protection

23 2013 Gideon Rosenbluth Memorial Lecture delivered by Dr Robert Allen, Canadian Centre for Policy Alternatives,
https://tinyurl.com/7cv2hzu6.

24 Juhasz, R., Lane, N., & Rodrik, D. (2023). The new economics of industrial policy. Annual Review of Economics,
16, (https://tinyurl.com/3ms5f2t2u).

25 Ibid note 24.
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tapered in the 1980s.2° Importantly, in Korea, tariffs were only one element of a composite
industrial policy which sought to protect domestic industry and, at the same time, demanded
a reciprocal performance obligation on the part of the industry receiving protection.

The recipe for a successful industrial policy lies in the simultaneous use of carrots and
sticks, with the sticks often being longer than the carrots. Taking a comprehensive look at
the industrial policies of Northeast Asia, Joe Studwell wrote in ‘How Asia Works’ that the
region succeeded with its industrial policy because it punished non-performers more than
it rewarded performers. As Studwell notes, the emphasis on infant industry protection in
Northeast Asian economies went hand in hand with external benchmarking through export
performance. There were special privileges for local businesses, but there was accountability
for export performance. That is how scale, productivity, efficiency and rapid economic
growth were achieved. Studwell repeatedly notes that Korean industrial policy punished its
non-performers more than helped performers.

To summarise, the growth experiences of the industrialised West and the miracle growth
economies of the East suggest that tariffs were indeed a prominent tool used to further
industrialisation. However, tariffs were used in a calibrated way, and a whole-of-government
approach was adopted in crafting tariff policies. Finally, industrial policy goals were
achieved not by protection alone but by policies which ensured that the protected industries
performed in response to the protection afforded.

Non-tariff measures

3.15 The decline in tariffs globally, as discussed above, has been accompanied by an
increase in the implementation of NTMs?” across countries. The Global Trade Alert
database?® shows that between 2020 and 2024, over 26,000 new restrictions related
to trade and investments have been globally imposed. This is further elucidated in
Chapter 5. The Technical Barriers to Trade (TBT) affect 31.6 per cent of the product
lines, covering 67.1 per cent of the global trade (as of December 2024). This is followed
by export-related measures, affecting 19.3 per cent of the product lines and covering
31.2 per cent of the global trade. Sectors most affected by NTMs include agriculture,
manufacturing, and natural resources.?

26 Lane, N (2022). “Manufacturing revolutions: industrial policy and industrialization in South Korea”, CSAE
Working Paper Series, (https://tinyurl.com/ye2ahh7k).

27 UNCTAD defines NTMs as policy measures that are not ordinary customs tariffs but can still significantly
impact international trade in goods. These measures can affect either the quantities traded, prices, or both
(Classification of NTMs | UNCTAD). NTMs are classified into import-related and export-related categories
based on the above classification. Import-related NTMs are further classified as “technical” or “non-technical.”
Technical measures comprise sanitary and phytosanitary measures (SPS), technical barriers to trade (TBT), and
pre-shipment inspections. Non-technical measures encompass traditional trade policies like quotas, subsidies,
and trade remedies, including those addressing unfair trade practices.

In 2006, the UNCTAD established the Group of Eminent Persons on Non-tariff Barriers (NTBs) and the Multi-
Agency Support Team (MAST) comprising eight international organisations such as the IMF, OECD, UNIDO),
UNCTAD, the World Bank and WTO etc. Over the years, MAST has created a coding system as a foundation
for collecting and tallying NTMs. The objective of the International Classification of NTMs (refer: UNCTAD
report on International Classification of Non-Tariff Measures, https://tinyurl.com/mr3mp5uk) was to provide
information and clarification on new and existing measures and to improve their comparability across countries.

28 Global Trade Alert database, https://www.globaltradealert.org/global_dynamics.
29 Based on UNCTAD Trade Analysis and Information System (TRAINS) Database, https://trainsonline.unctad.org.
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Chart III.4: Classification of NTMs based on coverage and frequency

= Coverage ratio Frequency index
R — 67.1

Technical barriers to trade

[—
Export related measures 31.2

Price control measures 16.9

Sanitary and Phytosanitary measures 15.7

Other ! 131

Quantity control measures B 6.1
Finance measures M 35

o 20 40 60 80
Per cent

Source: UNCTAD TRAINS Database

Note: Other includes ‘Pre-shipment inspection and other formalities, contingent trade protective measures,
non-automatic import licensing, quotas, prohibitions, quantity-control measures and other restrictions not
including sanitary and phytosanitary measures or measures relating to technical barriers to trade, measures
affecting competition, trade-related investment measures, distribution restrictions, restrictions on post-sales
services, subsidies and other forms of supports, government procurement restrictions, intellectual property and
rules of origin. The frequency index is defined as the percentage of HS 6-digit lines covered. The coverage ratio
is defined as the percentage of trade that is subject to NTMs

3.16 Globally, NTMs, such as subsidies and export-related measures, have risen in
aid of nations’ industrial policy goals.3° Unlike broad-based tariffs, NTMs tend to be
granular in their approach.3 They are often less visible, making them harder to assess.3?

3.17 A report by UNCTAD and the UNESCAP33 shows evidence of increased use of
NTMs by countries to adapt and mitigate climate change. According to the report,
although climate change-related NTMs account for only 2.6 per cent of total measures,
they are concentrated in some of the largest and most CO2-intensive trade sectors,
such as the automotive industry, electricity and heat generation, transformation, and
storage. As a result, 26.4 per cent of global trade, valued at USD 6.5 trillion, is covered
by climate-change-related NTMs. TBT comprise over 61 per cent of all identified climate
change-related NTMs, followed by export-related and price-control measures (as of
December 2024). In the future, the imposition of climate-change-related NTMs by the
EU in the form of the Carbon Border Adjustment Mechanism (CBAM)34 and European

30 Juhész R, Lane N, Oehlsen E, Pérez VC. 2023. The who, what, when, and how of industrial policy: a text-based
approach, https://tinyurl.com/ytj2recwp.

31 Ibid note 30.

32 Kinzius, L., Sandkamp, A., & Yalcin, E. (2019). Trade protection and the role of non-tariff barriers. Review of
World Economics, 155(4), 603-643, https://tinyurl.com/dwspf4w6.

33 UNCTAD and UN ESCAP report, Trade regulations for climate action: new insights from the global non-tariff
measures database’, https://tinyurl.com/52sfzu9s.

34 CBAM is the EU's tool to put a fair price on the carbon emitted during the production of carbon-intensive goods
that are entering the EU and to encourage cleaner industrial production in non-EU countries.
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Union Deforestation Regulation (EUDR)3 is anticipated to have broad implications
for exporters in emerging economies such as China, India, and Turkey. 3¢ Box III.2
discusses CBAM and EUDR and their possible impact on India’s exports in detail.

Box II1.2: CBAM and EUDR and their likely impact on India's exports

Carbon Border Adjustment Mechanism

Implemented by the EU and under consideration by the UK, CBAM aims to align the cost
of carbon emissions for imported goods with that of domestically produced products. As
countries/groups like the EU phase out the free allowances they offer their industries
under the Emissions Trading System (ETS), they are ushering in CBAM to prevent their
consumption from shifting to countries with relatively softer environmental regulations.
Under the mechanism, importers will buy carbon certificates corresponding to the carbon
price paid by the domestic producers/manufacturers under the EU's carbon pricing rules.
Thus, CBAM is effectively a carbon price equalisation measure.

The key sectors covered under the EU CBAM include iron and steel, aluminium, cement,
and fertilisers. Reporting requirements for the EU CBAM began on 1 January 2024, with
quarterly submissions for the previous quarter. The levy, however, is expected to take effect
from 1 January 2026. The UK has also proposed its own CBAM, scheduled to come into force
on 1 January 2027, reflecting a broader global shift towards carbon pricing mechanisms.
The key sectors covered under the UK CBAM include cement, fertilisers, glass, ceramics,
iron and steel, aluminium, and hydrogen. Currently, the EU CBAM addresses only direct
emissions from production processes, whereas the proposed UK CBAM intends to cover
both direct and indirect emissions. CBAM aims to equalise carbon prices across geographies,
thereby negating the comparative advantage of developing members like India and the least
developed countries.

The justification offered for the introduction of CBAM is that it prevents carbon leakage.3”
Some jurisdictions believe that the aggregate impact of the countries’ nationally determined
contributions, if fully implemented, would not put the world on a pathway to achieving the
Paris Agreement goal. Therefore, the logic behind CBAM is that as long as they did not have
the same level of ambition, CBAM was necessary to protect the integrity of climate mitigation
efforts in Europe and ensure they were not undermined by carbon leakage. Moreover, the

35 The EUDR requires operators and traders to ensure that the products placed in the EU market are (i) deforestation-
free (i.e., must not be derived from a land which is deforested after December 31 2020); (ii) should be produced
following the relevant legislation of the country where the product is produced; and (iii) covers the submission
of a due diligence statement before placing the products in the EU.

36 UNCTAD Global trade Update December 2023, ‘Global trade expected to shrink by nearly 5 per cent in 2023
amid geopolitical strains and shifting trade patterns', https://tinyurl.com/5n8ueccb.

88 37 European Commission Taxation and Customs Union website, https://tinyurl.com/ysbxy866.
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proposed ban on steel scrap exports from the EU, a key input for steel production, will
significantly hinder developing countries' capacity to produce more carbon-efficient steel.
This measure can be perceived as the EU attempting to enjoy the benefits of both sides while
also imposing trade restrictions.

Likely impact on India

The share of CBAM exports in total Indian exports to the EU has increased substantially
from 6.3 per cent in 2014 to 10.5 per cent in 2023.3% Table I11.1 presents the commodity-wise
exposure of India’s exports to the EU, which are likely to be impacted by CBAM.

Table I11.1: India’s exposure to CBAM Value of exports (USD million)

2014 2023
Iron and steel 2062.6 5557.1
Aluminium 151.4 1801
Cement 4.2 8.3
Fertilisers 0.7 2
Source: UNCOMTRADE database (2024)

According to the World Bank’s Relative CBAM Exposure Index3?, India has a score of
0.03, reflecting a high exposure to CBAM.4 Countries like India face the twin challenge
of achieving higher levels of economic development and dealing with climate change
mitigation and adaptation. Therefore, the international community must find a balance
that supports both environmental sustainability and the economic development needs of
developing economies and LDCs, ensuring that multilateralism remains the cornerstone
of global trade relations.+

European Union Deforestation Regulation

The EUDR (whose implementation will start at the end of 2025 and in 2026 for smaller
businesses) seeks to regulate the consumption of products derived from deforested land.

The EUDR places several compliances on the operators and traders of the relevant products

38 ‘Intermingling of Trade and Environment Policy: Implications of EU-CBAM on India and LDCs’, EPW, 16
November 2024 https://tinyurl.com/yb32jhdp.

39 CBAM exposure index is measured as the mathematical product of two main elements-the share of a country’s
exports of the CBAM-related product that goes to the EU and the embodied carbon payment per dollar of export
to the EU, determined by the carbon emissions intensity of production and the assumed cost of the CBAM
certificates.CBAM exposure index is measured by multiplying the export share by the embodied carbon payment
per dollar of export to the EU (the exporter’s emission intensity times $100 per ton carbon price).

40 World Banka data on Relative CBAM Exposure Index, https://tinyurl.com/4hbp64z8.
41 Based on the inputs received from the Ministry of Commerce and Industry.
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covered under the regulation.* It requires the operators and traders to ensure that the
products placed in the EU market are (i) deforestation-free (i.e., must not be derived from
a land which is deforested after December 31 2020); (ii) should be produced by the relevant
legislation of the country where the product is produced; and (iii) covers the submission of
a due diligence statement, including supply chain integrity through an elaborate trace and
track system before placing the products in the EU.

The regulation also entails devising a country-level benchmarking system indicating the
forest degradation and deforestation risk by the EU. The benchmarking system would be
based on a three-tier system for classifying countries as low, standard, or high risk, which
would be determined based on internationally recognised information and data on whether
a country is active in reducing deforestation. High-risk countries would be required to
exercise higher due diligence for the relevant products compared to low or standard-risk
countries. This categorisation of countries would be used to identify the checks to be carried
out by the EU authorities. High-risk countries would be subject to more rigorous checks
than countries categorised as having low-risk.43

The regulation covers products such as soy, beef, palm oil, wood, cocoa, coffee, rubber, and
their derived products, such as leather, chocolate, tyres, or furniture.* It puts the onus of
proving compliance on the operator or trader who wishes to sell these products in the EU
markets.4 The costs of complying with the regulation include information requirements, risk
assessment, risk mitigation and reporting obligations. These costs are not border measures
but affect the competitiveness of a country’s exports vis-a-vis other countries’ compliance
costs. Therefore, the Regulation would change the trade costs (increase) for the EU’s trading
partners in specific commodities.

As per a GTRI study“®, as far as India’s exports are concerned, coffee, leather hide and skin
preparations, oil cake, paper, paperboard, and wood furniture could be highly impacted
by the Regulation. It also compares the tariff lines covered under the Regulation vis-a-vis

42 The Regulation defines an “operator” as natural or legal person who, in the course of a commercial activity,
places relevant products on the market or exports them and a “trader” as any person in the supply chain other
than the operator who, in the course of a commercial activity, makes relevant products available on the market.

43 As per the Regulation dated 31 May 2023, “In respect of relevant products from countries or parts thereof
classified as high risk, the respective operators and traders and the volumes of their share of relevant
commodities and relevant products, a twofold approach that provides comprehensive coverage should apply.
Competent authorities should thus be required to check on a certain percentage of operators and traders, whilst
also covering a specific percentage of relevant products. In respect of relevant products from countries or parts
thereof classified as low or standard risk, competent authorities should be required to check at least a certain
percentage of operators and traders. The level of checks should be higher for relevant products from high-risk
countries or parts thereof whereas it could be lower for standard or low-risk countries or parts thereof.”

44 The list of products covered under the Regulation is available at Annex I of the Regulation dated 31 May 2023,
available at https://tinyurl.com/bddmuysp.

45 Article 2 (15) of the Regulation states, “An operator is a natural or legal person who places relevant products on
the Union market or exports them from the Union market in the course of commercial activity.”

46 GTRI brief dated 1 August 2023, ‘Deforestation and Compliance Challenges: A Blow to India's Agri Exports as
EU's Deforestation Regulation (EUDR) Deadline Looms’, https://gtri.co.in/gtriFlagshipRep12.pdf.
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CBAM, out of which the latter is wider in its coverage. The CBAM and EUDR are expected
to affect USD 9.5 billion of India’s exports to the EU, which amounts to 9 per cent of India’s
exports to the world or 12.9 per cent of India’s exports to the EU. The study informs that
the regulation effectively encourages local production and export of selected agricultural
commodities by erecting more barriers against imports in the name of climate.

According to the United Nations Food and Agriculture Organisation, around 420 million
hectares of forest were lost globally due to deforestation between 1990 and 2020, an area
the size of the EU.#” In Europe, conversion to cropland accounted for about 15 per cent
of deforestation during the same time period.+® European agriculture could not have come
up without deforestation, and the imposition of EUDR reeks of double standards. Thus,
that a region that has resorted to significant deforestation to expand crop production is
implementing the EUDR to regulate the consumption of products sourced from deforested
land, appears quite contradictory, even as it is unsurprising.

In short, it is hard to shake off the conclusion that both CBAM and EUDR are trade protection
measures garbed in the language of climate and environment. The game and the end goals
are the same, but the tactics keep changing. Labour standards, gender, democracy, emissions

and deforestation, the innovative list will keep evolving with time. Institutions and practices
evolve with development. Today’s developed countries do not conform to the standards
that they expect from developing countries at a similar stage of development. But then,
intellectual consistency is not really the goal here.

3.18 NTMs are playing an increasing role in international trade due to a decline in
the usage of tariffs worldwide via successive agreements under the General Agreement
on Tariffs and Trade/WTO and due to growing consumer concerns about food safety,
quality, and environmental protection.* A UNCTAD report>° notes that NTMs can serve
as legitimate policy instruments, fulfilling important roles such as protecting human
health and the environment. In some cases, they may even enhance trade. For instance,
when an exporting country implements high sanitary and phytosanitary standards,
consumers in importing countries tend to have greater confidence in the quality of
the food products, which can lead to increased demand. Stricter domestic food safety
standards can also help local exporters meet the requirements of their trade partners,
further boosting trade opportunities.

3.19 Though many NTMs aim primarily to protect public health or the environment,
they also adversely impact trade by increasing information, compliance, and procedural
costs. This is significant for exporters and importers because accessing and benefiting
from markets increasingly depends on adherence to trade regulations, such as sanitary

47 United Nations Food and Agriculture Organisation, https://tinyurl.com/3fzythxj.
48 https://tinyurl.com/44mu2hnj.
49 UNCTAD document, ‘non-tariff measures: definitions and basic facts’, https://tinyurl.com/y7hwdssu.

50 UNCTAD report, ‘Trade costs of non-tariff measures now more than double that of tariffs,” https://tinyurl.
com/55tksfut.
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standards and product quality requirements. For instance, a regulation that limits
pesticide residues in food products seeks to achieve a significant public health goal of
protecting human health and nutrition. However, this regulation imposes additional
compliance requirements on firms in exporting countries, and some may find that
exporting is no longer profitable. Consequently, such regulations can restrict trade,
leading to lower incomes in exporting countries and higher prices for consumers in
importing countries. This issue mainly affects smaller exporters and low-income
countries, as they often bear a disproportionate burden from these NTMs.5

3.20 NTMs can indirectly affect FDI through their impact on imports. A firm might
decide to bypass an NTM by engaging in FDI if the costs associated with this approach
are lower than the costs of exporting. Additionally, NTMs can encourage inward FDI
to the country that imposes them, as these measures raise barriers to market access.
Research has demonstrated that NTMs have a positive impact on FDI. For example, if
the average number of NTMs applied to a product increases from 2.5 to 3.5 NTMs per
product, FDI could increase by 12 per cent. Certain NTMs, such as intellectual property
rights, local content requirements, and TBT in specific sectors, appear to affect FDI
significantly.5

TREND IN INDIA’S TRADE PERFORMANCE

3.21 India's trade sector has demonstrated remarkable stability and growth, achieving
milestones despite global economic headwinds. Following a dip in FY20 amid the global
downturn and the pandemic, overall exports rebounded strongly in FY22, reaching
a record high in FY23. This momentum continued into FY24, with overall exports
surpassing the previous year’s record, even as imports moderated slightly.

3.22 India's total exports (merchandise+services) have shown positive momentum in
the first nine months of FY25, reaching USD 602.6 billion, witnessing a YoY growth
of 6 per cent. This increase demonstrates the resilience of exports, which have been
building on a steady upward trend in recent years despite global economic challenges.
Total imports during April-December 2024 reached USD 682.2 billion, registering a
YoY growth of 6.9 per cent. This positive import growth indicates a steady demand for
goods in the Indian market, supporting domestic consumption and production needs.
A more significant increase in overall imports compared to exports led to a rise in the
overall trade deficit from USD 69.7 billion during April-December 2023 to USD 79.5
billion in the corresponding period of FY25.

3.23 During April-December 2024, non-petroleum exports were up by 7.1 per cent.
Over the same period, non-petroleum and non-gems and jewellery exports rose by 9.1
per cent. Specific sectors like drugs and pharmaceuticals, electronic goods, engineering

51 UNCTAD document on ‘Introduction to NTMs’, https://tinyurl.com/mr3agsen.
52 Ibid note 50.
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goods, and chemicals saw an increase in exports, growing by 6.4 per cent, 28.6 per
cent, 9.9 per cent, and 5 per cent, respectively, during April-December 2024 on a YoY
basis. Textile exports53 also saw a YoY increase of 7.6 per cent during the same period.
Rising inflationary pressures on cereals, pulses, and edible oils limited the exports of
agricultural and allied products. Overall, merchandise exports registered a modest
growth of 1.6 per cent (YoY basis) primarily attributed to a decline in the value of
petroleum product exports due to a fall in international commodity prices.

3.24 Merchandise imports grew by 5.2 per cent during April-December 2024. This
increase was largely due to a rise in non-oil, non-gold imports, which reached USD
352.1 billion in the first nine months of FY25 compared to USD 340.5 billion during
the same period last year, indicating a rebound in domestic consumption despite the
inflationary impact. Gold imports increased due to higher international prices, driven
by frontloading ahead of festival spending and demand for safe-haven assets. Among
the major non-oil, non-gold imports, non-ferrous metals, machine tools, machinery,
electrical & non-electrical goods, and transport equipment witnessed remarkable
growth in the first nine months of FY25, reflecting growing demand for capital
goods. Electronic goods also maintained consistent momentum, signalling a rise in
discretionary consumer spending. Additionally, imports of pulses and cotton rose to
support domestic production and control inflation.

Chart IIl.5: Trends in merchandise trade

800 Merchandise exports O Merchandise imports =~ O Merchandise Trade Deficit
600 Tl
400 ° ®
= e_? R l\o\ O o
S K <+ ° o R
= 200 < o 1 =
a2 )
)
5 4
- o - 10 - ° -
-200 g A )
-400
FY20 FY21 FY22 FY23 FY24 Apr-Dec 23 Apr-Dec 24
Source: DGCIS, M/o Commerce & Industry

3.25 The faster pace of increase in merchandise imports compared to exports
contributed to the widening of the merchandise trade deficit to USD 210.8 billion in
April-December 2024, compared to USD 189.7 billion in the same period last year.

53 Textile exports include Cotton Yarn/Fabrics/made-ups, Handloom Products, Man-made Yarn/Fabrics/made-
ups, etc., RMG of all Textiles, Jute Mfg. including Floor covering, carpet and Handicrafts, excluding handmade
carpet.
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Textile exports

3.26 India’s textile sector has been a matter of pride and strength to the nation for
centuries. From the unique prints and weaves to the rich dyes and handwork, the textile
sector weaves various aspects of our cultural, social, and historical heritage. India is the
sixth-largest exporter of textiles and apparel globally. The textile and apparel industry
contributes 2.3 per cent of GDP, 13 per cent to industrial production, and 12 per cent to
exports.5 It is also one of the largest employment generators after agriculture, with over
45 million people employed directly, including many women and the rural population.5s
As further evidence of the inclusive nature of this industry, nearly 80 per cent of its
capacity is spread across Micro, Small and Medium Enterprises (MSME) clusters in the
country.5¢

3.27 India exported textile items worth USD 34 billion in 2023, with apparel
constituting 42 per cent of the export basket (USD 14.6 billion), followed by raw
materials/semi-finished materials at 34 per cent (USD 11.7 billion) and finished non-
apparel goods at 30 per cent (USD 7.8 billion).5” Europe and the US consumed nearly
66 per cent of India’s apparel exports, 58 per cent of finished non-apparel goods and
12 per cent of raw materials/semi-finished materials. Other prominent destinations
include the UK (8 per cent of apparel exports) and the UAE (7 per cent).

Chart I11.6: India's textile exports over the past decade
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3.28 Generally, the Indian textile export basket is skewed towards cotton and cotton-
based products. In 2023, for example, eight out of the top 10 textile exports (by value)
consisted of cotton and cotton-based products. For India’s major textile export category,

54 https://www.ibef.org/industry/textiles.

55 Ibid note 54.

56 Invest India report, ‘Textile & Apparel Industry: The Change Agent of India’, https://tinyurl.com/mtzhfarh.
57 Analysis based on UN COMTRADE data at the tariff level.
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i.e., apparel, the country enjoyed a market share of 2.8 per cent globally in 2023.
However, this is much lower than that of key players in the industry, such as China
(30 per cent), Bangladesh (9 per cent), and Vietnam (7 per cent). Further analysis at
the HS-6 levels reveals that while India offers stiff competition to other exporters® for
nearly USD 3 billion worth of apparel exports, the remaining apparel basket is yet to
match our competitors’ comparative advantage.

3.29 Textile exports remained resilient throughout the COVID-19 period between
2020 to 2022, but their performance has been weak over a decadal timeframe. Box
II1.3 elaborates on potential factors that impede export growth and opportunities that
must be tapped for the sector to reach its goal of USD 150 billion in textile exports by
2030.5

Box II1.3: Time to be deft about our warp and weft!

Costs that chip away at textile export growth

India’s textile production occurs across multiple independent and clustered Small and
Medium Enterprises (SMEs) spread across the country. Take cotton production, for example,
which is spread across Gujarat, Madhya Pradesh, and Andhra Pradesh. The fresh produce of
cotton then travels down to Tamil Nadu, where cotton yarns are produced. The yarns then
travel to parts of Maharashtra and Gujarat before being weaved into cotton fabric. A lack of
localisation and the complexity of the value chain, in turn, results in higher costs relative to
global competitors. In contrast, vertically integrated ‘fibre-to-fashion’ firms in competitor
nations such as China and Vietnam export low-cost products, maintain consistent quality
and are nimble enough to adjust to the fast-changing nature of the industry. Simple and
liberal customs procedures further reduce regulatory costs and lend a competitive edge to
the exports of global textile competitors such as China and Vietnam.

On the other hand, in India textile exporters are constrained by complex procedures, which,
for instance, require exporters to meticulously account for every square centimetre of fabric,
buttons and zippers used. Similarly, pre-shipment inspection certificates are required for
textile imports, which slows down logistics and raises costs for the textile business.®°

58 Exports at the HS-6 level enjoy a market share that is within the periphery or higher than the market share of
China, Vietnam, Indonesia, and Bangladesh.

59 PIB press release of Ministry of Textiles dated 18 November 2024, https://tinyurl.com/jhvcuttm

60 GTRI report, July 2024, ‘How complex procedures, import restrictions and domestic interests hinder India’s
garment exports’, https://tinyurl.com/yxjxjzyz.
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Apart from possessing structural attributes (such as vertical integration, liberal labour laws,
etc.) that allow for cost advantages, competitors in the textile market also have the added
benefit of FTAs with consumer countries. In effect, Indian apparel exports do not face a
level playing field compared to its competition. For instance, as noted by Mukherjee et al.
2019%, even though India has a significant comparative advantage in exporting silk shawls
and scarves, the country faces a high tariff rate of 11.3 per cent in the US. In comparison,
competitors like Korea face zero tariffs on their silk scarf exports due to trade agreements
such as the US-Korea FTA.

In general, the costs for the textile industry are likely to rise over the coming years. A
global structural shift towards sustainable sourcing would drive this. Often, such a shift
is necessitated by regulatory changes. The EU, for instance, has as many as 16 pieces of
legislation spanning the entire fashion value chain, which came into force between 2021
and 2024.%2 As the EU accounts for nearly 20 per cent of our exports, such a shift poses a
challenge for small enterprises who need to shift to environmentally sustainable production
methods.

Changing trends in the global textile industry

India has a great opportunity to align with the evolving global shifts in apparel demand.
While our comparative advantage lies in cotton and cotton-based products, global demand
has shifted to products made from man-made fibre (MMF). MMF-based products range
from yoga pants and athleisure wear to technical textiles in aviation, aerospace, and
automobiles.

As per International Cotton Association, MMF comprised 77 per cent of global fibre
consumption in 2024, whereas it was just 22 per cent for cotton.

By tapping into the MMF value chain, India will benefit from the steady rise in global MMF
demand. India's share of global MMF production is currently 9.2 per cent, and the potential
to catch up with the production levels of global leaders like Vietnam, China, and Taiwan is high.¢3

To match the quality of our competition and reap value gains from MMF production, our
MMTF sector must move towards vertical integration and significantly invest in research and
development and sustainable production techniques.

Fashioning India’s textile exports to a global audience-recent schemes and
opportunities ahead

In recent years, the government has announced many policies in response to the changing
nature of global demand and high relative costs faced by Indian exporters. A PLI scheme
has been put in place for the sector with an outlay of 10,683 crore, which rewards capacity

61 Ideas for India, ‘Trade agreements and their impact on India’s apparel exports’, https://tinyurl.com/22exauh4.
62 McKinsey article, ‘Reimagining the apparel value chain amid volatility’, https://tinyurl.com/2nhedse4.
96 63 As per World Textile Demand Report, 2024; https://tinyurl.com/52m82u5k
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Chart II1.7: World consumption of Chart II1.8: Cotton’s market share
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creation through investments in the industry. As MMF products require heavy research and
development suited to different use cases, the National Technical Textiles Mission (NTTM)
has been approved with an outlay of 31,480 crore. As of 2024, 168 research projects (worth
%509 crore) were approved under the NTTM mission.®

Inresponse to the need for a vertically integrated textile industry, the government-sanctioned
Pradhan Mantri Mega Integrated Textile Region and Apparel (PM-MITRA) parks across
seven sites in 2022 to create world-class plug-and-play infrastructure and invite FDI into
the textile sector. World-class, standardised infrastructure will also aid textile exporters
in responding better to changing ESG requirements in the industry. To help with cost
competitiveness, the Government approved the continuation of the Scheme for Rebate of
State and Central Taxes and Levies (RoSCTL) for export of Apparel/Garments and Made-
ups up to 31 March 2026 in the interim Union Budget FY25%. Further, deep FTAs such
as the UAE-India CEPA (2022) have helped reduce India’s textile tariffs with a significant
market. India is actively working towards negotiating trade deals with top importers such
as the EU and the UK.

India’s textile sector has several tailwinds working in its favour. For instance, as per
McKinsey’s chief procurement officer survey, the share of procurement officers looking
to form long-term strategic partnerships (including volume commitments) has more than
doubled between 2019 and 2023.%¢ Further, more than 40 per cent of procurement officers
surveyed plan to increase their sourcing from India, Bangladesh, and Vietnam.

64 PIB press release of Ministry of Textiles dated 12 November 2024, https://tinyurl.com/4kf8sdnz.
65 PIB press release dated 1 February 2024, https://tinyurl.com/35faj878.
66 McKinsey article, ‘Reimagining the apparel value chain amid volatility’, https://tinyurl.com/2nhedse4.



98

Economic Survey 2024-25

While there are tailwinds which will support the growth of India’s textile exports, these
cannot be fully exploited without lowering the costs of the textile basket and deepening our
market share in the MMF sector. These objectives would require the industry to step up
its research efforts and vertically integrate and tailor products to international quality and
sustainability requirements.

Simplification, consolidation, and elimination of processes that consume the financial and
managerial bandwidth of our exporters is a low-hanging fruit. Addressing these challenges
can significantly reduce costs and ease the burden on exporters, helping them become more
efficient and competitive.

Diversification of India’s exports to new markets

3.30 As discussed in a Collection of Essays of the Department of Economic Affairs®’,
over time, India has added a large number of new products to its export basket. Between
1994 and 2022, India has not just carved out new markets but has become the market
leader in some of the new product categories. For instance, India is a top exporter
of shipping vessels (with nearly 33 per cent market share). Similarly, it is a leading
exporter of iron and steel alloys, an unexplored market before 1994.

3.31 Between April and November 2024, India's exports saw significant growth and
expansion into diverse markets despite high global challenges. The analysis depicts the
number of diverse markets, consisting of absolutely new markets where no exports
were observed between April and November 2023, but exports happened in the
corresponding period of FY25. It also includes new markets where export share was
0-0.1 per cent from April to November 2023 and rose to over 0.1 per cent with growth in
value greater than 25 per cent in the corresponding period of FY25. Further, promising
markets, where export share was 0.1-1 per cent in April to November 2023 and rose
to over 1 per cent with growth in value greater than 25 per cent in April to November
2024. The size of the dot reflects the value of exports. The analysis has been done based
on the data available for key Principal Commodities (PCs).

3.32 These 20 PCs were selected based on two criteria: firstly, the PCs were sorted in
descending order of the number of new markets explored, and secondly, the PCs had
an export value of more than USD 100 million. For instance, Chat I11.15 shows that
optical items had an export value of USD 16.6 million from April to November 2024
and were exported to 14 new markets (Zimbabwe, Vietnam, Tanzania, Uganda, Tunisia,
Romania, Qatar, Philippines, Mozambique, Kuwait, South Korea, Iraq, Ghana, Finland).
Similarly, the export of cranes, lifts and winches had a value of USD 23.1 million from
April to November 2024, which has been exported to 12 new markets (Taiwan, Somalia,
Portugal, Myanmar, Morocco, Madagascar, Lithuania, Jordan, Honduras, Cameroon,
Armenia). Further, office equipment & medical-scientific instruments have an export
value of USD 10.7 million (exported to 12 new markets) and USD 62.7 million (exported

67 Re-examining Narratives: A Collection of Essays, https://tinyurl.com/4rap2xpx.
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to 9 new markets), respectively. Surgicals has also been exported to nine new markets
with a total value of USD 5.4 million.

Chart II1.9: Number of new markets explored for key PCs
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3.33 These trends reflect India's ability to maintain and even strengthen its presence
in established markets. It also highlights the country’s resilience and adaptability in
navigating evolving global landscapes. Simultaneously, the exploration of new markets
signifies a proactive approach to expanding its export reach and reducing dependency on
any single market or region. This diversification strategy mitigates risks associated with
market fluctuations and positions India as a more competitive player in the international
trade landscape while contributing to the country's economic development.

Services trade remained resilient amidst global challenges

3.34 Services sector exports have demonstrated resilience, while merchandise exports
have witnessed moderation in recent months. They grew at 11.6 per cent in the first
nine months of FY25 amidst unfavourable geopolitical conditions. The rise in services
exports contributed to an increase in net services receipts from USD 120.1 billion in the
first nine months of FY24 to USD 131.3 billion during the corresponding period of FY25.
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Chart II1.10: Rise in net services receipts in the first nine months of FY25
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3.35 Services exports from India have shown a multi-sectoral presence in global
exports, with notable contributions across several sectors. India’s share in global
services exports has more than doubled, reaching around 4.3 per cent in 2023 from 1.9
per cent in 2005.%¢ In ‘Telecommunications, Computer, & Information Services’, India
commands 10.2 per cent of the global exports market (ranking 2nd largest exporter in
the world), reflecting its strong position in IT outsourcing, software development, and
digital services. The ‘Other Business Services sector’ also plays a crucial role, with India
holding 7.2 per cent of the world share (ranking 3rd largest exporter in the world),
driven by its expertise in professional and consulting services.%

3.36 ‘Travel’ and ‘Transport’ services represent areas where India holds a relatively
smaller share in global exports, at 2.1 per cent and 2.2 per cent, respectively, likely facing
competition from other worldwide tourism and logistics hubs. There are opportunities
for further growth, especially in enhancing international tourism infrastructure and
global transport networks. India’s financial services sector lags behind the global
average, highlighting the potential for growth in global banking, insurance, and
investment services. On the other hand, with a global share of 3.4 per cent in 'Personal,
Cultural, & Recreational' services and 3.5 per cent in 'Construction services,' India
ranks 6th and 8th, respectively, demonstrating its competitive edge in cultural exports
and international infrastructure projects.

3.37 India remains a global leader in IT and business services, but there is considerable
untapped potential in travel, transport, and financial services. As the country becomes
a hub for Global Capability Centres and continues to innovate, focusing on skill
development and strategic policy interventions will be key to sustaining this momentum.
Strengthening emerging sectors and improving global competitiveness will ensure

68 UNCTAD Stats, https://tinyurl.com/2s42av87.
69 Based on UNCTAD-WTO Stats.
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India remains a dominant player in the services sector in the times to come.
India’s e-commerce exports

3.38 The e-commerce industry in India has experienced swift expansion over the
past few years, driven by various elements such as the rise of technology-powered
advancements like online payments, localised delivery services, data-driven
interactions with customers, and digital marketing. According to a report, the global
B2C e-commerce market is expected to grow from USD 5.7 trillion in 2022 to USD 8.1
trillion by 2026 at a CAGR of 9.1 per cent. Correspondingly, India's B2C e-commerce
market was worth USD 83 billion in 2022, and it is anticipated to grow to USD 150
billion by 2026, showing a CAGR of 15.9 per cent.”” However, by current market size,
India’s e-commerce market makes up a small fraction, about 1.5 per cent of the global
market, and it is projected to stay around 2 per cent in the coming years. These exports
generated an estimated USD 4 to 5 billion in exports during FY23 and are expected to
increase to USD 200 to USD 300 billion by 2030.7 Box I11.4 discusses the factors and
policies that have played a key role in enhancing India’s e-commerce exports.

Box III. 4: Factors driving India’s e-commerce exports

Expanding data connectivity, increased penetration of smartphones, a rise in availability
and use of digital wallets and safer online payments, increased customers' income levels
and growing familiarity with digital shopping platforms have provided an impetus to
India’s e-commerce exports. Customers increasingly prefer customised products from
skilled artisans, and India can leverage its rich tradition of handcrafted items to meet this
demand. Additionally, exporters can increase their profits by reducing costs associated with
intermediaries like agents and shopkeepers, making e-commerce a lucrative option for
selling products.”

Government initiatives, such as Make in India and Aatmanirbhar Bharat, have enhanced
support and focus on MSMEs and e-commerce exports, thereby paving the way for more
domestic sellers going global. These initiatives have provided a conducive environment for
businesses to thrive and expand their reach. Recognising the relevance of e-commerce exports,
the Foreign Trade Policy (FTP) 2023 has laid down provisions for fostering cross-border
digital trade and promoting e-commerce and other emerging export channels. These include
the Niryat Bandhu scheme’3, financial assistance to e-commerce exporters under the Market
Access Initiative (MAI) scheme, export and packing credit’4, e-commerce exporthubs’,

70 ASSOCHAM and EY report, ‘Enabling e-commerce exports from India’, https://tinyurl.com/ye29x47m.
71 PIB press release of Ministry of Commerce and Industry dated 31 March 2023, https://tinyurl.com/ny9gpsh8e.

72 GTRI report dated March 2023, ‘Making e-commerce exports a Bigger Success Story than IT: A Blueprint for
Realising India’s E-Commerce Exports Potential’, https://gtri.co.in/gtriRep8.pdf.

73 Handholding and outreach programs, capacity building and skill development building to boost e-commerce
exports from the country.

74 Offering collateral-free, low-interest financing for both pre-and post-shipment stages to improve cash flow and
aid manufacturing costs, https://tinyurl.com/5cfwwxtx.

75 Through a Public Private Partnership (PPP) model, it aims to centralise facilities (storage, packaging, labelling,
certification, testing etc.) and infrastructure for cross-border e-commerce activities.
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Dak Niryat Kendra’®, and electronic Bank Realisation Certificate (e-BRC).”” Further, the
GST regime offers the benefit of zero-rated supplies’®, and e-commerce exporters are eligible
for GST refunds.”

In the recent past, various initiatives have been undertaken by state governments in
collaboration with e-commerce market players to boost exports. These have included
organising e-export Haat®° and signing a Memorandum of Understanding (MoU) with leading
e-commerce players to drive e-commerce exports, etc.’* The Uttar Pradesh government has
recently implemented measures to enhance packaging and export capabilities by leveraging
design, technology, and market access. The government is also planning to set up e-commerce
hubs to facilitate small producers to sell to aggregators.®2 The governmen t of Telangana has
announced a new MSME policy which, inter-alia, envisages an increase in e-commerce
penetration in MSMEs by encouraging the participation of sellers on the ONDC portal and
GeM portal.®s

The central government’s E-Commerce Export Hub (ECEH) initiative aims to revolutionise
India’s cross-border e-commerce. These hubs connect SMEs, artisans, and One District One
Product (ODOP) producers to global markets, boosting logistics efficiency and economic
inclusion in Tier 2 and Tier 3 cities. On the Government e-Marketplace (GeM), revised

pricing slabs now cap charges at X3 lakh for orders above %10 crore, significantly reducing
transaction costs. The Bharat Mart in Dubai provides Indian MSMEs affordable access to
the Gulf Cooperation Council, African, and CIS markets, enhancing exports to these regions.®

The e-commerce export ecosystem in India presents opportunities for growth alongside a
few challenges related to regulatory frameworks and compliance obligations. For example,
the roles of sellers and e-commerce platform operators are not yet clearly defined. This
requires collaboration between sellers and e-commerce operators at various stages of export
and payment processes. Presently, exports are facilitated through two primary modes,
courier and cargo, with a courier export value limit of USD 12,000 (%10 lakh), which is less
compared to other countries.®

76 Scheme for promoting e-commerce exports through postal route to work as a hub and spoke model in collaboration
with Foreign Post Offices to enhance e-commerce exports through postal route.

77 Pilot of enhanced electronic bank realisation certificate (e-BRC) system basis in which the exporters can self-
certify their e-BRC.

78 As per section 2(47) of the CGST Act, 2017, a supply is said to be exempt, when it attracts nil rate of duty or is
specifically exempted by a notification or kept out of the purview of tax (i.e., a non-GST supply).

79 This enables the exporter to claim a refund of tax paid on such supplies and a refund of unutilised input tax credit
under the Letter of Undertaking.

80 Amazon news, ‘WBICS, Amazon and FICCI join hands to promote e-commerce exports from West Bengal’,
https://tinyurl.com/4jsratx6.

81 Amazon news, Amazon signs an MoU with Government of Karnataka to drive e-commerce Exports for lakhs of
MSME:s in the state’, https://tinyurl.com/5afke7zs.

82 Indian Trade and Logistics news, ‘Flipkart opens new fulfilment centres in Unnao, Varanasi’, https://tinyurl.
com/37zs4h4qv.

83 Draft Export Strategy Framework of Telangana, https://tinyurl.com/ysf69a8z.
84 https://pib.gov.in/PressReleasePage.aspx?PRID=2079986.

85 In the case of China, the consignment limit for e-commerce exports is USD 50,000, https://content.dgft.gov.in/
Website/EcommExportHandbokMSME,_ E.pdf.
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Additionally, the absence of distinct customs supervision codes for traditional and
e-commerce exports leads to delays in customs verification, and hinders data collection for
further policy interventions.®

The RBI manages the Foreign Exchange Management Act (FEMA) of 1999, which requires
foreign exchange receipts within nine months of shipment. This timeline supports efficient
transactions but may pose challenges for e-commerce operators handling shipments
sold over 12 to 18 months. It opens the door to exploring more flexible reconciliation
timelines. The Export Data Processing and Monitoring System (EDPMS) aids in payment
reconciliation, with costs ranging from USD 18 to USD 36 (1,500-33,000). There is a need
for cost optimisation, particularly for small-value shipments. Additionally, reimporting
of e-commerce refunds/rejects is exempted from duty only when it can be proven that
the reimported goods, are the same as those exported, which is a cumbersome process.
Simplifying these further could improve operational efficiency.®”

India's e-commerce exports hold immense potential to grow significantly and become a key
contributor to the country’s GDP. Addressing some of the existing challenges can further
unlock opportunities for the sector to achieve its full potential and strengthen its position
among leading global e-commerce exporters.

EASE OF DOING BUSINESS INITIATIVES FOR EXPORTERS

3.39 Animportant area of focus is enhancing logistics efficiency to strengthen India’s
manufacturing and export capabilities. The development of logistics hubs, investments
in infrastructure, and policy reforms to improve supply chain efficiency are measures
in this direction. Such efforts aim to lower costs for Indian businesses, making exports
more competitive and enabling quicker, smoother movement of goods domestically
and internationally. This approach aligns with the government’s commitment to the
National Logistics Policy.

3.40 The paperless e-BRC system has reduced costs for 2.5 million e-BRCs annually
by over X125 crore, streamlined processes and helped exporters benefit from schemes
under the FTP. It has cut down both administrative and environmental expenses. Small
exporters, especially in e-commerce, have benefitted from the system’s efficiency in
handling high-volume, low-cost transactions, enabling them to claim benefits and
refunds more effectively.

3.41 Anew Directorate General of Foreign Trade (DGFT) ‘Trade Connect e-Platform’
has been launched which is a single window initiative enabling exporters to add newer
markets. The e-platform aims to transform the international trade landscape for
Indian exporters, especially MSMEs. The platform, developed in collaboration with
key partners, including the Ministry of MSME, EXIM Bank, Department of Financial
Services, and the Ministry of External Affairs, is set to address information asymmetry

by offering exporters comprehensive support and resources. It is a one-stop solution,

86 Ibid note 0.
87 Ibid note 7o0.
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providing exporters with near real-time access to critical trade-related information while
seamlessly connecting them to key government entities such as the Indian Missions
abroad, the DoC, Export Promotion Councils, and other trade experts. Whether a
seasoned exporter or a new entrant, the platform is designed to assist businesses at
every stage of their export journey. This e-platform shall connect more than 6 lakh
IEC (Importer Exporter Code) holders, over 180 Indian Mission officials, and over 600
Export Promotion Council Officials, besides the officials from DGFT, DoC, banks, etc.
3.42 The DGFT Trade Facilitation Mobile App provides all information on FTP
Updates, Import/Export Policy, Export/Import Statistics, the status of applications,
and 24x7 virtual assistance. The department also provides 24x7 auto-generation of
e-IEC. This enables users to not wait for any approval for an IEC. The IEC details are
automatically validated against CBDT, MCA, and PFMS systems.

BALANCE OF PAYMENTS: RESILIENCE AMID CHALLENGES

3.43 Against the backdrop of uncertainties in the external trade and investment
environment, India’s Balance of Payments (BoP) position has remained stable, led by
resilient services exports, benign crude oil prices, renewed foreign portfolio inflows,
and a revival in FDI flows. These trends are discussed in this Section.

Current account

3.44 India’s current account deficit (CAD) moderated slightly to 1.2 per cent of GDP in Q2
of FY25 against 1.3 per cent of the GDP recorded in Q2 of FY24. The recent rise in the CAD
can be attributed to an increase in the merchandise trade deficit, which rose to USD 75.3
billion in Q2 of FY25 from USD 64.5 billion in the corresponding quarter of the previous
year. The rising net services receipts and increase in private transfer receipts cushioned
the expansion in the merchandise trade deficit. Net service receipts increased to USD 44.5
billion in Q2 of FY25 from USD 39.9 billion in the corresponding quarter in FY24.

Chart III. 11: Trend in current account deficit
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Chart III. 12: Current account balance (CAB) as a per cent of GDP
(India vs select countries)
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3.45 India’sCADhasremainedrelatively contained compared toother G20 economies,
such as Brazil and Australia, which have faced similar external pressures, including
higher commodity prices and weaker global demand.

3.46 Private transfers, mainly driven by remittances by Indians employed overseas,
formed the bulk of net transfers, growing steadily from USD 28.1 billion in Q2 of FY24
to USD 31.9 billion in Q2 of FY25. This growth reflects the continued strength of India’s
diaspora and robust remittance inflows despite global economic uncertainties.

Capital and Financial Account

3.47 The Capital and Financial Account is a vital segment of the BoP, serving as the
primary mechanism for financing the CAD and strengthening foreign exchange reserves.
Over the period from Q1 of FY23 to Q2 of FY25, India has generally recorded surpluses
in the capital account, largely driven by robust inflows from FDI, FPI, and external
loans. These inflows have supported the country’s external position and contributed to
building foreign exchange reserves.
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Chart III.13: Quarterly trends in net capital inflows
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Source: RBI press release on developments in India’s Balance of Payments during the second quarter (July-
September) of 2024-25

3.48 The growth trajectory of capital inflows has shown signs of revival in recent
quarters. In Q2 of FY25, net capital inflows stood at USD 30.5 billion, a significant
increase from the USD 12.8 billion recorded during the same period in the previous
year. This rise can be primarily attributed to increased FPI inflows, external commercial
borrowings, and NRI deposits.

Performance of FDI flows

3.49 FDI recorded a revival in FY25, with gross FDI inflows®® increasing from USD
47.2 billion in the first eight months of FY24 to USD 55.6 billion in the same period of
FY25, a YoY growth of 17.9 per cent.

Chart IIl.14: Trends in gross FDI inflows
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88 Based on the FDI data released by the RBI.
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3.50 Over the long term, FDI inflows into India have surpassed the USD 1 trillion
mark from April 2000 to September 2024, solidifying the country’s position as a safe
and significant global investment destination. According to data from the Department
for Promotion of Industry and Internal Trade (DPIIT)®, the cumulative FDI inflows,
which include equity inflows, reinvested earnings, and other capital, reached USD
1,033.4 billion during this period.

3.51 From a sectoral perspective, the services sector® remains the largest recipient of
FDI, accounting for 19.1 per cent of total equity inflows in H1 of FY25. Other significant
sectors attracting foreign investments include computer software and hardware (14.1
per cent), trading (9.1 per cent), non-conventional energy (7 per cent), and cement &
gypsum products (6.1 per cent).®* Despite the short-term volatility in global markets,
triggered by factors such as inflationary pressures, rising interest rates in developed
economies, and geopolitical tensions, the long-term outlook for FDI in India remains
favourable. India’s robust economic fundamentals, ongoing structural reforms, and
growing consumer market position make it a key destination for foreign investments.

ChartIIl.15: Sectoral trends in FDI (H1 of FY25)-share in total FDI equity inflows
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89 DPIIT data on FDI flows, https://tinyurl.com/4hhws2cz.

90 The Services sector includes Financial, Banking, Insurance, Non-Financial / Business, Outsourcing, R&D,
Courier, and Tech. Testing and Analysis, Other.

91 Sector-wise data on FDI inflows is released by DPIIT. RBI gives data on repatriation/disinvestment of FDI flows
from India. 107
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3.52 FDI into India has recently been scrutinised due to concerns about declining
inflows. However, a broader analysis®? reveals that FDI flows globally have been
hampered by economic uncertainty, geopolitical tensions, and rising borrowing costs.
Even though gross FDI inflows to India have increased in the first eight months of FY25,
it has been accompanied by a rise in repatriations as international companies realised
returns from investments. Many multinational companies have capitalised on India's
strong stock market through secondary sales and Initial Public Offerings, indicating
investor confidence. In 2024, private equity-backed exits increased, supported by
India’s stable macroeconomic environment and investor-friendly policies. As per
Avendus Spark analysis based on DPIIT data, Private Equity and Venture Capital
exit from Indian stock markets stood at USD 19.5 billion from January to September
2024, higher than USD 18.3 billion in the corresponding period of the previous year.%
The depth and resilience of the Indian capital market offer profitable exits for direct
investors, boosting future investments.%*

3.53 India remains a strong destination for FDI, ranking high in greenfield project
announcements and international project finance deals. However, the country has to
pay heed to numbers. As per the data published by RBI, net FDI to India during the
first eight months of FY25 stood at USD 0.48 billion compared to USD 8.5 billion in
the corresponding period of FY24.% Similarly, for FY23, the figure stood at USD 19.8
billion. For FY24 as a whole, the net FDI was USD 10.1 billion. The last two financial
years have indeed seen much larger repatriation from India. The amounts were USD
29.3 billion and USD 44.5 billion, respectively, in FY23 and FY24. In the current year,
up to November, the repatriation amount is USD 39.6 billion. At this rate, the full-year
figure might exceed last year’s figure.

3.54 To a large extent, this is a success story as foreigners take profits. Second, much
of it was sold to portfolio investors. In other words, the large portfolio inflows in FY24
were the other side of the coin of large repatriation. At a gross level, FY23 and FY24
have seen a decline in gross FDI, including earnings retained in India. This has broken
the steadily rising trend seen since FY14. The period between FY13 and FY22 witnessed

92 “Behind India’s growth overlast 10 yrs—increase in repatriations, steady FDI inflows”. https://tinyurl.com/2tt3pxsf.

93 Avendus Spark Strategy-Macro Alert-Net FDI inflows fall to a record low in H1 of FY25, https://www.avendus.
com/india/reports.

94 https://www.ft.com/content/0575e216-8dae-4df6-bf50-312f78468e99.

95 Net FDI is calculated as follows: -
(1) FDI by foreigners: Foreign direct investment inflows+retained earnings-repatriation
(2) FDI by Indians: Indian investment overseas +retained earnings-repatriation
(3) The net FDI figure: (1)-(2)
(4) Then, there are Portfolio Investment flows: -
(5) Foreign Portfolio Investors’ net flows — Indians’ Portfolio Investment (Indians’ portfolio investment
overseas is small)
(6) Total Investment flows: (1)-(2) +(3)
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ultra-low interest rates and quantitative easing policies in the developed world. The
cost of funds was much lower. Interest rates in developed countries rose sharply in
2022 and 2023. The Federal Funds Rate topped 5 per cent. Other Asian countries such
as Thailand, Malaysia and Indonesia also witnessed declines in inward FDI in 2023,
according to UNCTAD.

3.55 However, India runs a CAD, and its investment needs are much larger considering
the size of its economy. Supplementing domestic savings with reasonably large foreign
savings expands the scope for capital formation. If, for various reasons, capital flows
are going to be problematic, it raises questions as to the level of sustainable CAD for
India. It may not be 2.5 per cent to 3 per cent as before, but it is much lower. It used to
be said that a country can run as large a CAD as the Rest of the World (RoW) is willing
to finance. If the RoW is unwilling or unable to do so for various reasons, then the size
of the CAD will have to be lower. Developed countries, too, are wooing investments, and
India is not competing with other emerging economies alone. So, India has two options.

3.56 One, we must pull out all the stops wooing FDI and making itself more attractive
for foreign investors. India has been doing so. For example, most sectors in the
country are open for foreign investors under the automatic route. The large amount
of repatriations, as witnessed in the data, also suggests that it is easy to transfer the
returns on investment made in India. However, there is room to improve tax certainty
and tax stability in matters such as APA (Advance Pricing Agreement). India has

simplified many of its laws, rules and regulations over the years leading to a regime

shift in terms of the ease of doing business compared to yester years. At the same time,
all statutory and regulatory authorities must bear in mind that international investors
benchmark countries cross-sectionally and not longitudinally. That will determine the
success of the government’s goal to make global companies produce in India for the
world, making India a part of the global supply chain.

3.57 The second option is to make the available and existing investments deliver
more. In other words, if the investment rate cannot be increased because of capital
constraints, then investment efficiency has to go up. Thatis where deregulation and ‘Ease
of Doing Business’ come into play. That is why the main theme of this Survey is about
deregulation. Therein lies the clue to improving India’s investment efficiency. Most
of the chapters peer into regulations and recommend deregulation. The deregulation
theme is explored in greater detail in Chapter 5.
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Performance of Portfolio flows

3.58 FPIs became net buyers in the Indian equity market starting in June 2024 after
being sellers in the first two months of FY25. This trend continued until September
2024, showcasing a clear preference for Indian equities as FPIs injected substantial
capital into the market over those months. However, this trend reversed in October
and the first half of November 2024, resulting in a net outflow of USD 11.5 billion
and 2.5 billion, respectively. Factors such as concerns about slowing earnings growth,
high valuations, rising geopolitical tensions, and recent developments in China% led
FPIs to withdraw significant funds from Indian equities. However, during the latter
half of November 2024, FPIs became more optimistic about the Indian stock market,
reversing the significant selling seen in October and early November 2024. This
positive trend in FPI inflows continued in December 2024, with net inflows amounting
to USD 3.1 billion in December 2024. Factors such as India’s strong macroeconomic
fundamentals, favourable business environment and robust economic growth have
encouraged investors to reverse the outflow trend. On a cumulative basis, the net FPI

inflows%” into India slowed to USD 10.6 billion from April to December 2024 from USD
31.7 billion during the same period the previous year. The volatility in portfolio flows
underscores the susceptibility of equity and bond markets to global developments.
However, the sound economic and corporate fundamentals in India underpin the long-
term attractiveness of the Indian equity market for foreign investors.

Chart II1.16: Trends in foreign portfolio investment flows
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96 These include the stimulus measures announced by the Chinese Government and the cheap valuation of Chinese

stocks.
97 Net FPI inflows is the sum of equity and debt inflows.
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3.59 The inclusion of Indian Government Bonds (IGB) in some global bond indices
this year has significantly supported debt inflows. Since the announcement of inclusion
in JP Morgan index in October 2023, there has been heightened activity in the FPI debt
segment with cumulative flows of X 1.1 lakh crore from October 2023 to June 2024.
Post effective date of inclusion, FPIs invested X 62,431 crore in the debt segment from
July to November 2024. Assets under custody, which reflects the total market value of
the holdings, shows that FPI’s cumulative investment in Fully Accessible Route (FAR)
securities crossed the USD 20 billion mark within nine months of the announcement
of their inclusion in the JP Morgan EM Bond Index. In FY25, as of 15 December 2024,
inclusion already resulted in a net inflow of more than USD 3 billion in Indian FAR
bonds, with assets under custody of India FAR bonds standing at USD 28 billion as of

15 December 2024.%

3.60 Since the investor sentiment/perception of the trajectory of Fed rates and the
interest rate differentials are the key drivers of FPI flows in India, it will be interesting
to analyse the trends in FPI debt flows and the yield differential between India and the
US. Chart I11.17 compares the FPI debt flows and the yield gap between India and US10
year yields, which shows that a widening yield differential in India's favour leads to
higher inflows (November 2023 to March 2024) and vice-versa. India’s strong growth
fundamentals and range-bound inflation also made it a preferred choice amongst
foreign investors despite the narrowing yield differentials seen from May to July 2024.

Chart II1.17: Net flows by FPIs into debt segment
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98 Based on the inputs received from the Securities and Exchange Board of India (SEBI).
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Chart II1.18: Trends in average monthly yield of 10Y G-sec
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3.61 Theincrease in demand for India’s G-Secs is also set to have a positive externality
in terms of lowering the borrowing costs for the government as the yields soften due
to heightened demand and limited supply dynamics. The preliminary impact of this
is already visible in the Indian 10Y G-Sec yields. The inclusion of Indian bonds in
global indices signals a growing appetite amongst foreign investors to include Indian
government securities in their investment portfolios, trust in India’s growth prospects,
and financial stability in the Indian markets.

Others

3.62 NRI deposits, external commercial borrowings (ECBs), and short-term trade credit
have contributed additional buffers to India’s capital account, though each component
exhibits varying degrees of stability. ECBs have shown an upward trajectory in recent
months, with net inflows rising to USD 9.2 billion from April to October 2025, up from
USD 2.8 billion in the corresponding period of the previous year, reflecting a greater
appetite for borrowing from foreign sources. Similarly, Non-Resident Indian (NRI)
deposits have also surged significantly, with net inflows increasing to USD 10.2 billion
during H1 of FY25, compared to USD 5.4 billion in the same period of the previous year.
This growth can be attributed to continued strong remittance inflows and a favourable
exchange rate environment, which incentivised NRIs to park their savings in India.

Foreign Exchange Reserves

3.63 India's foreign exchange reserves comprise foreign currency assets (FCA), gold,
special drawing rights (SDRs) and reserve tranche position (RTP) in the IMF. After
surpassing the USD 700 billion benchmark, India’s foreign exchange reserves moderated
to USD 640.3 billion as of the end of December 2024. The reserves are sufficient to
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cover approximately 90 per cent of India’s external debt of USD 711.8 billion as of
September 2024, reflecting a strong buffer against external vulnerabilities. As of 2024,
India has secured its place among the world's largest foreign exchange reserve-holding
countries, ranking 4th globally, following China, Japan, and Switzerland. Supported by
net positive capital inflows, India’s forex reserves witnessed a notable increase of USD
27.1 billion in 2024. FCA constituted the bulk of this increase, strengthening India’s

overall reserve position.

3.64 The import cover, a crucial indicator of external sector stability, stood at 10.9
months as of December 2024. This increase enhances India’s ability to weather external
shocks, with reserve adequacy significantly surpassing the IMF's recommended three-
month import cover for emerging economies.? The BoP surplus of USD 63.7 billion in
FY24, supplemented by a modest valuation gain of USD 4.3 billion, was the key driver
of this improvement. In H1 of FY25, forex reserves rose by USD 59.4 billion, driven by
a BoP surplus of USD 23.9 billion and a valuation gain of USD 35.5 billion.

Chart I11.19: Movements in foreign exchange reserves
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3.65 A global rise in uncertainty has led to fluctuations in the composition of
foreignexchange reserves. CY24 saw gold bullion holdings nearing their highest level
since World War II, which was largely driven by an accumulation of gold by emerging
market central banks.'*° As per the IMF, steady changes are underway in the global
reserve system, including a gradual movement away from dollar dominance and a

rising role of non-traditional currencies.'**

99 IMF survey: Assessing the need for Foreign Currency Reserves, https://tinyurl.com/3knsbsse.

100 IMF, Dollar Dominance in the International Reserve System: An Update 2024, https://tinyurl.com/26dn5sxr.

101 Ibid note 100.
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Exchange Rate

3.66 The value of the Indian Rupee (INR) is market-determined, with no target or
specific level or band. Various domestic and global factors influence the exchange rate
of the INR, such as the movement of the Dollar Index, trends in capital flows, level of
interest rates, movement in crude prices, current account deficit, etc. In the first nine
months of FY25 (up to 6 January 2025), the INR depreciated a modest 2.9 per cent,
performing better than currencies such as the Canadian Dollar, South Korean Won
and the Brazilian Real, which depreciated by 5.4 per cent, 8.2 per cent and 17.4 per
cent, respectively, during the same period. One of the primary factors behind the rupee
depreciation during 2024 has been the broad-based strengthening of the USD amidst
geopolitical tensions in the Middle East and uncertainty surrounding the US election.

Chart II1.20: Changes in the bilateral exchange rates of the major countries

against USD from April to December 2024
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Note: The euro (€) is the official currency of 20 out of 27 EU member countries constituting the Eurozone,
officially called the euro area.

To determine currency appreciation or depreciation, the representative exchange rates of major countries are
expressed in currency units per U.S. dollar. Exceptions, marked with (1), are presented as U.S. dollars per
currency unit.
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Chart II1.21: Trend in REER and NEER
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3.67 After adopting the floating exchange rate regime, Effective exchange rates have
become a prominent measure of external competitiveness of an economy’s tradable
sector relative to the foreign tradable sector. The Nominal Effective Exchange Rate
(NEER) for the INR remained stable in the 90-92 range from April to November
2024, indicating relative stability in the currency amidst external uncertainties. The
Real Effective Exchange Rate (REER), which reflects the real purchasing power of
the currency, steadily appreciated from 103.2 in April 2024 to 107.2 in December

2024.

External debt position

3.68 India’s external debt has remained stable over the past few years. A stable external
debt position has helped maintain external sector stability, significantly when the rest
of the world is affected by geopolitical headwinds. The external debt to GDP ratio rose
slightly from 18.8 per cent of the GDP at the end of June 2024 to 19.4 per cent at the end
of September 2024. The share of short-term debt (with original maturity of up to one
year) in total external debt decreased to 18.8 per cent at the end of September 2024 from
19.4 per cent at the end of June 2024. Similarly, its ratio to foreign exchange reserves
decreased to 18.9 per cent at the end of September 2024 from 20.3 per cent at the end
of June 2024. Across currencies, the external debt remained primarily denominated in
the US Dollar (53.4 per cent), followed by the INR (31.2 per cent), SDR (5 per cent), and
the Euro (3 per cent).

115



116

Economic Survey 2024-25

Chart II1.22: India’s stable external debt position
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OUTLOOK

3.69 India’s external sector has performed well amidst unfavourable geopolitical
conditions. On the current account front, though merchandise exports have displayed
moderate growth owing to a slowdown in external demand, merchandise imports
have shown remarkable growth supported by strong domestic demand. Increased net
services receipts and growing remittances have cushioned the rise in the merchandise
trade deficit. On the capital front, the economy has been witnessing net positive capital
inflows. Gross FDI inflows have shown a higher growth in the first eight months of
FY25 compared to the corresponding period of the previous year. However, a surge in
repatriation has reined in the expansion in net FDI. FPI inflows have shown volatility
in the first nine months of FY25, showing mixed trends.

3.70 Global trade dynamics have changed significantly in recent years, shifting from
globalisation to rising trade protectionism, accompanied by increased uncertainty. This
calls for a new strategic trade roadmap for India. To remain competitive and enhance
its participation in global supply chains, India must continue reducing trade costs and
improving facilitation to boost export competitiveness. Much remains to be done to
enhance trade competitiveness. The good news is that doing so is entirely in our hands.
On its part, the industry must continue to invest in quality.

3.71 Thestate produces governance, and the private sector produces goods and services.
If both these actors focus on quality and efficiency, then despite the trade tensions and
protectionism that are likely to come in the way of expanding global trade, India can
increase its share in overseas markets and generate resources to sustain a higher level
of capital formation. Then, it will be possible for us not just to dream of but actually
realise higher economic growth rates on a sustained basis.

KKK XK*



PRICES AND INFLATION:
UNDERSTANDING THE 04
DYNAMICS

In gauging the health of the global economy, understanding the trends in
inflation is essential. While global inflation peaked in 2022 due to supply chain
disruptions and geopolitical tensions, it has declined since then, aided by policy
measures. In India, retail inflation eased in FY25 due to timely interventions by
the government and the Reserve Bank of India. Core inflation reached its lowest
point in a decade, while food inflation was affected by supply chain disruptions
and adverse weather conditions.

Onion and tomato prices are affected by the decline in production, partly due
to extreme weather conditions and monsoon-induced supply chain disruptions.
On pulses, despite being a major producer, India faces a gap in demand and
supply. The government has undertaken several measures to rein in the prices
of vegetables like onion and tomato which included procurement and buffer
stocking of onion under price stabilisation fund and subsidised sale of onion and
tomato. Also, many administrative measures have been taken-up to address the
price pressures in pulses such as subsidised retail sale, stock limits and easing

imports.

Estimates suggest that India's retail price inflation will align progressively with
the target. Global commodity prices are expected to decline, potentially easing
core and food inflation. Long-term price stability could be achieved by robust
data systems for monitoring prices, developing climate-resilient crops, reducing
crop damage and post-harvest losses.
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INTRODUCTION

4.1. In the ever-evolving landscape of global economics, understanding the dynamics
of inflation is crucial. The persistent inflationary pressures pose several challenges for
policymakers and the general public. On the global front, central banks are cautiously
unwinding their restrictive policies to balance inflation control with economic recovery.
In India, the various government initiatives and monetary policy reviews are helping to
keep inflationary pressure at check.

4.2. Global inflation peaked at 8.7 per cent in 2022, driven by supply chain disruptions
and geopolitical tensions, to 5.7 per cent in 2024'. In India, retail inflation moderated
from 5.4 per cent in FY24 to 4.9 per cent in FY25 (April-December) despite challenging
food price dynamics. Food items constitute about two-fifths of the consumer price index
in India. Hence, the Consumer Food Price Index (CFPI) is a significant determinant of
retail inflation. In recent years, food inflation has been a major contributor to headline
inflation. However, an increase in prices is not widespread across all food categories. It
is primarily driven by a few items.

4.3. Given this context, the chapter is organised into four sections. Section 2 analyse the
global inflation, while Section 3 examines the domestic inflation trends and discusses
the proximate factors affecting inflation dynamics. The chapter concludes with a set
of recommendations in Section 4. The idea behind this presentation plan is to give
an overview about inflation dynamics to policymakers and stakeholders to help them
navigate the complexities of managing inflation.

GLOBAL INFLATION
Global resilience amid synchronised monetary policy tightening

4.4. Despite the sharp and synchronised tightening of monetary policy across countries,
the global economy has demonstrated an unusual level of resilience in output growth
throughout the disinflationary process. This resilience is reflected in the steady decline
of the headline inflation rate in most countries during FY24 and the current year. The
concerted efforts by central banks to curb inflation through increased interest rates
and other policy measures have yielded positive outcomes, resulting in a significant
reduction in inflationary pressures.

1 International Monetary Fund (2025, January) World Economic Outlook Update-Global growth: Divergent and
Uncertain. Washington, DC. (https://tinyurl.com/29ussy2x)
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Decline in core inflation

4.5. In alignment with the downward trend in headline inflation, core inflation, which
excludes volatile food and energy prices has also decreased in most countries. The

decline can be predominantly attributed to a moderation in international commodity
prices. This trend highlights the effectiveness of policy interventions in stabilising

prices across various sectors.

Chart IV.2: Core inflation also moderates
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Global food inflation eases with divergence in a few EMEs

4.6. Global food inflation is on a downward trend, aligning with the patterns observed
in both headline and core inflation. Improving global supply conditions due to solid
harvests and favourable growing conditions contributed to the softening of food
prices?. However, some emerging economies, such as Brazil, India, and China have a
contrasting pattern.

Chart IV.3a: Global food inflation Chart IV.3b: Diverging trend
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DOMESTIC INFLATION

Softening core inflation cools headline inflation

4.7. India's headline inflation, measured by the Consumer Price Index (CPI), has
moderated in FY25 (April-December) compared to FY24. This decline is primarily
due to a significant decrease in core inflation, which dropped by 0.9 percentage points
between FY24 and FY25 (April-December). The sharp decline in core inflation was
largely driven by core services inflation, which was lower than core goods inflation.
A decrease in fuel price inflation has also contributed to the moderation in headline
inflation, alleviating pressure on household budgets. In general, the decline in retail
inflation can be attributed to a reduction in input prices, as reflected in wholesale price
inflation, which was in the deflationary zone (-0.7 per cent) in FY24 and remained low
in FY25 (April-December).

2 Commodity Markets Outlook, World Bank (2024, October) (https://tinyurl.com/dyduhogtu).
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Chart IV.4: Headline and core inflation under control
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Food Inflation is majorly driven by very few food items

4.8. Over the past two years, India's food inflation rate has remained firm, diverging
from global trends of stable or declining food inflation. This can be attributed to factors
such as supply chain disruptions exacerbated by extreme weather events and reduced

harvest of some food items.

4.9. Food inflation, measured by the CFPI, faced pressures in FY25 (April-December),
primarily driven by a few food items such as vegetables and pulses. Vegetables and pulses
together holds a total weightage of 8.42 per cent in CPI basket. However, their contribution
to the overall inflation stood at 32.3 per cent in FY25 (April to December). When these
items are excluded, the average food inflation rate for FY25 (April-December) was 4.3
per cent, which is 4.1 per cent lower than the overall food inflation. Similarly, the average
headline inflation would be 3.2 per cent when the vegetables and pulses inflation rate
were excluded, 1.7 per cent lower than the actual headline inflation.

Chart IV.5: Food inflation driven by vegetables and pulses
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Chart IV.6a: Increased peaks in
retail prices of tomato signaling high
volatility in 2024

Chart IV.6b: Retail prices of onion
remain elevated in 2024
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4.10. Uneven monsoon-induced supply disruptions in certain regions caused price
pressures, mainly in tomatoes and onions, contributing to higher inflation rates in
vegetables and overall food inflation. When we exclude the three most price-sensitive
vegetables (tomato, onion and potato (TOP)) from the CPI basket, the average food
inflation rate in FY25 (April-December) was 6.5 per cent, which is 1.9 per cent lower
than the current food inflation. Similarly, average headline inflation is 4.2 per cent when
excluding TOP, which is 0.7 per cent lower than the current headline inflation. Given
that tomato and onion prices have been drivers of food inflation, and consequently
headline inflation in recent months, the next section will explore the causes of price

pressure in these vegetables.

Chart IV.7: Headline and food inflation driven by few food items
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Extreme weather conditions impact vegetable production and prices

4.11 Vegetables are more susceptible to uneven weather compared to food grains, as
highlighted by various studies. Extreme weather events such as cyclones, heavy rains,
floods, thunderstorms, hailstorms, and droughts impact vegetable prices. Further,
evidence indicates that inflationary pressure in horticultural commodities in 2023-
24 was driven by unseasonal rainfall during the pre-monsoon season, which damaged
crops in major horticulture-producing states3. The coexistence of good areas sown
coupled with greater price volatility suggests that extreme weather events significantly
impact production and supply chains, thereby affecting retail prices.

4.12. The data accessed from the India Meteorological Department (IMD), Ministry
of Earth Sciences indicates a notable increase in the frequency of extreme weather
conditions, particularly heatwaves. On an average, during 2022-2024, India experienced
heatwaves on 18 per cent of days compared to 5 per cent of days in 2020 and 2021.

Chart IV.8: Heatwaves increased Chart IV.9: Rise in crop area damaged

in last three years due to weather conditions
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dashboard by CSE DTE Data#.

4.13. Data published by the Centre for Science and Environment (CSE) and Down to
Earth (DTE)>¢ finds that the total crop area damaged in 2024 was higher compared to
the last two years due to extreme weather events.

3 Raya, D,. & Roy, R. (2023). Unseasonal Rainfall and Price Rise in Horticulture Crops. Climate-roofing
Agriculture. Agri-Food Trends and Analytics Bulletin Vol 3. Issue-1. (https://tinyurl.com/yyr8fzek)

4 Data sourced from the Disaster Management Division Union Ministry of Home Affairs, India Meteorological
Department and media reports

5 Centre for Science and Environment and Down to Earth. (2024). Climate India 2024: An assessment of extreme
weather events. November. https://tinyurl.com/2r5r85dw.

6 CSE/DTE tracks each day’s report from the IMD website and maps out the events by state and Union Territory
(UT) and event type.
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4.14. The increasing frequency of extreme weather events—specifically uneven and
unseasonal rainfall and heat waves - impacts vegetable production, thereby increasing
prices. These adverse weather conditions also present significant challenges to storage
and transportation, resulting in temporary disruptions to the supply chain and causing
an increase in vegetable prices. This phenomenon is also corroborated by a positive
correlation between the frequency of extreme weather events occurring within a given
month and the vegetable inflation rates observed in the subsequent months, with
notable effects evident for up to three months following such events.

Chart IV.10: Higher frequency of extreme weather events driving

inflation in subsequent months during April 2020-Dec 2024
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4.15. Furthermore, the fall in onion and tomato production in the last two years can
be partially explained by higher extreme weather events in major producing states
compared to other regions.
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Chart IV.11: Major tomato and onion producing states experienced

more heatwaves in 2024
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Source: IMD, Ministry of Earth Sciences
Note: (i) T denotes the major tomato-producing state, and O denotes the major onion-producing state
(ii) To arrive at state-wise heatwaves data, the relevant subdivisions for each state were added.

Trends in onion and tomato production and prices

4.16. The inflationary pressures in onion remained firm in FY24 and the current year,
despite prompt measures by the government to contain prices due to constrained
supply resulting from reduced production. Onions are grown in both the Kharif
and Rabi seasons, with around 70 per cent of production occurring during the Rabi
season’. Fresh onions generally last about 2-3 months when stored in a cool, dry, and
well-ventilated place, with their shelf life further extendable under a dehumidified
environment. Thus, onions produced in one year - specifically Rabi onions harvested
from March onwards are typically available for consumption in the following year,
influencing inflation dynamics in that year.The lower production in 2022-23 and
2023-24 has consequently led to inflationary pressures in onions for FY24 and FY25
(April-December)(Chart IV.6b).

7 Ministry of Consumer Affairs, Food & Public Distribution (2024, July 5). Kharif sowing area for onion set
to be 27% higher than last year; 30% sowing completed in Karnataka [PIB Release]. (https://pib.gov.in/
PressReleseDetailm.aspx?PRID=2031043&reg=3&lang=1)
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Chart IV.12: Trends in onion production across regions
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4.17. The price pressures in tomatoes remained intermittently high since FY23 due to
constrained supply (Chart IV.6a). This occurred despite earnest efforts by the government
to improve supply conditions in deficient regions by procuring from producing regions.
The inflation dynamics of tomatoes are influenced by multiple factors. Unlike onions,
tomatoes have short crop cycles and are highly perishable, creating challenges in storage
and transportation and leading to supply shortages and price spikes. Fresh tomatoes have
a shelf life of only about 1-2 weeks when stored properly. Tomato production is mainly
concentrated in states such as Madhya Pradesh, Andhra Pradesh, Karnataka, Gujarat and
Odisha. This regional concentration makes the supply chain vulnerable to disruptions in
any of these areas. Similar to onions, a major portion of tomato production - more than
65 per cent® - occurs in the Rabi season.
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Roy, R, et al. (2024). Vegetables Inflation in India: A Study of Tomato, Onion and Potato (TOP). Department
of Economic and Policy Research, RBI Working Paper Series No. 08. (https://www.rbi.org.in/Scripts/
PublicationsView.aspx?id=22723)
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Consumption and seasonality in production of onion and tomato

4.18. Analysis of production and consumption trends over the past three years shows
that domestic household consumption is lower than production for both tomatoes and
onions. Horticultural Statistics at Glance 20219, indicates that approximately 15 per
cent of production is used for bulk consumption in hotels, marriages etc. Even while
treating this as a net additionality to household consumption, the production is still
higher. Therefore, it turns out that price pressures are not fundamentally due to a
shortfall in production but to post-harvest losses, seasonal production, and regional
dispersion in production. Also, onion exports averaged more than 6 per cent of domestic
production during FY20 to FY24.
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Source: Horticulture Statistics Unit, Economics, Statistics & Evaluation Division, M/o A&FW, HCS, 2022-23,
MoSPI, Population Projections for India and States 2011 — 2036, Ministry of Health & Family Welfare
Note: Annual Household Consumption is calculated from the Report of HCS, 2022-23 of MoSPI

4.19. For instance, tomato prices typically rise from July to September, the lean
production season coinciding with the monsoon, adding to challenges related to
distribution and increased transit losses. Onion prices tend to increase from October
to December, representing a lean season for onion production. India's status as the
major producer and consumer of onion and tomato significantly limits the potential to
import during times of seasonal supply and demand imbalances. Given that India and
China contribute about half of the total production of onion'°, the import options for
India during periods of demand-supply imbalances are quite limited. The next eight
major producing countries only contribute around 18 per cent of the production. Also,
the highly perishable nature of tomatoes restricts import options from neighbouring
countries, which are not significant producers of tomatoes. Consequently, India faces
challenges in importing these essential commodities.

9 Horticultural Statistics at Glance, 2021, Horticulture Statistics Division Department of Agriculture & Farmers
Welfare, Ministry of Agriculture & Farmers Welfare

10 Food and Agricuture Organisation of United Nations. (2023). FAOSTAT statistical database. Rome:FAO.
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Table IV.1: Onion and tomato crop calendar

Vegetable | Share in Season Transplanting Harvesting
Production Period
Kharif Jul-Aug Oct-Dec
. 30% ;
Onion Late Kharif | Oct-Nov Jan-Mar
70% Rabi Dec-Jan End of Mar to May
33% Kharif May-Jul Jul- Sept
Tomato ;

67% Rabi Oct-Nov, Jan-Feb | Dec-Jun

Source: PIB releases, Ministry of Consumer Affairs, Food & Public Distribution™

Trends in production and inflation rate of tur

4.20. In addition to tomato and onion, tur dal also contibuted to food inflation in India.
The deficient production of tur in 2022-23 and 2023-24 has indeed led to high price
pressures in tur dal during FY24 and FY25 (April-December), despite various measures
by the government to shore up the supply in consuming regions. Production declined
by 13.6 per cent in 2022-23 and 10.8 per cent in 2023-24 compared to the last 5-year
average, affecting the supply. Over the past decade, there has been a strong negative
correlation (-0.8) between the annual inflation rate and the 1-year lagged production,
indicating that lower production in one year typically results in higher inflation in the
following year. As a major Kharif pulse, tur is harvested from November to January,
with its price impact mainly observed in the subsequent financial year.

Chart IV.15: Trends in tur production and inflation
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11 https://pib.gov.in/PressReleasePage.aspx?PRID=2074016.
https://pib.gov.in/PressReleseDetailm.aspx?PRID=2031043&reg=3&lang=1
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4.21. Despite these challenges, the government is actively working to ensure an
adequate supply of tur dal to consumers. To ensure that the produced quantity reaches
the market and to prevent stockpiling, the government is taking proactive measures
by periodically imposing stock limits for tur, and active monitoring through the stock
disclosure portal. Further, to meet the demand for tur, the country imported 7.7 lakh
tonnes of tur in FY24, mainly from Mozambique, Tanzania, Malawi, and Myanmar.

Box IV.1: Administrative measures to control food inflation

Food items Measures undertaken

« Stock limits on wheat from 24 June 2024 to 31 March 2025.
Cereals » Open Market Sale Scheme: Offloaded wheat and rice from the central pool
« Sale of wheat flour and rice under Bharat brand

 Sale of chana dal, moong dal and masur dal under Bharat brand

« Stock limits on tur and desi chana from 21 June 2024 to 30 September
2024

« Allowed duty-free import of desi chana, tur, urad and masur until 31
March 2025.

« Allowed duty free import of yellow peas until 20 February 2025.

Pulses

» Buffer Stock of Onion: A total of 4.7 lakh MT of rabi onion has been
procured under Price Stabilisation Fund.

Vegetables |* 20 per cent export duty on onion since 13 September 2024.
 Subsidised sale of onion at ¥35 per kg from September -December 2024.
« Subsidised sale of Tomato at 65 per kg in October 2024

Source: Various PIB releases

OUTLOOK AND WAY FORWARD

4.22. The RBI and the IMF have projected that India's consumer price inflation will
progressively align towards the inflation target in FY26. In the December 2024 RBI’s
Monetary Policy Committee report revised its inflation projection from 4.5 per cent to
4.8 per cent in FY25. Assuming a normal monsoon and no further external or policy
shocks, the RBI expects headline inflation to be 4.2 per cent in FY26. IMF has projected
an inflation rate of 4.4 per cent in FY25 and 4.1 per cent in FY26 for India.

4.23. As per World Bank’s Commodity Markets Outlook®?, October 2024, commodity
prices are expected to decrease by 5.1 per cent in 2025 and 1.7 per cent in 2026. The
projected declines are led by oil prices but tempered by price increases for natural gas
and a stable outlook for metals and agricultural raw materials. Among precious metals,
gold prices are expected to decrease while silver prices are expected to increase. Prices
for metals and minerals are expected to decline, primarily due to a decrease in iron ore

12 Commodity Markets Outlook, World Bank, October 2024, (https://tinyurl.com/dyduhgtu)

129



130

Economic Survey 2024-25

and zinc prices. In general, the downward trend movement in the prices of commodities
imported by India is a positive for the domestic inflation outlook.

Chart IV.16: Commodity prices to soften in the next two years
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4.24. A normal southwest monsoon in 2024 has improved the water levels in
reservoirs, ensuring sufficient water for irrigation during the rabi crop production. As
per the first advanced estimates of agricultural production for 2024-25, Kharif food
grain production is expected to increase by 5.7 per cent. The production of rice and tur,
the most important Kharif food grains, is expected to increase by 5.9 per cent and 2.5 per
cent, respectively, as compared to 2023-24. This could lead to softening of food inflation
pressures over the course of the year. However, rising international vegetable oil prices
may pose an upside risk to food inflation. The government has focused on controlling
food inflation through various supply side measures, which include strengthening the
buffer stock of essential food items and periodic open market releases, subsidised retail
sale of essential food items in specified outlets, easing imports of the essential food
items through rationalisation of duties, prevention of hoarding through imposition/
revision and monitoring of stock limits. The budget 2024-25 has envisaged measures like
large-scale clusters for vegetable production, promotion of farmer-prodcuer
organisations, cooperatives and start-ups for vegetable supply chains and measures for
achieving self-sufficiecny in pulses and oilseeds.

4.25. The following options may be worth considering from the perspective of ensuring
long-term price stability.

» India faces a persistent deficit in the production of pulses and oilseeds, along with
frequent fluctuations in tomato and onion production, leading to price pressures. To
address this, focused research is needed to develop climate-resilient crop varieties,
enhancing yield and reducing crop damage. Efforts to expand the area under pulses
in rice-fallow regions are likely to help.
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» Promoting extension activities is crucial. Farmers should receive training on best
practices, the use of high-yield and disease-resistant seed varieties, and targeted
interventions to improve agricultural practices in the major growing regions for
pulses, tomatoes, and onions.

» Implementing robust data collection and analysis systems to monitor prices, stocks,
and storage and processing facilities is essential in various tiers of government. This
data should be used to identify areas for improvement and make informed policy
decisions. High-frequency price monitoring data for essential food items collected
by various agencies within the country may be linked to quantify and monitor price
build-up at each stage from the farm gate to the final consumer.
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