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• Budget likely to keep GFD/GDP ratio in 6-6.5% range

• Expanded NREGP, Bharat Nirman likely to sustain stimulus to rural economy

• Infrastructure investments may get a boost through annuity-based schemes,
funding of SPVs for financing equity component

• We expect tax cuts to stay, but disinvestment of Rs200 bn can help check deficits

Gross Fiscal Deficit (GFD) likely at 6-6.5% of GDP for FY2010E

We believe the Union budget for FY2010 is likely to peg GFD/GDP ratio in the range of 6-
6.5%. Since the budget-making exercise is still at a nascent stage, a clear idea of the fiscal
gap is yet to emerge. We believe the government is likely to strive to keep GFD/GDP ratio
in 6.0-6.5% band as higher than 6.5% on-budget deficit for the centre could (a) make the
path of future fiscal consolidation that much more difficult and (b) be a negative with the
financial markets, especially foreign investors and rating agencies. At the same time, a
deficit lower than 6% of GDP is seen as hampering growth revival and coming in the way
of government spending on rural safety nets.

• GFD/GDP ratio below 6% appears improbable as the UPA government is committed to
push its mandate for inclusive growth agenda further by expanding National Rural
Employment Guarantee Program (NREGP) and Bharat Nirman Yojana

• A 6-6.5% GFD/GDP is considered possible even with expanded coverage of NREGP
with the carry-over of unused allocations from last year’s budget

• A GFD/GDP exceeding 6.5% is seen as risking future consolidation and GOI is keen to
find ways for additional resource mobilization, including disinvestment, to check the
deficit from spinning out of control. A 7% GFD/GDP ratio is seen as potentially
triggering negative reactions from important stakeholders in a globalized economy.

Combined deficit seen at about 10% of GDP

We believe it may be possible to contain the combined deficit of the Centre (including off-
budget) and States to 10% of GDP as off-budget deficit could be restrained to about
0.5% of GDP with subsidies reforms. State governments’ deficit, with some prudence,
could be contained at about 3% of GDP in FY2010E. We understand that officials
consider this wide fiscal gap a legitimate counter-cyclical policy that is being adopted by
several countries across the globe. In our assessment, fiscal deficits in India should start
correcting from FY2010E at a moderate pace (see Exhibit).
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Subsidies reforms may be difficult

There appears to be is serious consideration of subsidies reforms, but political constraints
may still hamper progress therein. While substantive suggestions for reforms aimed at
capping GOI’s subsidy bill have been mooted, whether or not these get reflected in the
forthcoming budget is a political call for policy makers. The proposals under consideration
could possibly include:

· Capping fertilizer subsidies by capping the amount and fixing subsidy per kg of
nutrients

· Deregulating prices of petrol and diesel, while retaining price controls on kerosene and
LPG with modest price adjustments

· Making provisions for higher food subsidy bill while aiming at reasonable procurement
policy

Boost to infrastructure may be key driver for the markets

The boost to infrastructure investments may be the key driver for the markets in the
forthcoming budget. While a public policy debate remains, experts recognize that road
projects have come to a standstill as they are not attracting sufficient interests from private
sector under the existing scheme. We expect the budget to consider the following:

· Road projects on annuity-based BOT schemes rather than toll-based BOT schemes up to
a certain amount.

· Support for the equity component of infrastructure investments by funding SPVs for the
purpose  through budgetary and extra-budgetary resources

· Part guarantee of debt for major infrastructure projects

The extent of contingent liabilities which may be borne may still limit the initiative on the
above lines.

Near consensus that monetary policy easing may have run its course

The boost for infrastructure investment could turn out to be major growth driver,
nevertheless, there is growing recognition in policy circles that options for further
monetary policy easing have dried up. Though voices for yet another rate cut one persist,
they are feebler than before. Our understanding is that many policymakers and influential
economists now believe that further rate cuts are not necessary, nor can banks be forced
to lend. They expect credit off-take to pick up only at the point where industry feels
comfortable investing.

New fiscal stimulus may be limited to inclusive growth

Our view is that the government will limit itself to the three fiscal stimulus packages
already undertaken. Apart from infrastructure investment initiatives which are likely to
have limited immediate implications for current year deficit, the stimulus in the
forthcoming budget may be limited to increased allocations for inclusive growth agenda.
This would cover the NREGP, Bharat Nirman as well as some enhanced spending for urban
poor. Spending on NREGP would go up because of added coverage as well as enhanced
wage rates.
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Exhibit : Fiscal deficit likely to correct at a moderate pace
GFD/GDP ratios in India, March fiscal year-ends, 2007-2010E (%)

2006A 2007A 2008A 2009RE 2009E 2010BE 2010E 2011E
Centre 4.1              3.4                 2.7                 7.8                 8.2                 5.5                 6.9                 6.9                 
on-budget 4.1              3.4                 2.7                 6.0                 6.2                 5.5                 6.4                 5.8                 
off-budget NA NA NA 1.8                 2.0                 NA 0.5                 1.1                 
State 2.5 1.9                 2.3                 2.7                 2.7                 NA 3.1                 2.6                 
Total 6.6             5.3                5.0                10.5              10.9              NA 10.0              9.5                

Note: (1) Centre's on-budget deficit for FY2009 is expected to rise from 6.0% RE in the interim budget
          (2) off-budget liabilities were sizeable even before FY2009, though in absence of clear accounting it is difficult to crystallize them.

Source: Ministry of Finance, RBI, Kotak Institutional Equities estimates

Tax cuts may not be rolled-back yet

A section of the experts believe that tax cuts have gone too deep while many suggest that
GOI should not be in a hurry to roll-back tax cuts this year for the fear that it may nip in
the bud any nascent recovery. They see the CENVAT and services tax reductions to have
contributed to promote growth and keep inflation low in spite of 20% plus depreciation
of the rupee. However, they remain worried that if GST doesn’t get introduced next year
and tax cuts remain it may find it difficult to contain fiscal deficits in FY2011. In our view,
GST is unlikely to be introduced in April 2010 as it involves a difficult process of
converging several rates, computerizing CENVAT and services tax information and a
constitutional amendment to alter tax powers for both centre and states.

In our view, the removal of Fringe Benefit Tax (FBT) may  be considered as the revenue
from the tax is disproportionately small to costs associated with collection that are borne
by firms as well the government. Changing the Securities Transaction Tax (STT) or the
capital gains tax may prove to be more difficult, but could be considered as well.

Disinvestment target of over Rs200 bn may be difficult

Our understanding is that the GOI is determined to push disinvestments to keep the fiscal
equation under control. However, we believe that larger than Rs200 bn disinvestment
target for FY2010 maybe impractical given its commitment for small-ticket stake sale,
largely through the strategic investor route. We expect the budget to spell-out a medium-
term agenda on disinvestment, perhaps targeting disinvestment close to Rs1 tn over the
entire five-year term of the government. A medium-term strategy on tax policies may also
be considered with a view to bring about fiscal consolidation from FY2011 onwards.
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Kotak Institutional Equities Research coverage universe
Distribution of ratings/investment banking relationships

Source: Kotak Institutional Equities As of March 31, 2009

* The above categories are defined as follows: Buy = We 
expect this stock to outperform the BSE Sensex by 10% 
over the next 12 months; Add = We expect this stock to 
outperform the BSE Sensex by 0-10% over the next 12 
months; Reduce = We expect this stock to underperform 
the BSE Sensex by 0-10% over the next 12 months; Sell = 
We expect this stock to underperform the BSE Sensex by 
more then 10% over the next 12 months. These ratings are 
used illustratively to comply with applicable regulations. As 
of 31/03/2009 Kotak Institutional Equities Investment 
Research had investment ratings on 146 equity securities.

Percentage of companies covered by Kotak Institutional 
Equities, within the specified category.

Percentage of companies within each category for which 
Kotak Institutional Equities and or its affiliates  has provided 
investment banking services within the previous 12 months.
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the subject company or companies and its or their securities. I also certify that no part of my compensation was, is or will be, directly 
or indirectly, related to the specific recommendations or views expressed in this report." 

Ratings and other definitions/identifiers

Rating system
Definitions of ratings

BUY. We expect this stock to outperform the BSE Sensex by 10% over the next 12 months.

ADD. We expect this stock to outperform the BSE Sensex by 0-10% over the next 12 months.
REDUCE: We expect this stock to underperform the BSE Sensex by 0-10% over the next 12 months.
SELL: We expect this stock to underperform the BSE Sensexby more than 10% over the next 12 months.

Our target price are also on 12-month horizon basis.

Other definitions
Coverage view. The coverage view represents each analyst’s overall fundamental outlook on the Sector. The coverage view will consist of one of the following designations:
Attractive (A), Neutral (N), Cautious (C).

Other ratings/identifiers
NR = Not Rated.  The investment rating and target price, if any, have been suspended temporarily. Such suspension is in compliance with applicable regulation(s) and/or Kotak
Securities policies in circumstances when Kotak Securities or its affiliates is acting in an advisory capacity in a merger or strategic transaction involving this company and in

certain other circumstances.
CS = Coverage Suspended.  Kotak Securities has suspended coverage of this company.
NC = Not Covered.  Kotak Securities does not cover this company.

RS = Rating Suspended.  Kotak Securities Research has suspended the investment rating and price target, if any, for this stock, because there is not a sufficient fundamental
basis for determining an investment rating or target. The previous investment rating and price target, if any, are no longer in effect for this stock and should not be relied upon.
NA = Not Available or Not Applicable.  The information is not available for display or is not applicable.

NM = Not Meaningful. The information is not meaningful and is therefore excluded.
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