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A curtain-raiser to the 2007-2008 Indian budget  
 In our view, the 2007-2008 budget to focus on 4 key themes: 

1. Inflation – through customs duty cuts across-the-board and selective 
excise cuts.  

2. Infrastructure and social spending – through increased allocation to 
health and education and infrastructure, and incentives to companies. 

3. Continued fiscal consolidation – to meet the Fiscal Responsibility Act, 
lower borrowing requirements and dampen demand pressures. 

4. Agriculture and labor-intensive sectors – through incentives to 
agriculture-based sectors, food processing, and employment generating 
sectors such as leather, textiles, and footwear. 

 
We raise the curtain on the 2007-2008 budget by first providing a simple guide to India’s public 
finances. We then identify and elaborate on what we believe are the 4 key themes for this year’s 
budget. 
 
We expect the 2007-2008 budget to continue the recent trend of reducing the local hype and 
glamour associated with it and aiming to present it more as an annual book-keeping exercise. 
India’s public sector has traditionally been a dominant player in the economy, and hence its 
finances have had a major bearing on the macroeconomic situation. In the pre-reform era of the 
licence-permit raj, high taxes, and a plethora of exemptions, an incentive in the budget could make 
the difference between success and failure for a company. The annual budget therefore received 
an inordinate amount of attention by corporates and the media. The government’s role in the 
economy has however, been slowly declining as cumulative reforms have trimmed the public 
sector and reduced taxes. 
 
A short guide to India’s public finances 
We expect India’s consolidated fiscal deficit to be about 6% of GDP in 2006-2007, down from a 
peak of about 10% of GDP in 1998-1999. As Exhibit 1 shows, the deficit has been on a declining 
trend since 2003 after the passage of the Fiscal Responsibility and Budget Management Act 
(FRBMA) in the same year. 
 
The FRBMA mandates the central government (centre) to reduce its fiscal deficit to 3% of GDP 
and to completely eliminate the revenue deficit (the difference between current expenditures and 
revenues) by 2008-2009. Similarly, 24 of the 29 states have also enacted similar obligations – 
fiscal deficits of 3% of GDP and zero revenue deficit by 2008-2009. 
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Exhibit 1: Fiscal deficit has been declining in line with FRBMA targets 
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Source: CEIC, Goldman Sachs Economics Research. 
 
 
The centre and states are well on their way to fulfilling their FRBMA targets on fiscal deficits. For 
2006-2007, we expect the fiscal deficit at the centre to be 3.3% which is a remarkable over-
performance on the budget estimate of 3.8%. The zero revenue deficit target however, seems a 
long way away, as we expect the revenue deficit (RD) to be about 2%. 
 
At the state level, the picture is encouraging as deficits have gradually come down. This year, the 
combined deficit will be lower than that mandated by the FRBMA. Thus, the states have met their 
target a full 2 years earlier than envisaged. Our key concern is not the overall deficit but the 
abysmal provision of public services, especially in the social sectors of health and education. 
 
 
Exhibit 2: The centre’s revenue deficit is a cause for worry 

(% of GDP)

Gross 
fiscal 
deficit

Revenue 
deficit

Gross 
fiscal 
deficit

Revenue 
deficit

FY1997 5.8 3.0 2.9 1.1
FY1998 6.5 3.8 4.2 2.5
FY1999 5.4 3.5 4.7 2.8
FY2000 5.7 4.1 4.3 2.5
FY2001 6.2 4.4 4.2 2.6
FY2002 5.9 4.3 4.2 2.2
FY2003 4.5 3.6 4.5 2.2
FY2004 4.0 2.5 3.5 1.2
FY2005 4.1 2.7 3.2 0.5
FY2006E 3.3 2.0 2.5 0.0

Central government State governments

 
 
Source: CEIC, Goldman Sachs Economics Research. 
 
 
Though declining, the consolidated fiscal deficit in India remains high by international standards. 
Indeed, the actual deficit is higher than acknowledged due to some liabilities of the government 
which are not treated as debt in the budget numbers, the most important of which are oil bonds 
which add a further 0.7% of GDP to the deficit. Thus, the government remains a big borrower in 
domestic markets, impacting significantly on aggregated demand and interest rates. 
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India’s tax structure is skewed towards indirect taxes such as customs and excise duties. Even 
though their share is declining, indirect taxes as a proportion of total taxes in India remains high 
by international standards. Given the current buoyancy in direct taxes, which has increased by 
about 40% in 2006-2007, we believe that a further reduction in the proportion of indirect taxes is 
desirable. 
 
 
Exhibit 3: Corporate and income tax collections have been rising… 
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Source: CEIC, IMF, Goldman Sachs Economics Research. 
 
 
Exhibit 4: …but excise and customs duties still comprise a large proportion of 
taxes 

Other taxes, 8.1
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Source: CEIC, IMF, Goldman Sachs Economics Research. 
 
 
The expenditure composition of the government is biased towards current rather than capital 
expenditures. We believe that too much goes into subsidies and interest payments, and too little 
into social spending on health and education or on infrastructure. 
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Exhibit 5: Capex and social spending need to increase 
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Source: CEIC, IMF, Goldman Sachs Economics Research. 
 
Theme #1: Inflation 
This year’s budget comes at a time when inflation is at a 2-year high and concerns about rising 
prices dominate the political arena. The causes for inflation are supply-side constraints, especially 
in food, some demand pressures, and base effects.  Fiscal policy can help alleviate the first 2. 
Hence, we expect significant fiscal action to reduce prices. The attack on inflation is likely to be 3 
pronged: 1) a reduction in customs tariffs across the board; 2) a reduction in certain excise duties; 
and 3) a reduction in the fiscal deficit to reduce demand pressures. These actions are not mutually 
inconsistent as the current revenue buoyancy has given the government the fiscal space to lower 
indirect taxes. 
 
We expect peak tariffs to be reduced to 7%-8% from 12.5%, broadly in line with ASEAN peak 
tariffs. We believe the reduction in import prices and the consequent increase in competition will 
reduce pricing power of producers and help dampen inflation. To reduce the wedge between 
production costs and final prices, the government is likely to reduce excise duties on a range of 
goods. We expect an excise duty cut in petroleum products. 
 
Theme #2: Infrastructure and social spending 
We expect the budget to focus on the infrastructure and social sectors. Given the poor state of 
power, water, ports, roads, and airports and the potential impediment to India’s growth, we expect 
the budget to have significant provisions for infrastructure, including improvements in the 
regulatory environment and tax sops to encourage long-term financing of infrastructure projects. 
 
India’s inadequacies in health and education are well documented. The allocation for these sectors 
compare abysmally with its peers. Not only is there a problem of spending in absolute terms but 
also the efficiency of spending leaves a lot to be desired. We expect the budget to focus on 
increasing the amount of social spending and to emphasize better delivery of programs such as the 
universal elementary education campaign (Sarva Shiksha Abhiyan). Secondary education is likely 
to be prioritized as drop-out rates are very high. 
 
Theme #3: Fiscal consolidation 
We expect the current revenue buoyancy and expenditure restraint to continue in 2007-2008, 
albeit at a slower rate, allowing continued fiscal consolidation in line with FRBMA targets. The 
losses from customs duties are likely to be balanced by direct tax buoyancy. We do not expect an 
increase in fiscal profligacy, implying that the government’s borrowing program will be curtailed, 
leading to a lesser need to finance its deficit. This will put a dampener on yields. As interest rates 
are heading north due to the inflation induced monetary tightening, the absence of a declining 
fiscal deficit would have caused a large increase in yields. On balance, we expect bond yields to 
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increase slightly in the near-term as the effects of higher inflation-induced monetary tightening 
outweigh lower fiscal deficits. However, over a 12-month horizon we expect declining fiscal 
deficits to have a larger effect, keeping yields at current levels.  
 
India’s debt is declining, and given the favourable differential between nominal GDP and interest 
rates, in all but the most trying circumstances, the debt is sustainable. However, the debt levels 
remain high and are a cause for vulnerability. It is the revenue deficit that is a cause for worry as it 
shows the surplus of current consumption over revenue. Thus, the government is using borrowed 
funds not for capital investment that will yield future income but for current consumptions such as 
salaries, subsidies, and pensions. Thus, continued fiscal consolidation is an imperative. 
 
 
Exhibit 6: Government debt and interest payments are on a declining trend 
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Source: CEIC, IMF, Goldman Sachs Economics Research. 
 
 
Theme #4: Agriculture and labor-intensive sectors 
We do not expect any major changes in the tax system. As this is a mid-term budget, and given 
the revenue buoyancy and concerns about inflation, the focus is likely to be on consolidating the 
tax reforms introduced in previous budgets by the current administration. 
 
Some tweaking of tax rates and incentives can be expected, as can the removal of some 
exemptions to broaden the tax base. For instance, we expect tax sops to infrastructure companies, 
food processing, agriculture-based companies, and employment-generating industries such as 
leather, footwear, textiles and clothing. We also expect more broadening of the tax base by 
including more services into the service-tax net, and by some removal of generous exemptions to 
charities. 
 
The gradual move to a country-wide Goods & Services Tax is likely to be abetted by a cut in the 
Central Sales Tax to 3% from 4% on the inter-state movement of goods. 
 
The tax administration is likely to be beefed up further. At least some of the recent increase in tax 
revenues can be attributed to improved administration, primarily the Tax Information Network, 
the setting up of large taxpayer units, and better-targeted audits. We expect these improvements 
are expected to continue. 
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What would be left out? 
We do not expect any major reform push in this year’s budget. Given that it is a mid-term budget 
and elections are due in several important states this year, with the general election due in 2009, 
the window for an acceleration of contentious reforms is fast closing. At any rate, we do not 
expect the 2007-2008 budget to be a forum for any movement on much-needed reforms such as 
any further privatization, labor reforms, pension reforms, financial sector reforms to develop bond 
and derivative markets, and the removal of foreign direct investment caps in key sectors such as 
insurance. We do not expect any major changes in the tax system as discussed above nor any 
substantial reforms in subsidies. With the government on the back-foot on inflation, it is unlikely 
to have the stomach to take on yet more contentious issues.   
 
 
 



Goldman Sachs Economic Research Asia Economics Flash 

  7    

 
 
 
 
 
 
 
 
 
 
 
 
 
Global product; distributing entities 
The Global Investment Research Division of Goldman Sachs produces and distributes research products for clients of Goldman 
Sachs, and pursuant to certain contractual arrangements, on a global basis. Analysts based in Goldman Sachs offices around the 
world produce equity research on industries and companies, and research on macroeconomics, currencies, commodities and 
portfolio strategy. 
 
This research is disseminated in Australia by Goldman Sachs JBWere Pty Ltd (ABN 21 006 797 897) on behalf of Goldman Sachs; 
in Canada by Goldman Sachs Canada Inc. regarding Canadian equities and by Goldman Sachs & Co. (all other research); in 
Germany by Goldman Sachs & Co. oHG; in Hong Kong by Goldman Sachs (Asia) L.L.C.; in India by Goldman Sachs (India) 
Securities Private Ltd.; in Japan by Goldman Sachs Japan Company Ltd; in the Republic of Korea by Goldman Sachs (Asia) L.L.C., 
Seoul Branch; in New Zealand by Goldman Sachs JBWere (NZ) Limited on behalf of Goldman Sachs; in Singapore by Goldman 
Sachs (Singapore) Pte. (Company Number: 198602165W); and in the United States of America by Goldman, Sachs & Co. Goldman 
Sachs International has approved this research in connection with its distribution in the United Kingdom and European Union. 
 
General disclosures in addition to specific disclosures required by certain jurisdictions 
This research is for our clients only. Other than disclosures relating to Goldman Sachs, this research is based on current public 
information that we consider reliable, but we do not represent it is accurate or complete, and it should not be relied on as such. We 
seek to update our research as appropriate, but various regulations may prevent us from doing so. 
 
Goldman Sachs conducts a global full-service, integrated investment banking, investment management, and brokerage business. 
We have investment banking and other business relationships with a substantial percentage of the companies covered by our 
Global Investment Research Division.  
 
Our salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to our clients 
and our proprietary trading desks that reflect opinions that are contrary to the opinions expressed in this research. Our asset 
management area, our proprietary trading desks and investing businesses may make investment decisions that are inconsistent with 
the recommendations or views expressed in this research. 
 
We and our affiliates, officers, directors, and employees, excluding equity analysts, will from time to time have long or short positions 
in, act as principal in, and buy or sell, the securities or derivatives (including options and warrants) thereof of covered companies 
referred to in this research. 
 
This research is not an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer or 
solicitation would be illegal. It does not constitute a personal recommendation or take into account the particular investment 
objectives, financial situations, or needs of individual clients. Clients should consider whether any advice or recommendation in this 
research is suitable for their particular circumstances and, if appropriate, seek professional advice, including tax advice. The price 
and value of the investments referred to in this research and the income from them may fluctuate. Past performance is not a guide to 
future performance, future returns are not guaranteed, and a loss of original capital may occur. Certain transactions, including those 
involving futures, options, and other derivatives, give rise to substantial risk and are not suitable for all investors. Current options 
disclosure documents are available from Goldman Sachs sales representatives or at 
http://theocc.com/publications/risks/riskstoc.pdf. Fluctuations in exchange rates could have adverse effects on the value or price of, 
or income derived from, certain investments. 
 
Our research is disseminated primarily electronically, and, in some cases, in printed form. Electronic research is simultaneously 
available to all clients. 
 
Disclosure information is also available at http://www.gs.com/research/hedge.html or from Research Compliance, One New York 
Plaza, New York, NY 10004. 
 
Copyright 2007 The Goldman Sachs Group, Inc. 
 
No part of this material may be (i) copied, photocopied or duplicated in any form by any means or (ii) redistributed without 
the prior written consent of The Goldman Sachs Group, Inc. 

 


