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A deeper than expected cyclical economic slowdown is a deviation from the country‘s historically high 

and stable growth rates. The government, being constrained by a rigid budget structure and high debt, 

has provided a measured policy response, leaving it to the central bank to stimulate the economy. The 

ailing banking sector is limiting credit growth while its vulnerability continues to weigh on country risk.   

 

Country Risk Analysis 

 

Summary and main conclusions 

Following several years of relatively steady and high economic growth, the Indian 

economy is experiencing a slowdown that has become sharper than expected. 

Although external headwinds have contributed, weaker domestic demand has driven 

the slowdown. Any recovery back to the 7-8% real GDP growth rates seen previously 

is expected to take time. 

The weak growth environment in tandem with tax cuts has put fiscal consolidation 

on hold. However, fiscal policy stimulus remains moderate, being limited by the 

authorities’ fiscal rules. Government debt remains higher than average among 

country risk peers but most forecasts point to a gradual decline in the near-term. In 

the absence of fiscal support, monetary policy has been accommodative, including 

deep interest rate cuts and quantitative easing. 

External balances remain fairly strong. Only a small share of government debt is 

denominated in foreign currency, and overall external debt as a share of GDP is 

moderate. In addition, international reserves have risen in the past year and are 

higher than average among peers. 

Following additional measures from the authorities to support the banking sector, 

including a new capital injection, aggregate vulnerability indicators have shown 

some stabilization. At the same time, weak bank balance sheets have led to credit 

growth slowing more than expected, dampening investment activity.  

The BJP party secured a second period at the helm of the government. Some 

continued progress on structural reform has been made over the past year, although 

at a more incremental pace than during the first mandate period. A shift in policy 

focus towards social issues has raised the risk that issues involving religion and 

national identity may be taking precedence over economic matters.  
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Recent economic developments 

Sharper than expected slowdown. The economic slowdown that started in mid-2018 

has become sharper than expected causing downward revisions to growth forecasts 

recently. An important factor behind the slowdown has been the low pace of lending, 

in particular from non-bank financial companies (NBFC) as a result of their weak 

balance sheets. This has weighed on investment activity. Another factor is subdued 

household spending on the back of slower increases in incomes. Together with 

external headwinds, this development is expected to have reduced real GDP growth 

to just below 5% in 2019 (7.4% 2018) which would be the slowest pace since 2013.  

Historically high growth has enabled some catching up in incomes, from low 

levels. The recent slowing of the economy is largely cyclical. Over a longer period, 

economic growth has been higher and 

more stable than most peers. This 

holds true also for GDP per capita, 

despite India’s growing population. 

Over the past decade, annual growth 

in GDP per capita has been about 7.5% 

which is higher than average among 

peers. This is positive for country risk. 

At the same time the level of income 

per capita remains significantly lower 

than average among peers. This is a 

credit weakness. Broader indicators of 

human development are also weaker 

than among peers. 

Inflation temporarily above target range. Inflation was moderate at 3.7% in 2019, 

despite a monsoon related supply distortion which made food prices jump at the end 

of the year. Although this has left headline inflation above the central bank’s 2-6% 

target range recently, expectations are that these effects will abate towards the 

summer. Still, average headline inflation should edge up to 4.7% in 2020. Meanwhile, 

steady core inflation indicates limited broader price pressures which should be 

expected given ample spare capacity in the economy.  

Current account deficit decreases, helped by lower imports. India imports roughly 

80% of its oil needs which means that oil imports normally stand for a significant 

part (30-40%) of the country’s total import bill. Over the past year, moderate oil 

prices and sluggish overall imports are expected to have lowered the trade gap and 

helped reduce the current account deficit to about 1% of GDP. The deficit has been 

financed by foreign direct investment (FDI), which have been broadly stable at 

moderate levels, and by remittances.   

Low external debt, high reserves. Despite the small deficit on the current account, 

external balances are strong. Since savings have traditionally been relatively high, the 

country has been able to finance its debt domestically. Less than 10% of government 

debt is denominated in foreign currency, and total external debt at about 19% of GDP 

is moderate. In addition, FX buffers are higher than average among peers.  Stable FDI 

inflows, and a central bank wanting to limit exchange rate appreciation, have helped 

increase reserves to more than USD 470 bn by early 2020, the equivalence of about 8 

months of prospective imports. India has a clean debt repayment record, contrary to 

many of its country risk peers. 
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Economic policies 

Slower growth delays fiscal consolidation. Government balances in deep negative 

territory has been a feature of the Indian economy for many years. In fact, over the 

past 10 years, the general government deficit has been 7.4% of GDP on average. In 

the current fiscal year (FY, ending in March 2020) the authorities have had to halt 

efforts to consolidate government finances and settle for aiming at a central 

government deficit of 3.8% of GDP. Including deficits on the state level, this is likely 

to yield a general government deficit of well above 7% of GDP which would be 

higher than the previous year.  

Lower corporate taxes: Short-term negative, long-term positive. A key reason 

(beyond slowing growth) for a higher deficit is a package of corporate tax reforms 

that was introduced in 2019. Reductions in the average corporate tax rate from 30% 

to 22% was generally seen as positive for improving competitiveness over the 

medium term. However, the government estimates a negative impact on revenues 

equivalent to 0.7% of GDP.  

Room for fiscal manoeuvre is limited. The lower taxes were said not to be met by 

expenditure cuts or other revenue generating measures. Indeed, expenditure 

adjustments are challenging given the weak growth environment. In addition, even 

in a more benign environment, the fiscal policy framework is relatively inflexible as 

expenditures are structurally high, including on public wages and subsidies, and 

revenues are low due low incomes and a narrow tax base. Hence the room for 

manoeuvre is limited.  

High government debt ratio is a key credit weakness. Persistent fiscal deficits have 

yielded a general government debt in the order of 67-69% of GDP in the past few 

years. This is higher than average 

among peers and one of India’s main 

credit weaknesses. At the same time, 

there are factors that mitigate risks 

attached to the high debt ratio. First, 

the debt stock is mostly in local 

currency and held by domestic 

investors such as banks and the 

central bank, easily financed as 

domestic banks are required to place 

a significant share of the deposit 

funding in government bonds. This 

reduces roll-over risk. Second, 

average maturity is relatively long. 

Most analysts expect that the debt 

ratio has peaked and is set to gradually decline over the next few years. However, 

weaker economic growth may delay the decline. Indeed, the government’s aim to 

reduce the debt ratio to below 60% of GDP by 2025 appears overly optimistic. 

Still ailing banking sector reluctant to lend.  Given the limited domestic bond 

market, banks remain a key channel for capital allocation in the economy. In the 

wake of the failure of one of the largest non-bank financial companies (NBFC) in late 

2018, risk aversion in the banking sector rose and soon balance sheet problems 

appeared in several other institutions. The NBFCs at the time provided nearly one 

fifth of the lending to the private sector. As a consequence, bank lending growth has 

slowed significantly. Over the past year, the authorities have strengthened 
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supervision over the NBFCs, broadened supervision to include other types of 

institutions, and are working to harmonize the regulations between banks and 

NBFCs. In the meantime, work to strengthen the broader banking sector has 

continued. A new round of recapitalization of banks was initiated in 2019, and a 

decision was taken to merge a number of public banks. Although positive in the 

medium-term, this consolidation process may cause some short-term disruptions to 

lending. On balance, aggregate vulnerability indicators reflect a continued decline in 

non-performing loans by mid-2019 and broadly stable capital adequacy ratios.  

Monetary policy has been main policy lever to lift growth. Given the limited room 

for manoeuvre on the fiscal side, the authorities have mainly relied on monetary 

policy to stimulate the economy. A rate cutting cycle was initiated in early 2019 

taking the policy rate from 6.5% to 5.15%. The acceleration in inflation to above the 

bank’s inflation target range (4%+-2%) led to a pause in rate cuts in December but 

market expectations are for some further easing. Meanwhile, the central bank has 

initiated various unconventional measures aimed at strengthening the policy 

transmission mechanism as market lending rates had not declined in tandem with 

the policy rate. These measures and a local version of quantitative easing is slowly 

yielding positive results, thus making monetary policy more effective. 

 

Structural and institutional developments 

Reforms aimed at increasing investments and improving business climate.  Over 

the past year, the government has continued to take steps, albeit perhaps more 

incremental than in previous years, 

on the structural front to improve 

growth prospects. Measures have 

included the further opening up for 

FDI, steps to consolidate the state-

owned banks and changes to labour 

market laws introduced to 

parliament. A targeted effort by the 

authorities to improve the country’s 

ranking in the World Bank’s Ease of 

Doing Business indicators has led to 

continued gains over peers. India 

recently advanced to 63rd place of 190 

countries.  

Limited progress on governance and 

institutional qualities. Limited progress on other reforms often highlighted by 

observers as crucial, including on land acquisition and corruption, are reflected in 

poor scorings in subfactors of the Doing Business Index. Moreover, most of the 

World Bank’s governance indicators have moved largely sideways over the past few 

years. In addition, India recently slipped to 68th place (of 141 countries) in the World 

Economic Forum’s Global Competitiveness index rankings. While the organization 

ranks India relatively high on factors such as macroeconomic stability and on 

innovation, it lags on growth enabling factors such as product and labour market 

efficiency, and on health. 

Data quality has been an issue for discussion. Controversy over the quality of GDP 

and labour statistics became heated last year when data yet again was revised. In 

addition, fiscal data is relatively opaque and the government have to an increasing 

extent been resorting to off-budget spending. The IMF has called for increased 
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transparency but still considers the quality of macroeconomic data to be adequate for 

its surveillance. 

One rating agency introduced negative outlook. In late 2019, one of the major rating 

agencies changed their sovereign rating outlook from stable to negative.  The agency 

saw a rising risk of an entrenched growth slowdown and that this would reduce the 

likelihood of a decline in the sovereign’s debt burden. They also argued that stress in 

the financial sector had increased. On balance these arguments would be valid also 

for our broader measure of country risk. 

 

 

Political and security situation   

 

Renewed mandate for Modi government followed by new political focus. Elections 

in early 2019 gave the BJP-led government a strong mandate to continue its reform 

agenda. However, a shift of focus towards social issues, in line with election 

campaign promises, has raised the risk that political issues involving religion and 

national identity may be taking precedence over economic matters. It also risks 

increasing inter-religious violence. Meanwhile, state elections in the past two years 

have led to the ousting of the BJP from several states. These developments have 

reduced the probability that the BJP and its coalition will gain a majority also in the 

Upper House in the near-term, although still the main scenario among most 

forecasters.  

Kashmir region remains an important event risk. As regards the security 

environment, India’s announcement last year that it changed the constitutional status 

of the state of Jammu & Kashmir (the part of the Kashmir region which it 

administers) is considered to have increased the risk of an escalation of the 

simmering geopolitical and military conflict between the two countries. The move 

also raised international critique. 

 

 

Outlook 
 

Very gradual economic recovery on the cards. The current slowdown is largely 

cyclical. Expansionary economic policies should support household spending and 

lead to a stabilization of economic activity in the near-term. Although it is uncertain 

when the recovery will take hold, our house forecasters Oxford Economics expect 

real GDP growth to edge up to 5.5% in 2020. As regards policies, the government in 

its recently released budget for next FY (starting in April) relaxed a previous target 

for the central government deficit to 3.5% of GDP while sticking to its medium-term 

target of 3%. Most observers believe this year’s target could be overly optimistic, 

partly since it assumes significant privatization revenues. Indeed, it is not unlikely 

that general government balances will continue to register a deficit of well above 7% 

of GDP. On monetary policy, we assume some further rate cuts in the second half of 

2020.  

Medium-term growth prospects remain relatively favourable. Most estimates of 

India’s potential GDP growth have edged down over the past few years. 

Nevertheless, expectations for longer-term growth of about 6.5% still compares 

favourably to most emerging market economies. Although there still is a significant 

infrastructure gap in the country, improvements have been made in the past few 

years, and the authorities show strong commitment. Meanwhile, India’s long-

standing demographic advantage with its growing population for yet two decades 
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still stands. Well-known risks to this demographic dividend remain low labour force 

participation and poor access to education. 

A rise in government debt is an important risk. With public finances being a key 

country risk weakness, a failure to reduce government debt would be one of the main 

risks going ahead. Higher fiscal deficits and higher debt/GDP could make it more 

difficult to roll-over maturing debt at a reasonable cost although India’s domestic 

financing base mitigates the risk. Higher government borrowing could also crowd 

out lending to the private sector, and hence investments which are key to ramping up 

economic growth. Given the rigid budget structure, a favourable development in the 

debt/GDP ratio requires a favourable pace of economic growth. 

Renewed concerns about health of banks could hamper credit and slow growth. 

Growth could be hit by, for example, sudden woes related to a major NBFC, such as a 

bankruptcy, which could have contagion effects in the banking system and lead to a 

liquidity shortage and tightening of credit supply.  

External risks stemming from lower global trade and growth. Although India is a 

relatively closed economy, another risk to our main macro scenario is a more marked 

global slowdown. For example, a re-escalation of the trade war, hitting the Chinese 

economy could have adverse direct and indirect effects on India’s economy. 

Furthermore, while India is less exposed than other countries in the region to 

spillover effects from the covid-19 outbreak in the form of tourism flows, there are 

signs that supply chain disruptions could be affecting certain import dependent 

industries. This might delay further the growth recovery. Another external risk is 

higher than expected oil prices which would likely produce higher deficits on the 

current account and drive up inflation. 

 

 

 

Moody's: Baa3;  S&P BB+ (since Feb-05); Fitch: BB+;  =SEB 7/8/8.
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Disclaimer 
 
 

Confidentiality Notice 
 
The information in this document has been compiled by Skandinaviska Enskilda 
Banken AB (publ) (“SEB”).  
 
Opinions contained in this report represent the bank’s present opinion only and are 
subject to change without notice. All information contained in this report has been 
compiled in good faith from sources believed to be reliable. However, no 
representation or warranty, expressed or implied, is made with respect to the 
completeness or accuracy of its contents and the information is not to be relied upon 
as authoritative. Anyone considering taking actions based upon the content of this 
document is urged to base his or her investment decisions upon such investigations 
as he or she deems necessary. This document is being provided as information only, 
and no specific actions are being solicited as a result of it; to the extent permitted by 
law, no liability whatsoever is accepted for any direct or consequential loss arising 
from use of this document or its contents. 
  
SEB is a public company incorporated in Stockholm, Sweden, with limited liability. It 
is a  participant at major Nordic and other European Regulated Markets and 
Multilateral Trading Facilities (as well as some non-European equivalent markets) for 
trading in financial instruments, such as markets operated by NASDAQ OMX, NYSE 
Euronext, London Stock Exchange, Deutsche Börse, Swiss Exchanges, Turquoise and 
Chi-X. SEB is authorized and regulated by Finansinspektionen in Sweden; it is 
authorized and subject to limited regulation by the Financial Services Authority for 
the conduct of designated investment business in the UK, and is subject to the 
provisions of relevant regulators in all other jurisdictions where SEB conducts 
operations.  
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