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Why will government support towards GDP growth be limited post COVID?
Revised deficit roadmap implies much slower spending growth

m  On 1% February 2021, the Government of India (Gol) presented a revised fiscal roadmap to bring down its deficit from
9.5% in FY21 (which turned out to be 9.2%, as per provisional estimates) to 6.8% of GDP in FY22 and further to 4.5% of
GDP by FY26. With this relaxed deficit target, it was (and is still) argued that government spending could be a major
catalyst for economic growth over the next few years.

m  However, our opinion drastically differs from the market consensus. While the Gol has relaxed and revised its deficit
target, it projects large consolidation of 0.5 percentage point (pp) of GDP every year up to FY26. It failed to bring down its
deficit to 3% of GDP before COVID and was able to reach a fiscal deficit of 3.5% in FY19 (from 4% of GDP in FY15).
Moreover, higher off-budget transactions meant that actual consolidation was even lower v/s the reported numbers

suggested during the pre-COVID period.

m  From the economic growth perspective, apart from the (qualitative) policies to encourage private investments, what
matters is the (quantitative) growth in fiscal spending. In this note, we present a sensitivity analysis of likely spending
growth by the central government (CG) up to FY26, assuming a revised fiscal roadmap and different receipt buoyancy.
The conclusion is straightforward: even the best-case scenario suggests fiscal spending growth in post-COVID years
(@8.7%) would be (much) slower than in the pre-COVID period (@11.3%).

m  Furthermore, the center has allowed states to run up their fiscal deficit to 4% of GDP by FY24. When we repeat the above
exercise after including states’ relaxed deficit target and arrive at general government (GG) finances, the conclusion
remains unchanged — even under the revised deficit framework, (combined) government spending growth in the post-
COVID era (@8.6%) would be lower than in pre-COVID years (@12.5%).

® In a nutshell, our analysis confirms the government’s renewed limitations to support economic growth in the 2020s
decade. In fact, with slower growth than earlier, this means faster growth would be needed in private spending to
achieve the same GDP growth rate. Within the private sector, as we discussed earlier, household finances have
deteriorated further due to COVID-19, indicating likely deceleration in private consumption as well. The entire burden of
achieving similar GDP growth (let alone higher growth), thus, has to be borne by the corporate sector. To our mind, it
seems like a tall task.
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Fiscal spending contributed
as much as 1.1pp each year Last year, while private spending contracted 10% in real terms, government
(or 17%) to real GDP growth spending grew 2% in FY21 (Exhibit 2). Since government spending accounts for just
during the period. 15% of the national economy, real GDP declined 7.3% during the year.

! Total expenditure of the government, as reported in budget documents, is different from total spending (consumption + investments) in GDP
(referred to here). Since GDP considers final consumption expenditure, transfer payments or intermediate consumption are not included in GDP
estimation. Further, while capital outlays of the government are considered as investments, their ‘loans & advances’ are excluded.
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Exhibit 1: Government spending* has been a high
contributor to real GDP growth in pre-COVID years...

Exhibit 2: ...and it increased in FY21 as well, when private
spending collapsed

Contribution of fiscal spending to real GDP growth
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* Spending = Consumption + Investments

Record-high spending
growth in FY21RE is on
account of higher subsidies.
More importantly, the
majority of this spending
has already been incurred.

Exhibit 3: CG’s revised deficit roadmap suggests
consolidation of 0.5pp of GDP every year till FY26...

Source: Central Statistics Office, Budget documents, CEIC, MoFSL

The government is broadly expected to improve its performance...: On 1* February
2021, Gol, while presenting the Union Budget 2021-22, announced a revised fiscal
deficit roadmap to bring it down from 9.5% in FY21 to 6.8% of GDP in FY22, and
further to 4.5% of GDP by FY26. With this relaxed deficit target, it was (and is still)
argued that government spending could be a major catalyst for economic growth
over the next few years.

However, our opinion drastically differs from the market consensus. While the Gol
has relaxed and revised its deficit target, a fiscal deficit of 4.5% of GDP by FY26
means large consolidation of 0.5 percentage point (pp) of GDP every year till FY26
(Exhibit 3). Historical data reveals the central government (CG) has achieved this feat
of fiscal consolidation of more than 2pp of GDP in four years (i.e., 0.5pp per year)
twice — in the mid-2000s and early 2010s — in the past three decades (Exhibit 4).
However, the current economic environment is very weak compared with that in
the mid-2000s and likely not as bad as in the early 2010s. Notably, the Gol failed to
bring down its deficit to 3% of GDP before COVID. From 4% of GDP in FY15, the CG
narrowed its deficit to 3.5% of GDP in FY17 and stayed at this level for three years,
before COVID hit the world economy. Not to forget, higher off-budget transactions’

during those years mean actual consolidation (or true fiscal deficit) was even lower
(higher) than the reported numbers suggested in the pre-COVID period.

Exhibit 4: ...which was last achieved during the best growth
period in mid-2000s and a very weak period in early 2010s

CG's fiscal deficit (% of GDP)
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Provisional estimate for FY21 and MoFSL forecasts from FY22 based

Source: Budget documents, CEIC, MoFSL

on Gol’s guidance of 4.5% of GDP by FY26

2 NSSF loans to Food Corporate of India (FCI) was one of the several off-budget transactions.
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Assuming that the CG
maintains its fiscal deficit
roadmap, different
assumptions on nominal
GDP growth and receipt
buoyancy would yield
different expenditure
estimates.

Assuming 11% GDP growth
and 1.0x receipt buoyancy
(15% higher v/s pre-COVID),
the CG’s expenditure
growth in post-COVID years
would be 7% v/s 11.3% pre-
COVID.

Exhibit 5: Different combinations of nominal GDP growth
and receipt buoyancy suggest...

...but our calculations suggest otherwise: From the economic growth perspective,
apart from the (qualitative) policies to encourage private investments, what matters
is the (quantitative) growth in fiscal spending. Higher CG fiscal deficit may or may
not suggest higher economic growth depending on the spending growth.

Assuming that the CG maintains its fiscal deficit roadmap and narrows this down by
0.5pp of GDP each year to 4.5% of GDP by FY26, different assumptions on nominal
GDP growth and receipt buoyancy (measured as receipt growth divided by nominal
GDP growth) would yield different expenditure estimates. In the pre-COVID period
(i.e., FY16—19), India’s nominal GDP growth averaged 11% and receipt buoyancy was
just 0.9x. Although tax buoyancy was much higher at 1.2x during this period, higher
devolution to states (with the implementation of the 14" Financial Commission) and
weak growth in non-tax receipts led to lower receipt buoyancy for the CG in the pre-
COVID period.

Exhibit 5 provides a sensitivity analysis of how different combinations of GDP growth
and receipt buoyancy would lead to different spending growth, assuming the
sacrosanct revised fiscal deficit roadmap (i.e., 4.5% of GDP by FY26). For instance, if
nominal GDP growth averages 11% and receipt buoyancy averages 0.9x (same as
that pre-COVID) in the post-COVID period (i.e., FY23-26), the CG’s total expenditure
would grow at 6.3% per annum. Similarly, if receipt buoyancy improves to 1.2x (two-
fifths higher v/s the pre-COVID average), with 11% GDP growth, the CG’s
expenditure growth would average 8.4% in the post-COVID four-year period.

Based on reported data, the CG’s expenditure growth averaged 8.6% in the pre-
COVID period, which picked up to 15.3% in COVID years (FY20-22). Nevertheless,
the CG pushed various expenditure items off-budget® to show a lower reported
fiscal deficit in the pre-COVID period. When we adjust the reported expenditure and
deficit with off-budget transactions, our calculations suggest the CG’s total spending
growth averaged 11.3% during the pre-COVID period and 9.8% during COVID years.
If so, under our base case scenario, assuming 11% GDP growth and 1.0x receipt
buoyancy (15% higher v/s pre-COVID), the CG’s expenditure growth in post-COVID
years would be 7% v/s 11.3% pre-COVID (Exhibit 6).

Exhibit 6: ...the CG’s spending growth could average just 7%
post-COVID v/s 11.3% pre-COVID

Receipts buoyancy
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Average nominal GDP growth was 11% and average receipt buoyancy
(receipt growth/GDP growth) was 0.9x in pre-COVID period

# After adjusting for off-budget transactions
Source: Budget documents, CEIC, MoFSL

*The CG pushed several expenditure such as fuel or fertilizer subsidies off-budget and through FCl as well during FY16-20, which implies that
adjusted expenditure growth was higher than reported. In contrast, Gol cleared past baggage (on account of fertilizer subsidies and FCI debt) in
FY21, which means that adjusted growth in growth in total expenditure was lower than reported.

12 August 2021



MoTiLAL OSWAL

EC@SC(®PE

Total expenditure by state
governments could grow at
an average of 10.2% in the
post-COVID period vis-a-vis
12.7% growth during pre-
COVID years.

Exhibit 7: Assuming states run a fiscal deficit of 3.5% of GDP
in FY24 and 3% in FY25/FY26...

Even in the best case scenario (of 12% nominal GDP growth and 1.1x receipt
buoyancy), the CG’s expenditure growth would average at 8.7% in post-COVID
years, much slower than 11.3% in pre-COVID years.

What about the relaxed fiscal deficit for states? The center has allowed states to
run up their fiscal deficit to 4% of GDP by FY24. Provisional data suggests that while
states could have run up their fiscal deficit to 5% of GDP in FY21, the aggregate
fiscal deficit for the states was only ~4% of GDP. Assuming a similar deficit in FY22,
gradual consolidation to 3.5% of GDP by FY24, and then 3% in FY25/FY26 (Exhibit
7), we repeat the same exercise for states to arrive at likely expenditure growth in
the post-COVID period.

In contrast to the center, receipt buoyancy for states was 1.2x in the pre-COVID
period. Assuming 11% nominal GDP growth and receipt buoyancy of 1.1x (under
the base case), the total expenditure by state governments could grow at an
average of 10.2% in the post-COVID period vis-a-vis 12.7% growth in pre-COVID
years (Exhibit 8). In the worst case scenario (GDP growth of 10% and receipt
buoyancy of 1.0x) and the best case scenario (GDP growth of 12% and receipt
buoyancy of 1.2x), average growth in total expenditure for states would be 8.4%
and 12.3%, respectively.

Exhibit 8: ...their spending would also grow slowly v/s pre-
COVID average growth of 12.7%

States' fiscal deficit (% of GDP)
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growth J
39 40 54 0.9 1.0 1.1 1.2 1.3

35
3.0 3.0 9.0 6.7 7.4 8.1 8.8 9.5
2.6 2.3 8 24 2.4 25

2.2 ' 10.0 7.6 8.4 9.2 10.0 10.8
11.0 8.5 9.3 10.2 11.1 12.0
12.0 9.4 10.3 11.3 12.3 13.2
FY14  FY16  FY18  FY20  FY22F  FY24F  FY26F Y 103 113 124 134 145

Excluding UDAY-related spending in FY16-FY17
Provisional estimate for FY21, MOFSL forecasts (F) beyond FY22

Average receipt buoyancy for states was 1.2x in pre-COVID period
Source: Budget documents, CEIC, MoFSL

Even under the relaxed and
revised fiscal deficit
framework, (combined)
government spending
growth in post-COVID years
would be much lower v/s
pre-COVID years.

What does this mean for combined government spending? Combining these
estimates of the central and state governments (and adjusting them for ‘Grants by
the center to states’), we repeat the same exercise to arrive at the estimates of the
general government (GG). After applying different combinations of average
nominal GDP growth (between 9% and 13%) and receipt buoyancy (between 0.9x
and 1.3x), our calculations suggest the total expenditure of the GG could average
at just 8.6% (under the base case) in post-COVID years, much slower than 12.5%
growth (after adjusting for off-budget transactions) in pre-COVID years (Exhibits 9,
10). These calculations assume the combined fiscal deficit would narrow from
13.1% of GDP in FY21 to 10.6% in FY22 and further to 7.5% of GDP by FY26.

The conclusion, thus, is very straightforward — even under the relaxed and revised
fiscal deficit framework, (combined) government spending growth in post-COVID
years would be much lower v/s the pre-COVID period.
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Exhibit 9: Different combinations of nominal GDP growth
and receipt buoyancy suggest...

Exhibit 10: ...the GG’s spending growth could be just 8.6%
post-COVID v/s 12.5% pre-COVID

Receipts buoyancy
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Average receipt buoyancy of GG was 1.1x in the pre-COVID period

With the same nominal GDP
growth (~¥11%) and receipt
buoyancy (1.1x) as in the
pre-COVID period, if GG
expenditure growth is
similar to pre-COVID levels
(i.e., @12.5%), the
combined fiscal deficit
would expand slowly from
10.6% of GDP in FY22 to
11.3% of GDP by FY26.

# After adjusting for off-budget transactions
Source: Budget documents, CEIC, MoFSL

What if government spending growth is similar to pre-COVID levels? What if the
governments take it upon themselves to grow their spending at 12.5% between
FY23 and FY26, same as in pre-COVID years? The answer is shown graphically in
Exhibit 11. With the same nominal GDP growth (~11%) and receipt buoyancy (1.1x)
as in the pre-COVID period, if GG expenditure growth is similar to pre-COVID levels
(i.e., @12.5%), the combined fiscal deficit would expand slowly from 10.6% of GDP
in FY22 to 11.3% of GDP by FY26 (Exhibit 11). In the best case (and worst case)
scenario, the combined fiscal deficit would be 9.1% of GDP (13.4% of GDP) by FY26.
In all scenarios, the combined fiscal deficit would be much higher than the targeted
level of 7.5% of GDP by FY26.

Exhibit 11: Projected fiscal deficit assuming GG’s spending growth is the same post-COVID
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Worst-case/Base-case/Best-case scenario assumes nominal GDP growth of 10%/11%/12% and receipt
buoyancy of 1.0x/1.1x/1.2x
Source: Budget documents, CSO, CGA, MOFSL

In a nutshell, our analysis confirms the government’s renewed limitations to
support economic growth in the 2020s decade. In fact, with slower growth than
earlier, this means faster growth would be needed in private spending to achieve
the same GDP growth rate. Within the private sector, as we discussed earlier,
household finances have deteriorated further due to COVID-19, indicating likely
deceleration in private consumption as well. The entire burden of achieving similar
GDP growth (let alone higher), thus, has to be borne by the corporate sector. To
our mind, it seems like a tall task.
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where their offer or sale is not qualified or exempt from registration. The Indian Analyst(s) who compile this report is/are not located in Hong Kong & are not conducting Research Analysis in
Hong Kong.

For U.S:

Motilal Oswal Financial Services Limited (MOFSL) is not a registered broker - dealer under the U.S. Securities Exchange Act of 1934, as amended (the"1934 act") and under applicable state
laws in the United States. In addition MOFSL is not a registered investment adviser under the U.S. Investment Advisers Act of 1940, as amended (the "Advisers Act" and together with the 1934
Act, the "Acts), and under applicable state laws in the United States. Accordingly, in the absence of specific exemption under the Acts, any brokerage and investment services provided by
MOFSL, including the products and services described herein are not available to or intended for U.S. persons. This report is intended for distribution only to "Major Institutional Investors" as
defined by Rule 15a-6(b)(4) of the Exchange Act and interpretations thereof by SEC (henceforth referred to as "major institutional investors"). This document must not be acted on or relied on
by persons who are not major institutional investors. Any investment or investment activity to which this document relates is only available to major institutional investors and will be engaged in
only with major institutional investors. In reliance on the exemption from registration provided by Rule 15a-6 of the U.S. Securities Exchange Act of 1934, as amended (the "Exchange Act") and
interpretations thereof by the U.S. Securities and Exchange Commission ("SEC") in order to conduct business with Institutional Investors based in the U.S., MOFSL has entered into a
chaperoning agreement with a U.S. registered broker-dealer, Motilal Oswal Securities International Private Limited. ("MOSIPL"). Any business interaction pursuant to this report will have to be
executed within the provisions of this chaperoning agreement.
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The Research Analysts contributing to the report may not be registered /qualified as research analyst with FINRA. Such research analyst may not be associated persons of the U.S. registered
broker-dealer, MOSIPL, and therefore, may not be subject to NASD rule 2711 and NYSE Rule 472 restrictions on communication with a subject company, public appearances and trading
securities held by a research analyst account.

For Singapore:
In Singapore, this report is being distributed by Motilal Oswal Capital Markets Singapore Pte Ltd (‘“MOCMSPL") (Co.Reg. NO. 201129401Z) which is a holder of a capital markets services

license and an exempt financial adviser in Singapore,

as per the approved agreement under Paragraph 9 of Third Schedule of Securities and Futures Act (CAP 289) and Paragraph 11 of First Schedule of Financial Advisors Act (CAP 110)
provided to MOCMSPL by Monetary Authority of Singapore. Persons in Singapore should contact MOCMSPL in respect of any matter arising from, or in connection with this
report/publication/communication. This report is distributed solely to persons who qualify as “Institutional Investors”, of which some of whom may consist of "accredited” institutional investors
as defined in section 4A(1) of the Securities and Futures Act, Chapter 289 of Singapore (‘the SFA"). Accordingly, if a Singapore person is not or ceases to be such an institutional investor, such
Singapore Person must immediately discontinue any use of this Report and inform MOCMSPL.

Disclaimer: The report and information contained herein is strictly confidential and meant solely for the selected recipient and may not be altered in any way, transmitted to, copied or
distributed, in part or in whole, to any other person or to the media or reproduced in any form, without prior written consent. This report and information herein is solely for informational purpose
and may not be used or considered as an offer document or solicitation of offer to buy or sell or subscribe for securities or other financial instruments. Nothing in this report constitutes
investment, legal, accounting and tax advice or a representation that any investment or strategy is suitable or appropriate to your specific circumstances. The securities discussed and opinions
expressed in this report may not be suitable for all investors, who must make their own investment decisions, based on their own investment objectives, financial positions and needs of specific
recipient. This may not be taken in substitution for the exercise of independent judgment by any recipient. Each recipient of this document should make such investigations as it deems
necessary to arrive at an independent evaluation of an investment in the securities of companies referred to in this document (including the merits and risks involved), and should consult its
own advisors to determine the merits and risks of such an investment. The investment discussed or views expressed may not be suitable for all investors. Certain transactions -including those
involving futures, options, another derivative products as well as non-investment grade securities - involve substantial risk and are not suitable for all investors. No representation or warranty,
express or implied, is made as to the accuracy, completeness or fairness of the information and opinions contained in this document. The Disclosures of Interest Statement incorporated in this
document is provided solely to enhance the transparency and should not be treated as endorsement of the views expressed in the report. This information is subject to change without any prior
notice. The Company reserves the right to make modifications and alternations to this statement as may be required from time to time without any prior approval. MOFSL, its associates, their
directors and the employees may from time to time, effect or have effected an own account transaction in, or deal as principal or agent in or for the securities mentioned in this document. They
may perform or seek to perform investment banking or other services for, or solicit investment banking or other business from, any company referred to in this report. Each of these entities
functions as a separate, distinct and independent of each other. The recipient should take this into account before interpreting the document. This report has been prepared on the basis of
information that is already available in publicly accessible media or developed through analysis of MOFSL. The views expressed are those of the analyst, and the Company may or may not
subscribe to all the views expressed therein. This document is being supplied to you solely for your information and may not be reproduced, redistributed or passed on, directly or indirectly, to
any other person or published, copied, in whole or in part, for any purpose. This report is not directed or intended for distribution to, or use by, any person or entity who is a citizen or resident of
or located in any locality, state, country or other jurisdiction, where such distribution, publication, availability or use would be contrary to law, regulation or which would subject MOFSL to any
registration or licensing requirement within such jurisdiction. The securities described herein may or may not be eligible for sale in all jurisdictions or to certain category of investors. Persons in
whose possession this document may come are required to inform themselves of and to observe such restriction. Neither the Firm, not its directors, employees, agents or representatives shall
be liable for any damages whether direct or indirect, incidental, special or consequential including lost revenue or lost profits that may arise from or in connection with the use of the information.
The person accessing this information specifically agrees to exempt MOFSL or any of its affiliates or employees from, any and all responsibility/liability arising from such misuse and agrees not
to hold MOFSL or any of its affiliates or employees responsible for any such misuse and further agrees to hold MOFSL or any of its affiliates or employees free and harmless from all losses,
costs, damages, expenses that may be suffered by the person accessing this information due to any errors and delays.

Registered Office Address: Motilal Oswal Tower, Rahimtullah Sayani Road, Opposite Parel ST Depot, Prabhadevi, Mumbai-400025; Tel No.: 022 71934200/ 022-71934263; Website
www.motilaloswal.com.

CIN No.: L67190MH2005PLC153397.Correspondence Office Address: Palm Spring Centre, 2nd Floor, Palm Court Complex, New Link Road, Malad(West), Mumbai- 400 064. Tel No: 022
7188 1000.

Registration Nos.: Motilal Oswal Financial Services Limited (MOFSL)*: INZ000158836(BSE/NSE/MCX/NCDEX); CDSL and NSDL: IN-DP-16-2015; Research Analyst: INH000000412. AMFI:
ARN - 146822; Investment Adviser: INA000007100; Insurance Corporate Agent: CA0579 ;PMS:INP000006712. Motilal Oswal Asset Management Company Ltd. (MOAMC): PMS (Registration
No.: INP000000670); PMS and Mutual Funds are offered through MOAMC which is group company of MOFSL. Motilal Oswal Wealth Management Ltd. (MOWML): PMS (Registration No.:
INP000004409) is offered through MOWML, which is a group company of MOFSL. Motilal Oswal Financial Services Limited is a distributor of Mutual Funds, PMS, Fixed Deposit, Bond,
NCDs,Insurance Products and IPOs.Real Estate is offered through Motilal Oswal Real Estate Investment Advisors Il Pvt. Ltd. which is a group company of MOFSL. Private Equity is offered
through Motilal Oswal Private Equity Investment Advisors Pvt. Ltd which is a group company of MOFSL. Research & Advisory services is backed by proper research. Please read the Risk
Disclosure Document prescribed by the Stock Exchanges carefully before investing. There is no assurance or guarantee of the returns. Investment in securities market is subject to market risk,
read all the related documents carefully before investing. Details of Compliance Officer: Name: Neeraj Agarwal, Email ID: na@motilaloswal.com, Contact No.:022-71881085.

* MOSL has been amalgamated with Motilal Oswal Financial Services Limited (MOFSL) w.e.f August 21, 2018 pursuant to order dated July 30, 2018 issued by Hon'ble National Company Law
Tribunal, Mumbai Bench.
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