U Union Bank

of India
Economic Research
OPINION

The OECD composite leading:
: indicator(CLI), released on 11 Dec!
: 2009, reflects continuation of§
recovery phase in USA, Euro area,§
Japan, UK, Canada and other major:
i economies. CLI provides early signals
of turning points in business cycles.i
: Also, financial market conditions in§
US have improved in recent months,§
as is observed through decline in:
amount of credit extended throughi
Federal Reserve’s quuidityi
: programme. :

Indian financial markets remained§
cautious about possible policy§
: actions by the Reserve Bank in:
i coming months. The probability of a'
: CRR hike has gained momentum!
: after apprehensions of higher than'
: budgeted  borrowing by the:
government, release of positive§
: growth numbers  during  the:
: fortnight, accompanied by high
: inflation of 4.8% for November 2009.
: Even though there are technical:
: reasons (like weak base) why§
inflation appears high, the inflationg
: worry must not be overlooked. The:
risks of this leading to a wage pricei
spiral coupled with excess quuidityi
: causing diversion of funds towards:
¢ risky assets are not warranted at this§
time. :

The bank credit appears to havei
bottomed out signaling upsidei
ipotential hereafter. To this, re-§
: imposing of rate ceiling by RBI on§
external Commercial borrowings§
from January 2010 is positive for:
banking sector. Nearly $4 billion ofi
Eflows came via ECB/FCCB routei
: during last two montbhs. :
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Report on Economy & Banking

A. GLOBAL ECONOMIC DEVELOPMENTS

A.1 GLOBAL MACRO ECONOMIC DEVELOPMENT

1. A sign of revival in America’s economy is seen during the month of
November 2009. As per revised data released by Washington Commerce
Department, the US GDP growth have been 2.2% during Q3 (July-Sept 09)
as against(-) 0.7% during Q2 (Apr-June 09).

a. USA’s Industrial Production increased by 0.8% in Nov 09 on account of
positive growth in automobile segment growth.

b. Consumer Prices in USA rose by a 0.04% in Nov 09 compared to 1.8%
last year.

c. Contrarily, in the third quarter the current account deficit widened
from $98 billion to $ 108 billion, equivalent to 3% of GDP

2. Industrial production in the Euro Area fell by 0.6% in Oct 09 as against
11.1% in Oct 08. The inflation in the area was 0.5% for Nov 09

3. Japan’s GDP grew by 1.3% on annual basis in the third quarter slower than
4.8% reported last month. But in nominal terms the economy shrank by
0.90% in the last quarter.

4. Australian economy reflected weaker than expected growth of 0.2% in the
third quarter compared to 0.6% in second quarter as strong imports and a
high Australian dollar eroded the country’s trade balance, offsetting
consumer demand, government spending and inventories.

2z

China’s industrial production climbed to 19.2% on year on year basis.

)

FDI in China rose by 32% in Nov 09 from a year earlier to $7.02 billion,
compared with a 5.7% increase in Oct 09.

A.2 GLOBAL MONETARY DEVELOPMENT

1. The Federal Open Market Committee kept unchanged the target range for
the federal funds rate at 0.0-0.25% as the economic conditions warrant
exceptionally low levels of the federal funds rate for an extended period.
However, in the light of ongoing improvements in the functioning of
financial markets, most of the Federal Reserve's special liquidity facilities
will be allowed to expire on Feb 01, 2010.

2. As per Office for National Statistics UK's inflation accelerated to 1.9% from
a year earlier for Nov 09, compared with a 1.5% gain in Oct 09.

3. China's consumer price index rose to 0.6% over a year earlier in Nov 09.
China's commerce ministry said that the nation will keep economic policies
“stable” next year because of weak export demand, underscoring policy
makers' unwillingness to let the yuan appreciate against the dollar.

4. Bank of Canada maintained its overnight rate target at 0.25% and
reiterated its conditional commitment to hold current policy rate until the
end of the second quarter of 2010.
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B. INDIA-MACROECONOMIC DEVELOPMENTS
B.1 DOMESTIC GROWTH & OUTLOOK

3. CMIE has revised its GDP growth forecast for the
current fiscal to 6.7% from 6.2% announce earlier.

1. The growth trajectory is signaling to head northward 4. Standard Chartered Bank has raised its India

as per CSO’s (Central Statistical Organization) recent
estimates of IIP (Index of Industrial Production) for
October 2009. IIP for Oct 09 registered a growth of
10.3% over Oct 08. It is very close to our estimate of
10.4% and market estimate of 11.0%. The index for
seven month period (Apr-Oct 09) recorded growth of
7.1%, higher than 4.3% in the corresponding period
of previous year. Sep 09 IIP was also revised upwards
to 9.6% from provisional figure of 9.1%.

a. Growth trend as reflected by IIP is reasonably
positive. The average growth in IIP during last

a. The revised forecast of GDP growth is near 7.75%
as against earlier forecast of 7.0%. The robust
outlook for economic growth in 2009-10 comes
on the heels of the 7.9% GDP growth recorded in
Q2. India's GDP grew 6.7% in 2008-09 and 6.1
per cent in the first quarter this fiscal.

b. But the inflation worry must not be dismissed
due to some technical reasons like the decline in
the base (price indices in November and
December last year declined) coupled with some
supply side factors.
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economic growth forecast for 2009-10 to 6.80% from
an earlier estimated 6.40%.

. Ministry of Agriculture has indicated the positive

outlook on Food Grains production and has revised
the 1* Advance Estimates of Rice production for
Kharif 2009-10 from 69.45 million tones to 71.65
million tones. Also the estimates of Cereals and Food
grains stand revised to 94.41 million tones and 98.83
million tones respectively.

B.2 DOMESTIC GROWTH INDICATORS

three months (Aug-Oct) is in double digit at 1. The Quarterly Survey Report on the Effect of
10.3%. Economic Slowdown on Employment in India (July-
o September, 2009) conducted in selected sectors i.e.
b. All the three sectors’ .g'rowth — mining, textiles, metals, leather, automobiles, gem &
manufact.urmg & eIectr!C|ty - has be‘en jewellery, transport, IT/BPO, handloom/ powerloom
encouraging. Manufacturing output,  which has indicated that overall employment has increased
contributes 80% of 11P, grew by 11.1% in Oct 09 by about 5 lakh during the quarter as compared to
compared to 10.0% in Sep 09 and (-) 0.6% in Oct decline in employment by 1.31 lakh during the
08. Consumer durables increased by 11.8% (Oct previous quarter of April-June 2009.
08: -0.9%). Capital goods sector growth is very
encouraging @12.2% (Oct 08: 4.2%). 2. The steel consumption in the country is growing at a
c. Q2 GDP data shows private consumption growth rate. faster than the domestic prodL.Jction. Dur.ing the
of 5.6% and fixed investments growth of 7.5%, April-November 2009, the domestic production has
investments reflects recovery. grown by 3%, whereas steel consumption has shown
a growth of 8.1%. Most of the steel consumption
2. The Central Government in its mid-year review of growth in India is taking place on account of housing,
economy took note of financial situation of the infrastructure automobile and consumer goods
sectors. The growth in major components during last sectors. Steel demand in the country is being met
couple of quarters confirms the self-sustaining both through domestic production and imports.
nature of the recovery process. As of now, despite Therefore, the availability of steel in the domestic
uncertainties, both real sector and financial sector of market is able to match the demand which is being
the economy are doing well and there are signs of met from domestic steel production as well as
turnaround. It indicates upward revision in GDP through imports.
growth rate but there is a concern over rising price
spiral. 3. Indian Railways have carried 574.38 million tones of

revenue earning freight traffic during April-
November 2009. The freight carried shows an
increase of 39.78 million tones over the freight traffic
of 534.60 million tones actually carried during the
corresponding period last year, registering an
increase of 7.44 %. During the month of November
2009, the revenue earning freight traffic carried by
Indian Railways was 72.76 million tonnes. There is an
increase of 6.14 million tonnes over the actual
freight traffic of 66.62 million tonnes carried by the
Indian Railways during the same period last year,
showing an increase of 9.22 %.
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4. The total domestic passengers carried by the
Scheduled Airlines of India in the month of Nov 09
were 38.98 lakhs compared to 39.69 lakhs in Oct 09.

B.3 PRICES

1. WPI-based inflation for Nov 09 stood at 4.78%
compared to 1.34% in Oct 09. This is well above our
estimate of 4.1% and market estimate (Bloomberg
UTV) of 4.2%. Noteworthy negative development is
increase in prices of manufactured products. The
primary articles prices are now feeding into
manufactured food products. Manufactured group
inflation is 3.99% (Nov 09) compared to 1.36% in Oct
09.

2. We expect monthly inflation for Dec 09 to near 7.0%
up from 4.75% & 1.34% respectively in Nov 09 and
Oct 09. The sharp rise in inflation is expected due
to rise in prices of food items as well as further
weakening of base effect in all three WPI sub-groups.

B.5 FOREX RESERVES

1. As on Dec 11, 2009, Forex Reserves stood at $285.74
billion, showing a decrease of $983 million over
previous fortnight (November 20" 2009). During the
fortnight foreign currency assets decreased by $1.6
billion.

B.6 EXTERNAL SECTOR

1. Exports grew 18.30% in November to $13.20 billion,
further indicating that the economic recovery is
beginning to take a strong root.

2. Flls (Foreign Institutional Investors) invested net
amount of Rs.2608 crore till Dec 18th 2009.

C. IMPORTANT RBI’s NOTIFICATIONS

1. RBI has reintroduced the price ceiling on overseas
borrowings and has also decided to disallow buyback
of foreign currency convertible bonds with effect

from January 2010. This move may be positive for
banks as large part of corporate’s ECB requirement
gets channelized to banking system.

On a review of RTGS timings and the volume of
business handled by RTGS on Saturdays, RBI
extended RTGS timings for customer and inter-bank
transactions on Saturdays. Now window for
customer and interbank transactions in RTGS would
be open 9 am to 4.30 pm from Monday to Friday and
from 9 am to 1.30 pm for Customers and 9 am to 6
pm from Monday to Friday and 9 am to 3 pm on
Saturday for Inter-bank transactions.

BUSINESS OF SCHEDULED COMMERCIAL BANKS

MONEY SUPPLY: As on 4™ Dec 09, Money Supply
(M3) registered a y-o-y growth of 17.7% compared to
20.3% a year ago. RBI’s indicative projection for M3
for March 2010 is 17%. From the sources side of M3,
bank credit to government increased by 25.4%(yoy).

AGGREGATE DEPOSITS: As on 04™ December 09,
Aggregate Deposits of SCBs increased by 18.3(y-o0-y),
compared to 19.0% as on 20" November 2009.
Deposits of SCBs increased by 0.42% during the
fortnight. During the financial year so far, deposits
grew by 9.6% compared to 11.1% in corresponding
period last year.

BANK CREDIT: Credit of $®®s again showed positive
trend during the fortnight ending 04™ December 09,
registering Rs.200 crore (0.72%) growth. Food
credit increased by Rs.2712 crore. On an annual basis
(y-0-y), as of 04™ December 09, Credit of SCBs
increased by 10.5% (y-o-y), same as our forecast.
There is improvement in YoY growth for the fourth
consecutive fortnight. During the financial year so
far, th® credit of SCBs grew by 5.2% compared to
11.9% last year. Bank credit growth of SCBs appears
to have bottomed-out.

SCBs Business (Domestic Operations)

Outstanding
as on Fortnight

Dec 04, 2009 2008-09
20 Nov-04 Dec
Agg Deposits 4203645 17722 355641
% change 0.42 11.1
Advances 2919700 20930 280308
% change 0.72 11.9
Investments 1385299 24100 131238
% change 1.77 13.5

Financial year so far

28 Mar-05 Dec

Rs.crore
Variation over
Year-on-year
2009-10 2008-09 2009-10
27 Mar-04 Dec 07 Dec-05 Dec 05 Dec- 04 Dec
369535 623577 651064
9.6 21.3 18.3
144151 550821 277479
5.2 26.3 10.5
218889 147012 282346
18.8 15.4 25.6

Fortnight 4th Dec- 18" Dec 2009
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FINANCIAL MARKET’S DEVELOPMENT

MONEY MARKET

The systemic liquidity tightened towards close of
the fortnight tracking outflows towards advance tax
payments.

Banks on an average parked Rs.100821 crore under
LAF during the fortnight ended Dec 18, 2009,
against Rs.94680 crore in the preceding fortnight.
The net LAF deployment were high at the beginning
of the fortnight but declined at the close of the
fortnight.

The weighted average rate (WAR) of the Overnight
was range bound at 2.5-3.5% for most part of the
fortnight.

The average call volumes declined over the recent
fortnight from Rs.8443 crore to Rs.6244 crore.
Commercial Paper (CP) of 90 days maturity’s
reference rate was close at 4.15% against 4.0% last
fortnight.

DEBT MARKET

The G-Sec market witnessed of hardening of Yields
and declining trading volumes. The average
volumes in the current fortnight declined to
Rs.11256 core from Rs.18061 crore last fortnight.
The ten year benchmark bond (6.90%-2019) closed
highest at 7.73%. This trend may extend further.
Actually reduction in volume is caused by another
benchmark (6.35%-2020) bond coming into picture.
One section of market is trading this paper of
exactly 10 years maturity in January 2020 taking
spread of 13 bps.

Yields hardened largely on sell-offs by Flls and
foreign banks. Flls net unwound debt investments
of Rs.797.7 crore ahead of the year-end.

Movement of 10 yrs G-SecYield %
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. EQUITY MARKET
. During the fortnight ended Dec 18, 09, the closing

level of Sensex ranged between 16719 and 17228.
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FIl were net buyers during most of the days of
fortnight. During the fortnight, total net Fll
investments was Rs.2604 crore (inclusive of debt &
equity markets).

The equity market started correction at the close of
the fortnight after trading in a tight range, actually
the trigger was from global market which also
underwent correction. The Sensex fell by 382 points
over last fortnight. Sectors such as banking & real
estate saw profit-taking mod putting pressure on
the bench-mark indices, the positive side was the
auto and IT sector.

FOREX MARKET

Rupee depicted improvement during the start of
the fortnight due to considerable strength in Fll
inflows but started depreciating later on account of
reduction in FIl inflow and inflation worries. The
rupee-dollar exchange rate plunged to Rs 46.72 (last
fortnight-Rs 46.56). This was despite oil prices
softening. India's import basket price was down to
$72 a barrel, a $5 drop from November-end this
year. Corporate with external commercial
borrowing obligations also took cover fearing that
further exchange rate appreciation was likely to
meet resistance.
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The greenback(USD) rose 1.9% to a three-month
high against the euro as fears over the health of the
Eurozone banking sector and concerns over the
fiscal position of some countries on the periphery of
the Eurozone continued to weigh on the single
currency. The US dollar also advanced against the
Japanese yen, rising 1.5%, as the Bank of Japan
made an addition to its statement following its
policy meeting on Friday, saying it would not
tolerate consumer price inflation below zero.

FINANCIAL MARKET ROUND UP
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In the local market too, the rupee traded with a
downward bias against the US dollar last week. The
news of Dubai World bail out and Moodys upgrade
of outlook of Indian local debt rating did little to
shore up market sentiment. Equity markets
declined over the week and oil prices rose, both of
which were negative for the rupee. Greenbacks
continuing strong run was, however, the main
dampener for the Indian unit. Some dollar selling
emerged as the rupee-dollar pair came close to the
level of 47.00. Over the week, rupee-dollar pair
traded in the range of 46.57 - 46.96, depreciating
0.4%.

GOVERNMENT BORROWING PROGRAMME

The Union Budget for 2009-10 placed the net and
gross market borrowings (excluding  MSS
desequestering) of the Central Government at
Rs.364864 crore and Rs.418000 crore, respectively.
Up to December 18, 2009, the Central Government
had completed the net market borrowings of
Rs.349911 crore (91% completed). The balance Net
borrowing requirement of the Centre & State put
together now stands at about Rs.80000 crore, i.e.
16% of the budgeted.

Completed
2009-10 (BE) up to Remaining
18-Dec-09 Borrowing
Gross Borrowing of Centre 418000 383000 35000
Net Borrowing of Centre & States 504864 424327 80537
% Centre Govt 364864 349911 14953
< State Govts 140000 74416 65584
% Net borrowing of Centre & State 84% 16%

Note: Excluding amount of MSS Desquestering Source: Budget Documents, RBI, UBI-ECONOMIC RESEARCH
2. Even though, borrowing is higher during current fiscal, liquidity would continue to remain comfortable due to
subdued bank credit growth and overhang of market liquidity.

A Incremental Deposits of SCBs  (Our estimates @18% for FY10) 690000

Incremental Advances of SCBs  (Our estimates @15% for FY10) 416000
C Incremental Deposits remaining (Dec 04,2009 — end-Mar 2010) 320000
D Incremental Advances remaining (Dec 04,2009 — end-Mar 2010) 272000
E Excess of Deposits over Advances (C- D) 48000
F Average Reverse Repo Outstanding  (average of last fortnight ended Dec 18) 100000
G Investment in Instruments issued by Mutual Funds (as of Dec 04,2009) 170000
H Potential Liquidity (E+F+G) 318000
| Remaining Net borrowing of Centre & States 81000
J Excess of Potential liquidity over Remaining borrowing 237000

Note: Liquidity would remain comfortable even if Bank Credit growth is 18% for FY10
Sources: Budget Documents, RBI, UBI-ECONOMIC RESEARCH.

Disclaimer: The views expressed in this report are not necessarily of the management. All usual disclaimers apply.

We welcome your feedback. Please write to nitesh@unionbankofindia.com, Or call 022- 22025189, 2289 2413
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