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Abstract: This study provides an assessment of the performance of Indian economy in 2024-25 and a 

review of the outlook going forward factoring in the impact of disruptive policies of the second 

Trump administration at home and abroad, especially the announced ‘reciprocal’ tariff policies that 

are temporarily paused. The impact of the ‘reciprocal tariffs’ when the present pause ends is likely to 

be mixed. While India’s top ten exports to the US, such as electronic goods, gems & jewellery, 

machinery, textiles, metals and transport equipment may be adversely affected by higher tariffs, India 

may garner greater market share in products such as footwear, apparel, electrical machinery, toys, 

etc., where India’s competitor countries are subject to higher tariffs. 

Growth moderated in FY 2024-25, probably due to the slowdown in government spending and 

investment growth. Inflation being benign has enabled the central bank to change its monetary policy 

stance to ‘accommodative’, further cutting the Repo rate and taking other measures to enhance 

liquidity. Looking forward to FY 2025-26, our outlook for GDP growth remains pessimistic, amid 

rising trade uncertainty and anticipated slowdown in United States (US) and global growth. However, 

the accommodative monetary policy stance positions the central bank well to pursue expansionary 

policies to counter growth slow down.  

On the fiscal side, FY 2024-25 saw a sharp contraction in central government’s capital expenditure 

growth. States’ combined capital expenditure also contracted sharply during April-Feb 2024-25. The 

central government has shifted to a new fiscal consolidation framework with debt-to-GDP ratio as the 
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key monitoring target. This provides more elbow room for increasing capex to revive growth should it 

slow down due to the Trump Shock. Such a slowdown would also lead to a shortfall in budgeted 

revenues of the central and state governments, thereby raising deficits. This would serve as an 

automatic stabiliser to help revive growth, which could be reinforced by enhanced government capex.  

 

JEL Classification: E6, E3, E4, H5, H6 

Keywords: State of the Economy, Trump tariff shock, growth & fiscal outlook, India 

Introduction 

The NIPFP mid-year and year-end reviews assess the performance of the economy during the 

past (fiscal) year, particularly the previous six months and, based on the review, present an 

assessment of the outlook going forward. However, this year-end review had to go much 

further because of major developments during the past six months since the October 2024 

mid-year review. In particular it had to address the implications of the many disruptive 

changes President Trump has introduced during his second term, which started earlier this 

(calendar) year, in United States (henceforth US) domestic policies as well as US foreign 

policy and, especially, US trade and tariff policies.   

Part 1 of the review presents the global context and outlook, taking into account the response 

of the global economy to Trump 2 policies. It also presents a detailed account of the Trump 

‘Liberation Day’ tariff proposals, especially as it effects India and proposes policy 

interventions to minimise the adverse impact of these tariff proposals on India’s export 

performance. Part 2 reviews recent performance and the outlook going forward and forecasts 

growth, with and without taking into account the impact of Trump interventions at home and 

abroad. It also presents a review of the benign price situation, the inflation outlook going 

forward and evidence of some positive recent developments on the employment front. Part 3 

presents a review and the outlook on monetary policy, especially the recent change in 

monetary policy stance. It also presents a performance review and outlook for the financial 

sector. Part 4 presents a review and outlook going forward on the fiscal front, taking into 

account the possible impact of the Trump shock on Indian growth and revenues. This is 

finally followed by some concluding remarks. 

 

1. Global developments: Slowing growth, rising uncertainty & 

impact of tariffs 

 

IMF projects only a marginal dip in global growth amid trade tensions 

Growth projections in the International Monetary Fund’s April World Economic Outlook 

attempts to capture the effect of a flurry of tariff announcements by the United States and 

counter-tariffs announced by other countries. Incorporating the impact of tariffs announced till 



4th April, global growth is projected to decline to 2.8 percent in 2025 from 3.3 percent in 2024. 

For next year, growth is projected at 3 percent (Table 1.1).  

To account for the uncertainty in tariff policy, the IMF has put out two alternative growth 

outlooks in addition to the reference forecast — one excluding the impact of the 2nd April and 

subsequent tariffs, and second incorporating the impact of tariff announcements made after 4th 

April. 

The biggest hit to growth is projected for the US and China. For the United States, where tariffs 

constitute a major supply shock, growth is projected to decrease to 1.8 percent in 2025 from 2.8 

percent in 2024. China is projected to grow at 4 percent in 2025 from 5 percent in 2024. For the 

Euro area, growth is projected to decline marginally from 0.9 percent in 2024 to 0.8 percent in 

2025 before recovering to 1.2 percent in 2026. 

The IMF projects India’s growth to decline marginally from 6.5 percent in 2024 to 6.2 percent 

in 2025, then rise slightly to 6.3 percent in 2026. 

Table 1.1: IMF Growth Projections April 2025 Update 

 

 

U.S economy is showing signs of slowing amid policy uncertainty 

The IMF growth projections seem somewhat optimistic, especially for the U.S. economy. It 

projects positive, if reduced, growth at 1.8 percent in 2025. In contrast, other high frequency 

indicators are showing signs of economic contraction. The latest reading of the Federal Reserve 

Bank of Atlanta nowcast (Figure 1.1) pegged the January-March quarter real GDP to contract 

by 2.2 percent. The nowcast has been gradually tumbling from the 4 percent growth nowcast 

reported in early February. 

Actual numbers for Q1 of 2025 confirmed the contraction (Figure 1.2). U.S GDP actually 

contracted by 0.3 percent according to the advance estimate released by the Bureau of 

Economic Analysis (BEA). This marked the first decline since the Q1 of 2022. The contraction 

was primarily driven by a surge in imports and a decrease in government spending. In the 

previous quarter, real GDP had increased by 2.4 percent. 

 

 



 

 

Figure 1.1: Federal Reserve Bank of Atlanta Nowcast of Real GDP 

 

Figure 1.2: Contraction in US GDP 

 

 

Policy uncertainty, the expected rise in prices and mass federal layoffs have led to a decline in 

consumer sentiments and a rise in inflation expectations. The University of Michigan’s Index 

of Consumer Sentiment has been sliding in this calendar year. In April, the index plunged 8 

percent from the March value (Table 1.2). Both the index of current economic conditions and 

index of consumer expectations sharply plummeted in April.  

On a more concerning note, year-ahead inflation expectations surged from 5.0 percent last 

month to 6.5 percent this month. This is the highest reading since 1981 and marked four 

consecutive months of unusually large increases in inflation expectation. Long-run inflation 



expectations edged higher from 4.1 percent in March to 4.4 percent in April. 

 

Table 1.2: University of Michigan - Survey of consumers 

 

 

EU is ramping up spending, leading to Euro appreciation 

A key development in the EU region is Germanys announcement of a large fiscal expansion 

geared towards enhanced military, infrastructure and climate spending. The €1 trillion package 

includes €500 billion allocated to a special fund for infrastructure development and €100 

billion designated for climate-related investments. The proposed fiscal expansion could lift the 

long-term growth prospects for Germany and the Euro area and could offset the drag on 

growth stemming from trade tensions.  

Fiscal expansion in the EU and investors’ growing concerns about an impending recession in 

the U.S have led to selling off of USD denominated assets. The loss of the safe haven appeal of 

the US dollar has led to sharp appreciation of the Euro (Figure 1.3). 

China is introducing stimulus measures to boost its economy 

China has introduced a range of stimulus measures to bolster growth and soften the economic 

damage caused by the trade war with the U.S. The monetary policy stimulus includes a cut in 

the reserve requirement ratio by 50 basis points from May 15, and lowering of borrowing 

costs. These changes preceded the raft of measures announced in September last year such as 

reduction of interest rate on existing mortgages and lowering the minimum down payment for 

second time home buyers to 15 percent.  



The monetary stimulus measures are being combined with fiscal stimulus policies. China has 

set its fiscal deficit target at 4 percent of GDP for 2025, a one percentage point increase from 

the previous year. It has unveiled a 10 trillion yuan debt package to ease local government 

financing strains and issued special treasury bonds to replenish core capital of state-owned 

banks. To stimulate consumer spending, China has also implemented a wage increase for 

government workers. 

Figure 1.3: Appreciation in Euro-dollar exchange rate 

 

 

Source: BIS 

U.S. reciprocal tariffs 

Flip flops on U.S. tariff policy are illustrated in Table 1.3. Oddly, the primary basis for setting 

country-specific ‘reciprocal’ tariffs is not the tariff structure of the partner country but its trade 

surplus vis-à-vis the U.S.  

 

Table 1.3: Flip-Flop on US tariff Policy 

 



The ‘reciprocal tariffs’ intended to cushion the U.S from the trade imbalance have been 

arbitrarily set at half of the trade imbalance. For instance, with India, the U.S has a trade deficit 

of USD 46 billion. The ratio of this trade deficit to total US imports is 52.6 percent, hence the 

tariff has been set at 26 percent tariff for India. A broadly similar approach is followed for other 

countries as well (Table 1.4).  

Table 1.4: Cross-country US trade balance and reciprocal tariff rate 

 

 

A 10% base tariff will be applied to imports from all countries, effective April 5, 2025. In 

addition there will be country specific ‘reciprocal’ tariffs as explained above. Certain strategic 

products, including pharmaceuticals, semiconductors, copper, and energy products, are exempt 

from these tariffs.  

India ‘reciprocal’ tariff of 26 percent is lower than for most of the ASEAN and other competing 

countries despite its having one of the highest average tariff rates in the world because of its 

relatively low trade surplus vis-à-vis the U.S. 

Impact of US Tariff policy on India’s Trade  

India’s trade in FY 2024-25 is shown in Figure 1.4. During FY 25, the merchandise exports and 

imports grew by 0.1 percent and 6.2 percent, respectively. The slump in merchandise exports 

was primarily owing to subdued oil exports. Netting out oil exports, non-oil exports grew by 6 

percent, and after excluding gems and jewellery exports, the growth was 7.5 percent (Figure 

1.5).  



 

 

Figure 1.4: India’s overall trade 

 

 

Figure 1.5: Growth in Merchandise exports 

 

 

With total exports (goods plus services) growth of 6 percent compared to total import growth of 

6.8 percent), there was a widening of the trade deficit. The trade deficit rose to USD 94 billion 

in FY2024-25, up from USD 78.5 billion in the same period of FY2023-24. Since merchandise 

exports are likely to be hit by tariffs, services exports would have to do the heavy lifting to lower 

the trade deficit in FY 2025-26. 

The impact of tariff threats was visible in the trade data for April, 2025. India’s merchandise 

trade deficit widened to USD 26.42 billion in April, up from USD 21.5 billion in March (Table 

1.5). 

 



 

 

 

Table 1.5: Widening of India’s trade balance 

 

While merchandise exports grew by 9 percent, imports grew at a much sharper pace at 19.1 

percent (year-on-year basis). The spike in the import bill was led by a sharp 27 percent surge in 

imports from China. Notably, imports of chemical products spiked by almost 116 percent.   

Key sectors that are vulnerable 

The top 10 exports of India to the U.S in 2023-24 are shown in Table 1.6. Broad sectors like 

electronic goods, gems & jewellery, machinery, textiles, metals and transport equipment are 

subject to elevated risk due to tariffs. Gems and jewellery exports are vulnerable because the 

competing countries are subject to lower tariffs. India could lose its market share. However, 

some of the sectors like pharmaceuticals, mineral fuels, etc., have been exempted for now. This 

could cushion the impact of tariff induced cost escalation. In general, sectors reliant on U.S. 

markets may experience pricing pressures, deferred orders, and supply chain adjustments. 

Table 1.6: Top 10 exports of India to the US 

 



While exports would be impacted due to tariffs, there may be a window of opportunity to garner 

greater market share in sectors where India’s competitor countries are subject to higher tariffs. 

Table 1.7 shows products where those countries that have higher market share are subject to 

much higher tariffs than India. For instance in footwear, China, Vietnam, Indonesia, Italy and 

Cambodia account for 45.5 percent of total exports to the U.S. 

Table 1.7: Window of opportunity in some sectors due to lower relative tariffs 

 

Even if China is excluded, India can potentially garner greater market share from Vietnam and 

Indonesia that are subject to much higher tariffs of 46 percent and 32 percent, respectively. 

Similar opportunities exist in sectors such as apparel articles, furniture, toys and sport 

equipment, etc. At the same time, a multi-product and multi-country dumping threat looms 

over India. Countries like China/Vietnam/ Indonesia/ Cambodia/ Thailand/ Taiwan/ 

Switzerland with higher tariffs as against India may divert goods to India, risking import surges 

and dumping across multiple products. Table 1.8 shows some of the product categories which 

China exports to both the US and India. Due to higher U.S. tariffs on China, some of the key 

commodities that it could try to dump in India include Resins, Paper, Rubber, etc. Preliminary 

evidence of this is visible in the April data for imports. Notably, imports from China surged by 

27 percent and imports of artificial resins surged by 14 percent.  

Table 1.8: China’s exports of selected products to India and USA 

 

 

Expected direct export loss on account of increased tariffs 

Summing up, there would be sectors where India could gain market share due to the new U.S. 



tariffs, but at the same time some sectors could be adversely impacted on account of the rollout 

of reciprocal tariffs. Table 1.9 presents an estimate of export loss due to tariffs. The loss in export 

share will depend on tariff differential and the extent of substitutability, which in turn depends 

upon price elasticity of demand. Taking these factors into account, direct export loss is expected 

at USD 14 billion amounting to 0.38% of GDP.  

Table 1.9: Expected direct export loss on account of reciprocal tariffs 

 

Pause on tariff rollout: Markets punished tariff-induced uncertainty 

Usually, when there is heightened uncertainty in the global economy, investors flock to the 

safety of the dollar and US Treasury bonds. This pushes up their prices and lowers their yields. 

This time for several days after the announcement of reciprocal tariffs, the reverse happened 

(Figure 1.6). 

Figure 1.6: US dollar index (left panel) and 10 year bond yield (right panel) 

 

 



 

In particular, between the announcements of “Liberation day” tariffs and the 90-day pause, the 

yield on the US 10 year bond surged from 4.2 percent to 4.5 percent. The 30 year bond jumped 

to 4.8 percent on 9 April from 4.5 percent on 2 April. The dollar depreciated by 1.5 percent 

during this period. The aggressive nature and unpredictability of the tariffs led investors to 

question the reliability of US Treasuries as a safe haven. The sharp surge in the US bond yields 

was perhaps one of the reasons that triggered the decision to halt the rollout of tariffs. 

Despite the announced pause, India’s growth prospects are likely to be adversely affected in 

our view owing to the direct impact of US tariffs plus the indirect impact of a slowing U.S. 

economy via its adverse effect on global growth. However, there is also a view that if other 

countries respond to the Trump policy moves by strengthening WTO compliant trade among 

themselves and deepening their supply-chain relationships, there could also be a net positive 

impact on global trade and growth (Mundle 2025). 

Policy measures to cushion the impact of trade uncertainty  

Certain policy measures can be undertaken by India to abate the adverse impact of US tariff 

policy and consequent trade uncertainty (Table 1.10). 

Table 1.10: India’s policy measures to counteract trade uncertainty 

S.No. Policy Measures Details 

1. Reduce trade deficit with the 

US 

 Increase imports of of US hydrocarbons, portable 

nuclear power plants, etc. 

2. 

Accelerate Trade Negotiations 

& Secure Sector-Specific 

Exemptions 

● Finalize the US trade deal  

● Leverage exemptions (e.g., pharmaceuticals) to expand 

exports in critical sectors, while negotiating duty waivers 

for auto components and electronics 

 

3. 

Diversify Export Markets 

away from US & Strengthen 

Domestic Manufacturing 

 

● Target trade diversion opportunities in the EU, UK, and 

ASEAN markets as US-China tensions escalate 

● Boost "Make in India" initiatives, particularly in 

semiconductors, renewable energy, and electronics, to 

reduce import reliance and attract US investment 

 



4. 

Calibrated Concessions 

● Reduce tariffs on select US goods (e.g., ethane, LPG, 

aerospace components) to foster reciprocity and ease trade 

tensions 

● Enhance PLI schemes for vulnerable sectors (gems, textiles, 

auto parts) to improve global competitiveness 

 

5. 
Strengthen export 

infrastructure and logistics 

 

 

 

2. Domestic Developments: Growth, Inflation & Employment 

Aggregate demand growth moderated in 2024-25 due to decline in 

government spending and investment growth 

Real GDP growth in India was high at 9.2 per cent in FY 2023-24 owing to strong multiplier 

effects from high public sector capex, but it moderated to 6.5 per cent in 2024-25, 

presumably due to a slowdown in growth of both Govt. Final Consumption expenditure and 

in Gross Fixed Capital Formation (Table 2.1). 

Table 2.1: Year-on-Year growth rates in aggregate demand and components 

Demand 

components 

2023-24 

YoY (%) 

2024-25 

YoY (%) 

 

2024-25 Q1 

YoY (%) 

2024-25 Q2 

YoY (%) 

2024-25 Q3 

YoY (%) 

2024-25 Q4 

YoY (%) 

 

Aggregate demand 

(GDP) 

9.2 6.5 6.5 5.6 6.4 7.4 

Govt. Final 

Consumption Exp. 

GFCE 

8.1 2.3 -0.3 4.3 9.3 -1.8 

Private Final 

Consumption Exp.  

PFCE 

5.6 7.2 8.3 6.4 8.1 6.0 

Gross Fixed Capital 

Formation GFCF 

8.1 7.1 6.7 6.7 5.2 9.4 

Net Exports 

 

386.3 -71.5 -32.6 -8.9 -102.3 1084.6 

Source: CSO, MOSPI, Second Advance estimates 



However, private consumption demand growth accelerated to 7.2 per cent in 2024-25. The 

real trade deficit (net exports) also declined compared to the previous year.1 

Comparing growth rates across the quarters of 2024-25, growth of aggregate demand, public 

and private consumption demand improved in H2 FY 25. However, both public and private 

consumption expenditure growth which improved significantly in Q3 FY 25, fell sharply 

again in Q4 FY 25. Investment growth remained moderate during the first three quarters, but 

recorded an impressive growth of 9.4 per cent in the last quarter of FY 25, a sign of 

improving investors’ sentiment in the country.  

Table 2.2: Year-on-Year growth rates in GVA and components 

Demand components 2023-24 

YoY (%) 

2024-25 

YoY (%) 

 

2024-25 Q1 

YoY (%) 

2024-25 Q2 

YoY (%) 

2024-25 Q3 

YoY (%) 

2024-25 Q4 

YoY (%) 

 

GVA 8.6 6.4 6.5 5.8 6.5 6.8 

1.Agriculture, 

forestry & fishing 

2.7 4.6 1.5 4.1 6.6 5.4 

2.Industry 10.8 5.9 8.5 3.8 4.8 6.5 

   2.1 Mining & 

Quarrying 

3.2 2.7 6.6 -0.4 1.4 2.6 

   2.2 Manufacturing 12.3 4.5 7.6 2.2 3.6 4.8 

   2.3 Electricity, gas, 

water & other utilities 

8.6 5.9 10.2 3.0 5.1 5.4 

   2.4 Construction 10.4 9.4 10.1 8.4 7.9 10.8 

3.Services 9.0 7.2 6.8 7.2 7.4 7.3 

    3.1 Trade, hotel,  

transports 

communication, 

broadcasting (TRC) 

7.5 6.1 5.4 6.1 6.7 6.0 

     3.2 Financial, real 

estate & professional 

services (FIN) 

10.3 7.2 6.6 7.2 7.1 7.8 

    3.3 Public 

administration, defence 

& other services (PAD) 

8.8 8.9 9.0 8.9 8.9 8.7 

Source: CSO, MOSPI 

On the production side growth of Gross value Added (GVA) moderated across non-

agricultural sub-sectors, except for Public Administration and Others Services (Table 2.2). 

Within Public administration, defence & other services (PAD), the component ‘other 

services’, comprising of private education and health, accounted for the robust growth in 

PAD. Agriculture grew by 4.6 per cent in FY 25, up from 2.7 per cent in FY 24, due to 

favourable weather conditions and the surge in global prices of wheat. While services 

maintained robust growth of over 7 per cent across the quarters of FY 25, growth in industry 

and its sub-sectors slowed during H1 FY 25, but improved in H2 FY 25.  

                                                           
1 Since real trade balance was in deficit in 2023-24, a negative growth rate of net exports in 2024-25 indicates 
an improvement in the trade balance. 



GDP growth revived sharply during the last quarter of 2024-25, possibly due to the sharp 

revival in investments as per the official provisional estimates of GDP. But curiously, most 

hard indicators on the production side still depict muted growth. For instance, while the 

industrial GVA has grown at a rate of 6.5 per cent in Q4 FY 25, the official Index of 

Industrial Production (IIP) growth has remained muted at only 3.6 per cent in this quarter 

(Figure 2.1). For the services sector, Services Volume Index of CSO also indicates uneven 

services growth, as overall services, except for Information & Communication and Other 

services, has contracted in this quarter (Figure 2.2). This mismatch between the recently 

released GDP estimates and other official data on sectoral production growth needs 

reconciliation.  

 

Figure 2.1: Industrial growth suffered broad-based downturn in Q4 FY 25 

 

  Source: NSO 

 

Figure 2.2: Overall services sector contracting, except for Information and Communication 

and other services 

 

Source: CSO 

 



Table 2.3: NIPFP’s growth projections & Comparable forecasts & other organisations 

 FY 

23-24 

FY 24-25 FY 

25-26 

Q1 

25-26 

Q2 

25-26 

Q3 

25-26 

Q4 

25-26 

Actual 9.2 6.5 

 

     

NIPFP (H)   6.6 6.7 6.3 6.8 6.3 

RBI   6.5 6.5 6.7 6.6 6.3 

IMF   6.2     

World Bank   6.3     

Source: NIPFP; MOSPI; RBI; IMF; World Bank 

Growth outlook for FY 2025-26 

For the financial year 2025-26, 6.6 percent is our baseline forecast generated by NIPFP’s 

high-frequency indicator model (Table 2.3) following Bhattacharya, Bhandari and Mundle 

(2023). Our baseline forecast for the full year FY 26 and also for the four quarters of FY 26 

are similar to those of the RBI.  

This baseline projection does not factor in the impact of the tariff announcements by U.S. 

president Mr. Donald Trump (henceforth the “Trump shock”). In order to assess the possible 

effects of the Trump shock on the Indian economy and hence growth forecasts for FY 

26, we consider two alternative scenarios. In our scenario I, we assume that while the 

Trump shock will adversely affect India’s exports and hence growth via terms-of-trade effect, 

on the other hand India will gain from tariff differential with its competitors, with a positive 

impact on country’s exports, with a net zero effect from terms-of-trade channel. However, the 

Indian economy will be adversely impacted via income effect from a global growth 

slowdown predicted by IMF for 2025-26. Taking into account IMF’s global growth rate 

projection of 2.8 per cent for FY 26, we predict 5.8 per cent growth for India in FY 26, a 0.8 

per cent decline from our baseline projection. 

However, the global growth projections of IMF possibly accounted for only tariff effects, not 

the upcoming disruptions due to major policy changes in US, including massive shrinking of 

the Federal Government. Hence, impact of disruptions due to US policies on global growth 

including India can be larger than projected. Such a scenario, Scenario II in our analysis, can 

be compared with the experience during the Global Financial Crisis (GFC) of 2008-09. 

Following GFC, global growth declined from 5.3 in 2007 to 2.9 in 2008 and to -0.4 in 2009, 

before recovering to 5.2 per cent in 2010 due to massive fiscal and monetary stimulus. 

Correspondingly, Indian GDP growth declined from 7.4% in 2007-08 to 4.3% in 2008-09, 

before rebounding to 6.9% in 2009-10 with the aid of fiscal and monetary stimulus. If the 

domestic policy disruptions in US leads to a recession comparable with the GFC, with spill 

over effects on the global economy, including India, growth in the Indian economy could 

decline to around 4 per cent in FY 2025-26. 

 



Headline inflation below 4 per cent target due to moderating food inflation 

CPI food inflation has been moderating since November 2024 due to declining inflation rates 

for most food items, except edible oils, fruits and sugar, and deflation in vegetable and pulse 

prices (Figure 2.4). CPI Core inflation on the other hand was increasing at a mild rate due to 

rise in house rent, maintenance cost & water charges; price of medicines & health 

professional fees; transport charges; educational items & fees for web-based professional 

trainings, and gold prices. 

Figure 2.4: Headline inflation below 4% target on account of moderating food inflation, 

while core inflation rising, and energy price changes rebounds 

  

Source: CSO, Authors’ estimates 

Our baseline inflation projection for FY 2025-26 is at 3.1 per cent with inflation forecast for 

the quarters as follows: 3.1% in Q1, 3.0 in Q2, 2.9% in Q3, 2.8% in Q4 (Figure 2.5). A 

rebound in core inflation due to supply constraints in services & energy price inflation pose 

upward risk for inflation in the current year. On the other hand, the possibility of a global  

Figure 2.5: Inflation forecast at 3.1 per cent for FY 2025-26 

 



Source: Bhattacharya & Kapoor (2020) 

growth slow down due to the Trump shock may act as a negative external demand shock, 

which could further moderate our domestic headline inflation. 

Overall employment indicators improving and showing a transition of 

female employment from informal to formal jobs 

According to the Periodic Labour Force Survey of NSSO, there has been an overall 

improvement of quarterly urban labour market indicators for both males and females in 

October-December 2024-25 compared to the same period previous year. Labour Force 

Participation Rate (LFPR) for males rose from 74.1 to 75.4 per cent from Oct-Dec 2023 to 

Oct-Dec 2024, while LFPR for females increased from 25 to 25.2 per cent. The Working 

Population Ratio (WPR) for males rose from 69.8 to 70.9 per cent, while that for females 

increased from 22.9 to 23.2 per cent. Unemployment rate (UR) remained unchanged at 5.8 

per cent for males while it declined from 8.6 to 8.1 per cent for females.  

At the sectoral level, for male employment, the share of industry remains fairly stable, while 

there is a shift of shares from agriculture to services. In the case of female employment there 

is a shift to services from both agriculture and industry (Figure 2.6).  

A very positive development is that the share of formal employment has been rising and 

higher for women workers than for male workers. There was also a shift in shares of female 

employment from unpaid helpers and casual workers to own account employers/workers and 

regular wage and salaried workers between Oct-Dec 2023 to Oct-Dec 2024 (Figure 2.7). The 

share of male employment as regular wage/salaried employees and casual workers increased 

marginally while declining for own account workers/employers and unpaid helpers.  

Figure 2.6: Services share of employment rising for both male and female 

 

Source: PLFS, NSSO 

  

 

 

 



Figure 2.7: Share of formal employment rising, especially for female workers 

    

Source: PLFS, MOSPI 

3. Monetary policy & Financial markets 

Monetary policy 

There has been considerable action on the monetary policy front since the NIPFP mid-year 

economic review last October (Bhattacharya et.al. 2024). The RBI changed its policy stance to 

neutral in February and to accommodative in April (Figure 3.1). It has also cut the policy repo 

rate by 50 basis points in this calendar year till May. The policy repo rate was reduced from 

6.5 percent to 6.25 percent in February and further to 6 percent in April.  

Figure 3.1: Monetary policy rate cut and change in policy stance 

 

The call money rate, after hovering closer to the policy repo rate, has moderated sharply. 

Going forward, a deeper rate cut cycle is expected post the change in stance to accommodative 

to stimulate growth keeping in view Trump’s tariff shock. 

 



Government bond yields have eased across maturities 

Government bond yields across maturities have trended downwards due to monetary easing 

and decline in inflation (Figure 3.2). India’s sovereign bond inclusion in the global emerging 

market bond indices such as JP Morgan Bond Index and the Bloomberg index also contributed 

to greater demand for bonds from foreign investors. This led to softening of yields. Mirroring 

the trend in government bond yields, corporate bond yields have also edged downwards across 

maturities. 

Figure 3.2: Easing bond yields 

 

Liquidity has turned to surplus post RBI intervention 

After being in surplus mode from June 2024 till mid December 2024, liquidity in the banking 

system turned into a deficit. Towards the end of January 2025, the liquidity deficit rose to a 

record Rs. 3.3 trillion, highest in 15 years. RBI intervened with a series of measures to ease the 

liquidity deficit: a 50 basis points cut in the Cash Reserve Ratio (CRR) to 4 percent in two 

tranches, overnight variable repo auctions, open market purchases of government bonds, and 

USD/INR buy/sell swaps. Following these measures liquidity has been back in surplus mode 

since March (Figure 3.3). From March to 15th May 2025 liquidity has been in surplus to the 

tune of around Rs. 1.6 trillion on average as compared to an average deficit of Rs. 1.01 trillion 

from December 2024 till February 2025. 

Credit growth has moderated and is likely to remain subdued 

Non-food bank credit growth year-on-year moderated further during February- March 2025.  

Credit growth was mainly on account of the increase in credit disbursal to industry 

(particularly medium and large) and the services sector while growth in personal loans 

remained moderate (Figure 3.4).  

Deposit growth remained flat since the last fortnight of December 2024 (27th December 

2024) at around 10%. As on 2nd May 2025 credit growth at 9.9%, including the HDFC 



merger impact, fell below the rate of deposit growth at 10%.  

Figure 3.3: RBI interventions have eased banking system liquidity conditions 

 

 

Figure 3.4: Moderation in non-food bank credit growth (upper panel) and fortnightly growth 

in credit and deposit (lower panel) 

 

 



In the coming months, credit is expected to moderate further with banks exercising caution 

with respect to unsecured retail credit. RBI has recently upped the efforts on curtailing the 

growth of bank credit in this segment as it shows early signs of stress in the form of 

increasing non-performing assets. RBI has asked banks to set stricter thresholds with respect 

to granting unsecured credit. 

The capital market has staged a recovery, FPI flows remain volatile 

The capital market has registered positive returns since March 2025. The 90-day pause on 

imposition of reciprocal tariffs imposed by the U.S authorities brought a breather for the Indian 

stock market. However, the on- off strategy with respect to tariffs by the US has led to a 

considerable increase in uncertainty and volatility in the markets (Figure 3.5.a).  

FPI flows over the past few months have also remained volatile on account of uncertainties 

regarding tariffs. During the first four months of calendar year 2025, FPIs were net sellers in 

three months (Figure 3.5.b).  

Figure 3.5.a: Financial markets have staged a recovery 

 

Figure 3.5.b: Volatility in FPI flows 

 



Going forward, volatility is expected to persist with numerous political-economic 

developments impacting the global economy. Additionally, narrowing of the spread between 

Indian and US bond yields might limit FPI investments in Indian government bonds.  

 

4. Fiscal Outlook: Central and State Governments 

Central government 

The massive thrust on capital expenditure (Capex) which had been the hallmark of central 

government’s fiscal policy in recent years was discontinued in 2024-25. The growth in capex 

was less than 1 percent during April-Feb 2025 as compared to 36.5 percent during April-Feb 

2024 and 21.7 percent during April-Feb 2023 (Figure 4.1). In 2024-25, the Union 

government drastically cut its capex growth to meet the committed fiscal deficit target of 4.9 

percent of GDP. The growth in revenue expenditure during this period has been moderate at 

4.7 percent with no significant change in major subsidies (food, fertiliser and petroleum).2 As 

a result, the growth in total expenditure has been modest. In 2025-26 (BE), capex is budgeted 

to increase by 10 percent while revenue expenditure is budgeted to grow by 6.7 percent.  

On the revenue side, income tax and Central GST revenues have been buoyant during April-

Feb 2025. However, there was some contraction in corporate tax growth due to falling 

corporate profits. Excise duty revenue continued to decline during this period while customs 

duty growth was moderate at 4.2 percent (Table 4.1). Non-tax revenue growth has been very 

high at 37 percent due to enhanced dividends from RBI. In 2024-25 the RBI transferred Rs. 

2.1 trillion to the government. For 2025-26 (BE), gross tax revenue of the central government 

is projected to grow at a modest 10.8 percent, while the nominal GDP growth is projected at 

10.1 percent.  

Figure 4.1: Year-on-Year growth in Expenditure (Apr-Feb; %) 

 
     Source: Controller General of Accounts (CGA); Union Budget 

 

                                                           
2 The level of major subsidies in Apr-Feb 2025 was similar to that during 2023-24. 
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Central government’s fiscal deficit (FD) at 4.7 percent of GDP in 2024-25 was lower than the 

target of 4.9 percent. Sharp contraction in capex growth enabled overshooting of the FD target. 

For 2025-26, the FD target is set at 4.4 percent of GDP which is lower than the earlier FD 

reduction goal of 4.5 percent announced by the finance minister in her 2021-22 budget speech.  

The estimates of revenues and expenditure for 2025-26 (BE) preceded the Trump tariff shock. 

Actual revenues and expenditures may turn out to be significantly different. This may have 

implications for the fiscal consolidation target announced by the government in its 2025-26 

budget. 

Table 4.1: Y-o-Y growth in Central Government Revenue Collection (%) 

Indicators 2023-24 

April-Feb 

2024-25 

April-Feb 

2025-26BE 

over 

2024-25RE 

GDP 12.0 9.9 10.1 

Centre’s Net Revenue*  11.6 13.5 10.8 

Gross Tax Revenue (GTR) 13.4 10.9 10.8 

Corporation Tax 17.3 1.9 10.4 

Income tax 25.8 22.0 14.4 

Union Excise duties -5.8 -1.4 3.9 

CGST 13.7 11.1 11.3 

Customs duty 3.9 4.2 2.1 

Non-Tax Revenue (NTR) 44.9 36.9 9.8 

Note: * net of states’ share in central taxes and collections under NCCD to be transferred to NDRF 

Source: Controller General of Accounts (CGA); Union Budget 

 

From the 2025-26 budget, the central government shifted to a new fiscal consolidation 

framework with debt-to-GDP ratio as the key monitoring target. As debt to GDP ratio is less 

sensitive to change in fiscal deficit level compared to the fiscal deficit to GDP ratio, this gives 

more flexibility for fiscal management. The new fiscal consolidation framework gives more 

elbow room for increasing capex to revive growth. The government also announced a new 

fiscal consolidation roadmap for the period 2026-27 to 2030-31 (i.e., award period of 16th FC) 

with debt-GDP ratio as the new fiscal monitoring target. It gave a terminal year targets based 

on three scenarios but did not specify year-wise debt-to-GDP targets in each of the scenarios. 

The aim is to set FD each year such that debt-GDP ratio of 50 percent ±1 percent is attained by 

31 March 2031. 

 

The States 

Growth of total revenue receipts, aggregated across 23 states3 for which data was available, fell 

drastically from 10.3 percent in 2023-24 (April-Feb) to 6.4 percent during the same period in 

2024-25 (Table 4.2). The own revenue receipt of states, comprising of own-tax revenue (OTR) 

and own non-tax revenue, accounted for about 64 percent of their total revenue receipts, while 

the share of transfers from the central government accounted for the remaining 36 percent. The 

                                                           
3 Does not include Arunachal Pradesh, Bihar, Goa, Manipur and Sikkim. 



own-tax performance of the 23 states, which accounted for about 88.3 percent of own revenues, 

was weak, its growth falling from about 11.2 percent during April-Feb 2024 to 8.6 percent in 

2024-25 (Table 4.2). However, there were large inter-state variations around this average 

performance, ranging from an OTR increase of 23.6 percent in case of Assam to a decline of 

(-) 2 percent in Telangana. In 2025-26, the combined all-states (all 28 states) own-tax revenue 

has been budgeted to grow by 14 percent, the implied buoyancy being greater than 1 if average 

GSDP grows by 12 percent.  

Table 4.2: Y-o-Y growth in State Governments’ Revenues (%) 

Indicators 2023-24 

April-Feb 

2024-25 

April-Feb 

2025-26BE 

over 

2024-25RE 

GSDP 11.6 10.9 12.0 

1. Total Revenue Receipt (TRR) 10.3 6.4 12.0 

2. Own Revenue Receipt (ORR) 11.9 7.8 14.5 

     - Own Tax Revenue (OTR) 11.2 8.6 14.1 

     - Own Non-Tax Revenue (ONTR) 17.6 2.2 16.9 

3. Central Transfers (CT) 7.7 3.9 8.7 

     - Devolution 27.0 15.0 10.4 

     - Grants-in-Aid -20.0 -21.7 5.1 

Source: Comptroller and Auditor General of India (C&AG); State Budgets 

 

The growth in central transfers, the other component of states’ revenues, has been modest at 

about 4 percent during April-Feb 2025. Devolution to states increased by 15 percent on average 

but was largely offset by a 21.7 percent decline in central grants to states as evident from Table 

4.2. Grants declined in all but three states – Chhattisgarh, Karnataka and Rajasthan. This 

decline in grants to states in 2024-25 came on top of a sharp fall in grants in the previous year 

(i.e., April-Feb 2024).  For 2025-26, the all-states combined budget indicates a 10.4 percent 

increase in devolution and 5 percent increase in grants. 

From the examination of state budgets, the estimates of revenues for 2025-26 (BE) seems 

unduly optimistic. While own revenues and own-tax revenue respectively grew by 7.8 percent 

and 8.6 percent during April-Feb 2025, the states have collectively budgeted for them to grow 

by 14.5 percent and 14.1 percent respectively in 2025-26. Own non-tax revenue has been 

budgeted to grow by about 17 percent in 2025-26 (BE), as compared to the realised growth of 

only 2.2 percent during April-Feb 2025. Even central transfers are budgeted to grow by 8.7 

percent as compared to the realised growth of less than 4 percent in 2024-25. The all-state 

GSDP growth projection at 12 percent also may be somewhat unrealistic.  

On the expenditure side, during April-Feb 2025 the combined capex of 23 states contracted by 

(-) 2.1 percent (Table 4.3). This is despite the Rs. 1.5 trillion 50-year interest loan provision 

from the central government in 2024-25. The combined all-states total expenditure growth of 

9 percent during April-Feb 2025 was driven by revenue expenditure. Setting aside large inter-

state variations, revenue expenditure grew by 11 percent on average. For 2025-26 (BE), the 

all-states revenue expenditure is budgeted to grow by 9.2 percent while the capital expenditure 



is budgeted to increase by 15.1 percent, which again seems unduly optimistic given the 2.1 

percent contraction in capex in 2024-25. 

 

Table 4.3: Y-o-Y growth in State Governments’ Expenditures (%) 

Indicators 2023-24 

April-Feb 

2024-25 

April-Feb 

2025-26BE 

over 

2024-25RE 

 Total expenditure 12.3 9.1 10.1 

 Revenue expenditure 9.3 11.0 9.2 

 Capital expenditure (Capex) 34.4 -2.1 15.1 

Source: Comptroller and Auditor General of India (C&AG); State Budgets 

 

States’ fiscal consolidation has been resumed post-pandemic. Although the all-state combined 

fiscal deficit as percent of GDP increased to 3.6 percent in 2024-25 (RE) from 3 percent in 

2023-24 (Figure 4.2), in 2025-26 it is budgeted to improve to 3.2 percent, close to the 15th FC 

target of 3 percent. The all-states combined liabilities are projected at 28.6 percent of GSDP in 

2025-26, which is well below the 15th FC recommended level of 32.5 percent.  

Figure 4.2: Deficits - States (% of GSDP) 

 
Source: Finance Accounts and Budget documents of states; MoSPI; Report of 15th Finance 

Commission 

 

The budgeted combined fiscal deficit of the centre plus states in 2025-26 at 7.6 percent of GDP 

is higher than the 15th FC prescribed limit of 6.8 percent. However, as per the new fiscal 

performance monitoring framework, the relevant monitoring variable is the debt-to-GDP ratio. 

In this context, the all-states liabilities, centre’s liabilities and combined liabilities of centre and 

states are all within the 15th FC recommended levels. 

Possible Impact of Trump Tariff Shock 

Finally, an observation on the impact of the Trump shock. As noted above, the recent IMF 

growth projections underestimate the impact of the shock on both global and Indian growth. If 
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one were to factor in the disruptions due to major policy changes in the US, including massive 

shrinking of the Federal Government, and emerging evidence of an impending US recession 

the impact on global and Indian growth would be probably be significantly larger than 

projected by the IMF.  

A recent episode of such disruptions was seen during the global financial crisis in 2008-09 

when union government’s revenue receipts growth fell from 24.7 percent in 2007-08 to (-)0.30 

percent in 2008-09. However, it rebounded to 6 percent in 2009-10 and 37.6 percent in 2010-

11 thanks to strong monetary and fiscal stimulus measures.  

Similar disruptions in growth will again adversely affect revenues of the government (both 

Union and sates). This calls for strong fiscal and monetary stimulus measures within the new 

fiscal consolidation framework as was undertaken during the 2007-8 financial crisis.  

 

Concluding remarks 

India’s recent economic performance has been robust. While the price situation has been 

benign, India has remained, as often noted, the fastest growing major economy with GDP 

growth in the 6-7 percent range. However, the outlook going forward is dominated by the 

impact of President Trump’s disruptive policies at home and abroad during his second term, 

especially his tariff policies which are currently paused. The adverse impact of these tariff 

policies for India may be less than often feared. This is partly because the tariffs faced by India 

are lower relative to our competitors and may even enable India to gain market share in the US. 

It is also partly because the Trump administration itself may lower the rates or allow 

exemptions when the pause ends and partly because India and the US may soon have a Bilateral 

Trade Agreement which could moderate the tariff impacts. The paper has also suggested a 

number of measures which could minimise the adverse impact of the tariffs.  

More concerning is the possible macroeconomic effects of Trumps policies on US and global 

growth. The recent IMF projection seem to underestimate these effects because the US is 

clearly heading towards a recession with possibly strong knock on effects on global and Indian 

growth. A recent analogous event was the Great Recession which followed the financial crisis 

of 2008. Indian growth declined by about 2 percentage points before recovering thanks to 

strong fiscal and monetary policy stimulation.  Recent cuts in the Repo rate and other liquidity 

enhancing measures have been a part of the RBI’s modified policy stance to ‘accommodative’, 

which positions it well for expansionary policies should the growth rate decline. It helps that 

the inflation outlook is very benign. On the fiscal front the reduction in capex by the central 

and state governments is probably a major accounting for growth moderating below 7 percent 

after 2023-24. If growth declines further due to the Trump shock, that will reduce revenue 

growth and increase the deficit. This itself will be an expansionary automatic stabiliser to 

contain any decline in growth. Growth will also be stimulated if the recent compression of 

government capex is reversed on the expenditure side, since the multiplier effect of investment 

– whether public or private- is much stronger than that of public or private consumption 

expenditure. The announced shift to the Debt-GDP ratio from the Fiscal Deficit-GDP ratio as 



the key monitoring variable for fiscal consolidation also provides the required elbow room for 

reviving capex led growth       
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