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= The government of India pursues a policy of subsidizing food staples for the
poor. In recent years food subsidies have averaged % percent of GDP, making
up about 5% of total government spending. Recent developments in policy
suggest that the subsidy bill would rise in the coming years as the authorities
are keen to expand the scope of the subsidy program. The number of
households under the subsidy umbrella has been revised up, and the per
capita subsidy portion is being raised.
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Rising food subsidy bill

Upside risks to food subsidy cost

The government of India pursues a policy of subsidizing food staples for the poor. In recent
years food subsidies have averaged around 3 percent of GDP, making up about 5% of total
government spending. Recent developments in policy suggest that the subsidy bill would
rise in the coming years as the authorities are keen to expand the scope of the subsidy
program. The number of households under the subsidy umbrella has been revised up, and
the per capita subsidy portion is being raised. Below we examine these developments:

Food subsidy bill has been rising
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Revised poverty estimate: According to the findings of the Expert Group on the Estimation
of Poverty (known as the “Tendulkar Committee report”), India’s overall poverty ratio for
2004-05 is 37.2% (with 41.8% for rural areas and 25.7% for urban areas). This is much higher
than the previous working figure of 27.5%. As a result, targeted households for government
support have increased from 65mn to 74mn (each household is considered to have 5
people). The findings of the report have been endorsed by the government.

The Expert Group has shifted away from the past practice of calorie-anchored estimates of
poverty. The approach used to be whether one meal a day with minimum nutritional needs
(2,400 calories per day per capita for rural areas and 2,100 calories for urban areas) could be
afforded by families. Instead the Group rationalized the basket of goods and services that are
consumed by households at the poverty line. The poverty line basket has now been updated
to reflect the expenditures on health and education that are incurred by the poor.

Food Securities Act: The government has planned to provide 35kg of rice and wheat per
month to each Below the Poverty Line (BPL) family at a rate of INR3/kg versus the present
issue price of INRb.65/kg for rice and INR4.15/kg for wheat. The 24.3 million extremely poor
families within the BPL set (covered under the Antyodaya Anna Yojna scheme) are however
likely to continue receiving food grains at an even cheaper rate (35kg of wheat/month at
INR2/kg). Presently the government also provides subsidized food grains (ranging between
10 and 35 kg per month) for Above Poverty Line (APL) families, though at a higher rate than
BPL families (see table below). The quantity and prices being made available to these target
groups are more generous than what was initially proposed by the government last year. As
a result, the overall cost of the initiative will rise on a per capita basis.
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Current net subsidy per kg of rice and wheat for different categories of household

(INR/kg) Economic Cost Issue price for various categories (fixed since 2002)
2010-2011E Above Poverty Level Below Poverty Level Extremely poor under
BPL
Rice 20.43 8.30 5.65 3.00
Wheat 15.43 6.10 4.15 2.00

Source: Ministry of Food & Public Distribution, Deutsche Bank

How much will the food subsidy bill increase?

Food subsidy cost (the difference between economic cost and issue price of food grains) has
already trebled from 2002-03 levels as the former (which includes purchase price, taxes,
transport, handling and storage charges) has increased persistently over the last few years
while the latter has remained unchanged since 2002.

Subsidy cost on the rise due to widening gap between economic cost and issue price
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Source: Ministry of Food & Public Distribution, Deutsche Bank. EC = Economic Cost, IP = Issue Price

Moreover, the government’s procurement of food grains (at higher economic cost) has also
increased substantially in the last three years, adding to the subsidy burden.

Procurement of food grains has gone up sharply since 2007-08
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The increase in the BPL family headcount as well as the wider scope for per capita subsidy
will clearly raise the food subsidy bill going forward.

According to the FY10/11 budget, the food subsidy is estimated to be about INR556bn,
slightly lower compared to the spending in FY09/10 of INR560bn. However, the FY09/10
figure, in all likelihood, would be revised upward. Recent reports suggest that higher
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procurement and rising economic cost of food grains caused the actual budgetary outlays in
this category to have reached INR722bn in FY09/10 (about 30% higher than the estimate
mentioned during the presentation of the FY10/11 budget). This is a 65% rise over the
subsidy cost of FY08/09 (INR437bn). Note that this rise in the food subsidy bill took place
despite a lower BPL family headcount and excluding the provision of the food securities act.

Our calculations show that the incremental cost of food subsidy (see table below), after
incorporating the above two conditions is about INR60bn, in line with the Planning
Commission’s latest estimates.

Incremental cost of food subsidy with FSB provision and new poverty estimates for

below poverty line families

1 Assumed economic cost of food grains INR 20
2 Issue price of food grains INR 3
3 Subsidy per kg of food grains per month (2-1) INR 17
4 Number of kg/ month kilogram 35
5 Subsidy per month per family (3x4) INR 595
6 Annual subsidy per family (5 x 12 months) INR 7140
7 BPL families (Planning Commission estimate) million 65.2
8 BPL families (Tendulkar Committee estimate) million 74.0
9 Annual Subsidy(Planning Commission) 6x7) INRbn 466
10 Annual Subsidy(Tendulkar Committee) (6 x8) INRbn 528
11 Incremental cost of food subsidy (10-9) INRbn 63

Source: Ministry of Food & Public Distribution, Tendulkar Committee Report, Planning Commission, Deutsche Bank. Note that our food subsidy cost under both the
poverty estimates is lower than the FY10/11BE of INR556bn; this is because our calculation does not incorporate 1) the subsidy given to APL families and 2) the cost of
running other welfare schemes such as Mid Day Meal Scheme, Nutritional Programme for Adolescent Girls (NPAG), Annapurna Scheme, etc.

The question however is whether this additional INR60bn should be added to last year's
official estimate (preliminary) of INR560bn or the recently reported INR722bn. If one were to
take the latter figure and add the above estimated INR60bn, total food subsidy would again
amount to about 1.1% of GDP in FY10/11, posing a 0.3% of GDP upside to total spending
and the fiscal deficit.

Our estimate may be an upper bound as far as risk to the deficit is concerned as procurement
cost and quantity could be lower this year due to a better monsoon or less need to build
government food-stock reserves. Still, the discussion above clearly illustrates that a non-trivial
upside risk to the spending envelope has risen due to the government’s intention to expand
the scope of its food subsidy program.
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Regulatory Disclosures

1. Important Additional Conflict Disclosures

Aside from within this report, important conflict disclosures can also be found at https://gm.db.com/equities under the
"Disclosures Lookup" and "Legal" tabs. Investors are strongly encouraged to review this information before investing.

2. Short-Term Trade Ideas

Deutsche Bank equity research analysts sometimes have shorter-term trade ideas (known as SOLAR ideas) that are consistent
or inconsistent with Deutsche Bank's existing longer term ratings. These trade ideas can be found at the SOLAR link at

http://gm.db.com.

3. Country-Specific Disclosures

Australia: This research, and any access to it, is intended only for "wholesale clients" within the meaning of the Australian
Corporations Act.

EU countries: Disclosures relating to our obligations under MiFiD can be found at http://globalmarkets.db.com/riskdisclosures.
Japan: Disclosures under the Financial Instruments and Exchange Law: Company name — Deutsche Securities Inc.
Registration number — Registered as a financial instruments dealer by the Head of the Kanto Local Finance Bureau (Kinsho)
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purchase of specific financial instruments or related services. We may charge commissions and fees for certain categories of
investment advice, products and services. Recommended investment strategies, products and services carry the risk of
losses to principal and other losses as a result of changes in market and/or economic trends, and/or fluctuations in market
value. Before deciding on the purchase of financial products and/or services, customers should carefully read the relevant
disclosures, prospectuses and other documentation.

Malaysia: Deutsche Bank AG and/or its affiliate(s) may maintain positions in the securities referred to herein and may from
time to time offer those securities for purchase or may have an interest to purchase such securities. Deutsche Bank may
engage in transactions in a manner inconsistent with the views discussed herein.

New Zealand: This research is not intended for, and should not be given to, "members of the public" within the meaning of the
New Zealand Securities Market Act 1988.

Russia: This information, interpretation and opinions submitted herein are not in the context of, and do not constitute, any
appraisal or evaluation activity requiring a license in the Russian Federation.

Risks to Fixed Income Positions

Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise to pay
fixed or variable interest rates. For an investor that is long fixed rate instruments (thus receiving these cash flows), increases in
interest rates naturally lift the discount factors applied to the expected cash flows and thus cause a loss. The longer the
maturity of a certain cash flow and the higher the move in the discount factor, the higher will be the loss. Upside surprises in
inflation, fiscal funding needs, and FX depreciation rates are among the most common adverse macroeconomic shocks to
receivers. But counterparty exposure, issuer creditworthiness, client segmentation, regulation (including changes in assets
holding limits for different types of investors), changes in tax policies, currency convertibility (which may constrain currency
conversion, repatriation of profits and/or the liquidation of positions), and settlement issues related to local clearing houses are
also important risk factors to be considered. The sensitivity of fixed income instruments to macroeconomic shocks may be
mitigated by indexing the contracted cash flows to inflation, to FX depreciation, or to specified interest rates — these are
common in emerging markets. It is important to note that the index fixings may - by construction - lag or mis-measure the
actual move in the underlying variables they are intended to track. The choice of the proper fixing (or metric) is particularly
important in swaps markets, where floating coupon rates (i.e., coupons indexed to a typically short-dated interest rate
reference index) are exchanged for fixed coupons. It is also important to acknowledge that funding in a currency that differs
from the currency in which the coupons to be received are denominated carries FX risk. Naturally, options on swaps
(swaptions) also bear the risks typical to options in addition to the risks related to rates movements.
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