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A healthy financial system is essential for progress
Guest Column
ESWAR PRASAD
The Indian economy is at a
critical juncture in its growth
trajectory. It is benefiting from
market-oriented reforms that
started in earnest 20 years ago.
Now, after a decade of blazing
growth, the economy is at an
inflection point. Today’s policy
choices will determine whether
this growth surge remains
sustainable or fizzles out.
Finance holds the key to
achieving India’s long-term
growth potential. As the
economy becomes larger, more
complex and market-oriented,
the financial sector will play a
crucial role in underpinning
growth by channelling
domestic and foreign capital
into productive investments.
Increasing access to the
financial system is also a
priority for making growth
more balanced and sustainable,
from both economic and social
perspectives.
A system that provides
credit, savings instruments and
insurance to a broad swathe of

the population is essential for
distributing the fruits of
growth more evenly.
Progress on financial reform
has been uneven and slowed by
the global crisis. Like many
other emerging markets, India
weathered the crisis far better
than the advanced economies,
with only a modest dip in
growth. This has spawned two
dangerous notions. First, that it
is desirable to keep much of
the banking system under state
control as that makes the
economy resilient to crises.
Second, relatively insulated
financial markets will protect
the economy from outside
shocks.
It is true that state-owned
banks did better during the
crisis, with stronger deposit
growth and more credit
expansion. A different
interpretation is that, during a
period of turmoil and
uncertainty, deposits fled to
banks that had implicit
government backing and these
banks were in turn emboldened
and indeed encouraged to keep
lending.
What is missing from the
calculus are the long-term

economic and social costs of a
banking system that is
inefficient and narrow.
Despite all the strictures they
operate under, some
government-owned banks have
managed to compete effectively,
holding their own against
domestic and foreign private
banks. It is time to cut these
banks loose from government
control and reduce barriers to
the entry of new private banks.
As India continues to deepen
its integration into world trade
and finance, it will be more
exposed to external shocks.
Rather than going into a
defensive crouch, the right
approach is to manage the
process of globalisation to the
country’s benefit while
containing the risks.
Dependence on foreign
capital certainly leaves an
economy at the mercy of the
whims of foreign investors.
Despite India’s sizeable war
chest of foreign exchange
reserves, the current account
deficit of more than 3 per cent
of gross domestic product is a
serious concern.
At the same time, India has
enormous financing needs,

especially for rectifying its
woefully inadequate physical
infrastructure.
So, foreign capital is welcome
but the question is whether the
financial system can absorb
these funds effectively rather
than just fuelling asset bubbles
and adding to macroeconomic
volatility. Controls to limit
surges in capital inflows are a
seductive solution but they are
largely ineffective.
Besides, the last thing India
needs is policy uncertainty that
frightens away foreign
investors and causes financing
problems.
Here again, financial market
development is the answer. A
broader set of markets can help
absorb foreign funds and
channel them towards more
productive uses. For instance,
the development of corporate
bond markets would help
channel foreign capital (and
domestic savings) into longterm financing for
infrastructure projects.
Opening up sectors such as
the retail trade to foreign
direct investment would also
bring in more stable funds,
along with technology transfers

Greater urgency and
the political will are
needed to implement
reforms when times
are good. Otherwise,
a golden opportunity
will be lost

and the ancillary benefits of
greater competition.
To the government’s credit,
financial reforms continued
even during the crisis period.
India has introduced currency
derivatives, interest rate
futures and even credit default
swaps in a cautious manner
with tight regulations.
The Reserve Bank of India
has wisely resisted the
introduction of capital controls
and made it a priority to
increase financial access. These
steps are welcome but the
broader financial reform
agenda remains vast.
Moreover, finance does not
operate in a vacuum.
Institutional reforms and good
macroeconomic policies are
essential for a financial system
to work well and deliver high
growth. In addition to its
corrosive effects, rampant
public corruption scares away
long-term foreign investors and
shifts the composition of
inflows towards more short
term and less stable forms of
capital.
Large budget deficits and the
high level of public debt
constitute another source of

vulnerability. Roping in banks
to help finance deficits by
forcing them to buy
government bonds makes a bad
problem worse by imposing a
huge cost on the banking
system and crowding out
lending to the private sector.
Unless the government can
tackle these problems, they will
erode India’s growth potential.
The country’s red-hot
economy and growing
importance on the world
economic stage are huge
achievements.
The danger is that
triumphalism leads to stalling
of reforms, or even some
backsliding. What is needed is
greater urgency and the
political will to implement
reforms when times are good.
Otherwise, it will be a golden
opportunity lost.
The writer is a professor of
economics at Cornell University
and a senior fellow at the
Brookings Institution. He is the
co-author (with M. Ayhan Kose)
of Emerging Markets: Resilience
and Growth Amid Global
Turmoil (Brookings Institution
Press, December 2010).

Government
bowls sector a
surprise googly
Nuclear industry
Amy Kazmin reports on
controversial legislation
that threatens to get in the
way of plans to address
a huge electricity deficit
When India ratified a ground-breaking
civilian nuclear energy deal with the
US in 2008, it was a seminal moment,
ending decades of New Delhi’s pariah
status, and opening the door to international co-operation for India to
develop its nuclear power industry.
International suppliers – including
GE, Westinghouse, Bechtel, Russia’s
Rosatom, France’s Areva, and Japan’s
Toshiba, Hitachi and Mitsubishi – are
all eyeing lucrative opportunities, as
India wants to undertake a huge
expansion of its nuclear energy industry to help close its vast domestic
electricity deficit.
But the country recently bowled the
global nuclear power industry – and
possibly itself – an unexpected googly
by adopting a civil nuclear liability
law that will hold suppliers liable for
any accident for up to 80 years after a
plant’s construction.

Companies warn that the
rules will be a serious
deterrent to sales of
equipment and technology
to the country
Many countries with nuclear power
industries channel potential liability
in case of an accident to operators.
India’s very different law has sent
nuclear companies into a spin.
They and their Indian partners
warn that the rules will be a serious
deterrent to sales of equipment and
technology to the state-owned Nuclear
Power Corporation, the only entity
allowed to operate nuclear power
plants in the country.
“It is important that the government gets this right in order to meet
its ambitions to develop nuclear
power for India and to enable its
industry to become a key part of the
global supply chain,” says Ted Jones,
director of international supplier
relations at the Washington-based
Nuclear Energy Institute. “The stakes
are high.”
Yet many Indian lawmakers and
analysts remain sanguine, insisting
the size of the country’s nuclear
equipment market – estimated
at about $30bn –
would prove an
irresistible lure
to foreign companies, despite
their reservations about the
law.
“I don’t think
the liability law
is going to
deter foreign
suppliers
from coming to the
Indian
market,”
says
Siddharth Varadarajan, strategic affairs
editor for The
Hindu,
a
respected
newspaper.
“The supplier cannot
expect to

dictate terms if we are going to buy
$30bn worth of stuff.”
The law’s real impact will only
become clear over time. The government is drafting regulations that will
determine precisely how it is to be
implemented, which could soften the
blow. New Delhi is also considering
whether government-to-government
assurances, and provisions in contracts, might be sufficient to assure
suppliers they will not face unlimited,
uninsurable liability.
The controversy surrounding the
legislation highlights the way the
Congress party-led coalition remains
constrained by combative domestic
politics, which results in policies that
often fall short of what international
businesses, or even the government
itself, would desire.
Similar tensions between the Congress party’s aspirations and its lack
of progress in reforms are visible in
its hesitance over liberalising the
retail sector, its inability to pare back
expensive fuel subsidies and the snaillike pace of other reforms.
But the nuclear liability law also
reflects policymakers’ assumption
that they can leverage their huge
market to set their own unique rules
of engagement. “When they come,
they will have to come on terms that
Indian democracy is prescribing,”
says Mr Varadarajan. “Indian public
opinion cannot just be brushed aside.”
India, which relies on imported oil
for all its energy needs, has big ambitions for the expansion of its nuclear
capacity, with its national energy
plan calling for 30,000MW of nuclear
power by 2020, 63,000MW by 2030 and
250,000MW by 2050, up from 4,000MW
of installed capacity today.
Its 2008 deal with the US ended decades of sanctions – dating back to
New Delhi’s first nuclear test in 1974 –
that barred foreign countries and
companies from sharing any civil
nuclear energy technology with India.
But the parliamentary debate over
the law – the last crucial step to lay
the foundation for access to foreign
technology and equipment – was held
amid a climate of renewed national
outrage over the 1984 Bhopal gas tragedy which killed thousands of people,
and left tens of thousands of others
with severe lifetime health problems.
The memory that Union Carbide,
now owned by Dow Chemicals, paid
just $470m to settle its Bhopal obligations – overshadowed the debate on
the nuclear bill, as the Congress party
tried to push it through ahead of President Barack Obama’s recent visit.
“India is perhaps the only democracy with a vibrant public opinion
going into large scale acquisition of
nuclear
power,”
says Mr Varadarajan.
“It
was
inevitable
given
the
experience
of
Bhopal
that
there
would
be
heightened
consciousness of the
risks with technology, and who is
going to bear that
risk.”
To Sumit Ganguly, a
South Asia expert at Indiana University, the entire episode is “so typical of India” and its
policymaking style. “It’s this whole
notion that ‘we are so big, we can
do anything we want’.
“It’s going to significantly hobble the ability of companies to
come in.”
Big is beautiful: analysts are
confident size of Indian market
will be an irresistble lure

Dual fuel: Ford ‘s Chennai plant is the first one capable of putting together petrol and diesel engines on the same production line
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Tamil Nadu on the road to
attracting more investment
The auto industry
Carmakers are encouraged
by the way the state
government delivers
on its promises, writes
James FontanellaKhan

C

hennai, the capital of Tamil
Nadu, is proof that India –
like China – has what it takes
to become a global centre for
manufacturing.
The coastal city’s foreign investment-friendly
environment
has
attracted some of the world’s largest
carmakers, turning the state into a
manufacturing and export hub for
small cars and a model for economic
development.
South Korea’s Hyundai, Ford of the
US, Japan’s Nissan and Renault of
France are among the carmakers that
have poured billions of dollars into
vast plants in the southern state,
churning out compact and fuelefficient vehicles.
In 2010 alone, more than 1m cars
will be produced in Chennai, with a
third of them exported to Asia, Africa
and Europe. In a country where setting up a greenfield project is often
difficult, Tamil Nadu offers some hope
for a nation that is overdependent on
the services industry.
The state’s blend of financial incentives, stable industrial policy, a consistent stream of skilled labour and
proximity to a big and sophisticated
port make it an attractive location for
a production hub, say foreign carmakers based there.
“Tamil Nadu is a place where we
feel very comfortable to do business,”
says Michael Boneham, managing
director of Ford India. “India wasn’t
on our radar for a while, but now we
recognise it as a hub for small and
fuel-efficient cars.”
Incentives include tax exemptions,
aid in acquiring land on which to
build plants, and infrastructure support, along with a reduction in the red
tape involved in securing permits and
licences.

Tata Nano How the poor man’s car lost its way
The Tata Nano car was launched four
years ago with much fanfare.
It was hoped that the lowcost
vehicle would help create a new
segment of car owners in India, as
those on lower incomes shifted from
two wheels to four.
But, Tata was stopped in its tracks
after sales of the world’s cheapest car
plunged to just 509 units in November
2010, falling 85 per cent from a year
earlier to an alltime low.
Tata subsequently launched a series
of initiatives aiming at reviving the
fortunes of the Nano.
A special finance scheme to
purchase the model was offered to
Tata Motors employees who earn
more than Rs12,500 ($280) a month.
The Nano Happiness Guarantee was
also launched for customers, more
than doubling its warranty from 18
months to four years, while also

Tamil Nadu has also allowed automakers to keep the mainstream
unions out of their plants, lessening
the potential for labour disruption.
Ford has invested about $1bn to
build a plant with a production
capacity of 200,000 cars and 250,000
engines.
At present, 85 per cent of the vehicles are sold in the domestic market,
but the Detroit-based group recently
shipped its first made-in-India Figos to
South Africa and by next year Ford
plans to expand exports to include 48
countries in the Asia-Pacific region
and Africa.
The plant in Chennai is labourintensive, with about 4,000 people
working two nine-hour shifts. But it is
also one of Ford’s most innovative –
the first one capable of producing petrol and diesel engines on the same
production line.
“We have members of the group’s
global team coming here to analyse
how our model can be applied elsewhere in the world,” says R. Balasundaram, vice-president of Ford India.
Hyundai, whose sprawling $1.6bn
state-of-the-art manufacturing plant

throwing in a maintenance contract for
just Rs99 ($2) a month.
The fiveseater Nano, which hit the
roads with a price tag of Rs100,000
($2,500), has battled troubles such as
fires in some of its models and
production delays.
Analysts say that there are
underlying problems that need to be
dealt with.
The Nano is considered far too
expensive for its intended market.
The price for the basic model
without air conditioning was
Rs100,000 when the car launched
but has risen to Rs137,000 as
a result of increased production costs.
The Nano has found it difficult to
attract lowincome earners in crowded
Mumbai and New Delhi, who are also
unlikely to have space to park a car.
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The success of Ford and
Hyundai has drawn other
carmakers to the state.
Nissan has launched the
Micra and parent Renault
will roll out its first India
specific car in mid 2011

occupies 535 acres, has been in India
for nearly 15 years and is now the
country’s second-largest carmaker by
sales.
With current production capacity of
600,000 vehicles and expected expansion to approach 700,000 units by 2012,
it is also India’s biggest car exporter,
with nearly 50 per cent of its output
sold to 110 countries.
“From the start, Hyundai’s idea was
to turn India into its small car hub,”
says a company representative. “Here
we have models such as the Santro
and the i10, which are only produced
in India and nowhere else.”
The success of Ford and Hyundai
has drawn other carmakers to Tamil
Nadu. Nissan recently launched the
compact Micra and its partner
Renault will roll out its first Indiaspecific car in mid-2011.
Local businesses in the state have
also enjoyed a boost, as auto-part vendors have mushroomed and employment has boomed. Analysts estimate
that the state’s auto industry employs
about 250,000 people.
Tamil Nadu’s actions to draw foreign direct investment are attracting
the eye of manufacturers in other
industries as well. For example,
Nokia, one of the world’s largest
mobile phone makers, has sited its
biggest production plant there.
Foreign investment is also helping
the southern state overcome some of
the chronic deficiencies plaguing
other parts of India.
Chennai’s roads, while better than
the norm in India, are far from perfect
by global standards and trucks transporting vehicles to the port are barred
from travelling through the city centre between 6am and 10pm to reduce
congestion.
However, the local government has
promised to build a ring road within
the next three years, which will let
trucks transport goods undisrupted.
The carmakers are also encouraged
by the state government’s record for
delivering on promises.
“Here [in Chennai] we have been
able to do what wasn’t possible elsewhere [in the world] produce a robust
and modern car in a super competitive environment,” says Mr Boneham.

