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This is the ideal moment to bring out an issue on India. While in 
the mid-2000s the Indian economy took off on a China-like trajectory 
with four years of above 9% growth, the downturn of the world 
economy since 2008 has led to serious doubts on the resilience of the 
Indian model. Apart from a growth rate which could fall below 6% in 
2012, the essential question is whether India can tackle the structural 
challenges resulting from globalisation, whose future itself is more 
than uncertain and pessimistic. Financial questions are at the forefront 
of these challenges. It is as if the euphoria of the millennium decade 
had masked the strong limitations of the Indian financial system to 
sustain a regime of steady growth. 

It should be recalled that the first wave of reforms that had 
accompanied the post-1991 free-market turning point had manifestly 
borne its fruit. In a span of twenty years Indian growth increased from 
less than 6% to more than 8%, so much so that this country became 
one of the major contributors to world growth, bearing in mind its 
continental size. The frequent comparison with China even became a 
study topic in American universities both in terms of compatibility 
between growth and a democratic model and in terms of temporality, 
exemplified by the image of the hare and the tortoise. But, of course, 
Chinese growth can rapidly run out of steam due to, in particular, 
demographic ageing and blockages created by the process of political 
transition, whereas India does not have to face either of these 
challenges for the next three decades. 
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But here it is. Just as the modernization of the Chinese financial 
system is at the heart of China’s phenomenal economic take-off and 
the success of its internationalization, as number 102 of the Revue 
d’économie financière (“Chinese finance : the challenges of 
modernisation”, June 2011) has shown, the Indian financial system 
would do well to initiate a second series of reforms. The 1990s 
reforms had mainly eased government restrictions on the financial 
resources of the country, modernised the banks – hitherto completely 
Balkanized – as well as the internal financial system in general. 
Moreover, India had effectively managed to gradually open up its 
economy to international finance. It is pertinent to note that all the 
articles in this issue reach the same conclusion: if the Indian economy 
has shown resilience in the present crisis, it is largely due to the 
cautious stance adopted by the financial reforms, whereby a central 
role has been assigned to regulators, in the first place the Reserve 
Bank of India (RBI), the keystone of financial globalization 
management. But this is offset by a multitude of paradoxes. The 
insufficient modernisation of the financial system impedes 
mobilization of domestic savings and the thrust towards the 
productive financing of the principal bottlenecks in medium term 
growth, for example, infrastructure. Consequently, financial 
liberalisation has played a critical role in these fields, as we have seen 
in the case of the Indian stock market, where nearly half the capital 
flows come from outside. And again with big business groups that 
have increasingly profited from the ECB window (external 
commercial borrowings) for financing their largest expansion 
programmes, including in infrastructure, increasingly open to public 
private partnerships. 

Another paradox is financial inclusion. Liberal reforms in banking, 
which intensified from 2000 onwards, essentially benefited the urban 
upper middle class, as is demonstrated by the explosion of payment 
cards and access to consumer and real estate credit. It was initially 
thought that the development of microfinance could compensate for 
the risks posed by financial dualism and guarantee expansion of the 
domestic market. But the two compartments were anything but 
watertight, so that the debt overload of the commercial system rapidly 
impacted the refinancing of microfinance institutions, thereby 
precipitating the crisis that erupted in 2012.  

The result of these paradoxes is the current focus on the challenges 
facing the Indian financial system. As the international finance crisis 
appears to be a long drawn out affair, how can India ensure a rapid 
growth rate with a sustainable current deficit and low inflationary 
pressure? These are the two most visible manifestations of the ills 
besetting Indian finance: the rate of domestic savings fell to around 
32% of the GDP, which is clearly insufficient for the 8% to 10% 
growth per annum targeted by the authorities. Moreover, India is 
affected by supply constraints – in contrast to China which combines 
excessive capacity with inadequate demand. In India this specifically 
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concerns the critical area of infrastructure development in energy, 
transport and housing, as well as agricultural production which does 
not even remotely match the progression of average per capita income 
(3% against 6%).  

To throw light on these challenges, the review is organised in three 
parts. The first takes stock of the macro-economic situation of the last 
two decades and future prospects. Jean-Joseph Boillot opens the 
discussion by showing how the Indian growth potential for the next 
twenty years in theory converges with that of China. But he identifies 
five major challenges in the financial domain that could impede its 
realization. All of them involve long term financing of the economy. 

Subir Gokarn then addresses the duo of stability and growth in the 
new context of the present global crisis. While past reforms were 
based on confidence in the virtues of an open competitive market, 
India learned that although internal as well as external competition 
undoubtedly resulted in more efficiency, it also implied more 
instability and risk. The challenge before the central regulator is 
therefore to find a good economic strategy offering the best 
compromise between efficiency and stability. 

 For his part, Saumitra Chaudhuri highlights the challenges before 
the real economy in a global context ostensibly uncertain in the short 
and medium terms, an equation for which the Indian planners were 
not prepared at the time of drafting the12th Five Year Plan (2011-
2016). The external financing of infrastructure, and also for the 
modernisation of agriculture, in the context of inadequate domestic 
savings, has become a key factor in the successful completion of the 
12th Plan. 

 The first part ends with the article by Christophe Cottet who 
discusses the vulnerable areas of the Indian economy in the context of 
the global financial crisis which followed the golden years of the past 
decade. He demonstrates the paradox of a system fully capable of 
withstanding the crisis, but which could, on the other hand, find it 
problematic to deal with a protracted slowdown of growth, especially 
because of the budgetary and social pressures induced by the lack of 
long term financing. 

The second part deals with the cyclical aspects of crisis 
management and economic policy challenges. Edgardo Torija-Zane 
begins by analyzing the case of the Indian central bank in the general 
context of the role of central banks in emerging countries. He shows 
that the recommendation of the 2009 commission for the reforms of 
the financial system to adopt a regime oriented towards price stability 
on the basis of an explicit inflation target remains a major challenge in 
a country where the central bank has many objectives, or rather many 
more objectives than tools at its disposal. In reality the RBI’s role has 
been to finance the rest of the world (rapid increase of its currency 
reserves) through its interventions on the forex market and secondly 
to sterilize these interventions, while at the same time prioritizing the 
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financing of the Indian government’s deficit. We can now understand 
better the eternal dilemma of the central bank, namely the trade-off 
between its interventions to contain the nominal depreciation of the 
rupee and reduce inflation, which for the last few years has been 
hovering around the double digit mark. 

In his article, Philippe Ferreira attempts to explain the causal link 
between the structural deficit of the current balance of payments and 
the fall in domestic savings, which are the two causes of the 
downgrading of the Indian sovereign credit rating in the spring of 
2012 by rating agencies. According to him this involves external and 
internal cumulative factors : on the external front, India’s loss of 
competitiveness and the tendentious rise in raw material prices; on the 
domestic front, the lowering of real interest rates for investors within 
the context of an inflationary surge. The solution lies principally in 
controlling inflation, while at the same time modernizing financial 
markets, especially bonds and similar products, in order to stimulate 
domestic savings and so reduce the pressure on the current deficit, 
which is endangering growth. 

Abdenor Brahmi and Kavdamane Etoile focus on the issue of 
inflation control and the degree of effectiveness of monetary policy in 
this domain. First they highlight the major political issues involved in 
inflation control in a country where a third of the population lives 
below the extreme poverty line, and arrive at the conclusion that the 
central bank has not really failed in achieving its primary objective of 
price stability. Simply, the RBI does not have the means to resolve the 
structural problems working in favour of inflation, especially 
domestic and international agricultural prices. In addition, the 
monetary transmission mechanism channels are clearly weakened by 
the constraints of financing a high budget deficit – near about 10% of 
total GDP – so that the ball is in the court of the budgetary authorities, 
who need to sustain agricultural investments (irrigation) and 
drastically reduce current subsidies, largely responsible for the deficit.  

The third part deals with the subject on a sectoral and structural 
basis. The opening paper by Richard Herd is a status report on the 
various aspects of the Indian financial system. In turn he tackles the 
stock markets, the banking system and thirdly makes an assessment of 
the financial inclusion policies being pursued since several years. His 
conclusion is ambivalent. If the financial modernization undertaken in 
the 1990s, has partly borne fruit on the stability and efficiency front, it 
has upheld the predominant role of the public sector, which is 
reminiscent of the pre-reform Indian financial system, with its 
problem of resource allocation in favour of private economic actors, 
who urgently need to supplement their access to available savings. 
The author recommends greater competition in the financial system 
even as he warns against the risks run by public sector banking, still 
predominant in India and ill-prepared for a more competitive 
environment. 
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Subir Gokarn, in his second article in this issue addresses another 
aspect of the risk to Indian banks: how can they adapt to international 
competition when their characteristics are in sharp contrast with those 
of the leading international banks, with their massive size, substantial 
diversification of the entire spectrum of financial tools and a global 
presence? Indian banks are indeed dwarfs at the international level. 
They are marginally diversified with regard to the products they offer 
in general and practically absent from the international scene. It is for 
this reason that the Indian government has prevented foreign banks 
from operating in India as much as possible. However, it is constantly 
under pressure from its European and American partners in the 
context of the current free trade agreement negotiations. This does not 
however resolve the problem of an effective business model for 
Indian banks. Specially after the relative failure of the ICICI, the big 
private bank, vis-à-vis the government entity, the State Bank of India, 
whereas the success of the HDFC and the Yes Bank show the 
effectiveness of original models well-adapted to market specificities 
in the Indian context.  

A. Kanakaraj and B. Karan Singh are specifically concerned with 
assessing the effectiveness of the Indian stock exchange and its role as 
an indicator of the future performance of the Indian economy. While 
the primary market does not really fulfil its objective of providing 
direct financing to major Indian industries, price fluctuations, whether 
bullish or bearish, on the other hand are a good indicator of the future 
performance of the Indian economy. On the basis of the theory of the 
optimum performance of assets, the authors conclude that the Indian 
stock exchange is not very speculative by nature despite its 
considerable exposure to international capital flows. In reality, the 
central bank and other regulators of financial markets, closely monitor 
portfolio investments (FII), with strict sanctions applied 
systematically in case of violation of the regulations in force. 

Kalpesh Maroo, Bobby Parikh and Sharath Rao address a 
relatively unknown aspect of the Indian market, and which is 
probably one of the reasons for the strong growth in recent years 
despite a financial system not essentially oriented towards the real 
economy and financing by private groups. They are in fact referring to 
the dynamism displayed by mergers and acquisitions (M & A), an 
unknown until the mid-1990s. These developed rapidly, first on the 
domestic market with international and Indian groups buying out 
companies (inbound investment). Then in the post-2000 years, 
outbound investments took place with, surprisingly enough, some 
massive operations mounted by Indian groups hitting the headlines, 
such as the purchase by Tata of the second largest European steel 
industry (Corus), and the iconic Rover-Jaguar. In 2007, for example, 
capital outflows for merger and acquisition operations exceeded direct 
foreign investments into India. The volume of M & As was such that 
in 2011, India came just after China among the emerging countries 
with 191 operations (inbound and outbound) as against 263, and 
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recorded a total of 600 M&A operations by Indian firms between 
2005 and 2011.  

Morgane Lapeyre examines the principal conclusions of a study 
undertaken in India at the time of the major economic slump in 2008, 
by taking the example of housing finance to throw light on the Indian 
paradox of resilience in the face of crisis, offset by the limitations of 
financial innovations. If it is true that bank balance sheets in general 
present a rather reassuring image of India, it is also true that the 
Indian model of real estate financing is not at all satisfactory. The 
major firms of the sector are all facing difficulties since the economic 
downturn for they do not have the benefit of a sophisticated financial 
system enabling them, for example, to re-finance themselves through 
the securitisation of their liabilities. The absence of a proper mortgage 
market has therefore paralysed the recovery of the construction 
industry at a time when India has to find fresh impetus, and to begin 
with, on the domestic front. Apart from housing, this weakness of 
innovative finance to a great extent explains India’s lack of vitality in 
specific infrastructures such as airports and roads. The sector leader, 
GMR, is today in a financial impasse after having carried on its 
shoulders the financing of Delhi’s international airport.  

 Vijay Mahajan and T. Navin take up an example of innovation 
that has not done well, at least for the moment: microfinance. While 
commercial banks took advantage of their greater freedom to evade 
credit obligations to priority sectors and instead focus on urban 
markets and the middle class, a great number of Indian NGOs 
working in rural areas pounced on the opportunity offered by the 
NBFC regulation (non-bank financial corporation) in the mid-1990s, 
to develop their model of small loans to myriads of individuals 
organised into self-help groups or around a microfinance institution 
(MFI). After the excesses occasioned by the euphoria surrounding this 
highly innovative business model, the outlook that is taking shape is 
that of a movement seeking greater clarity with regard to the role of 
the regulator, the RBI, and enhanced legitimacy of the MFIs to 
promote a more responsible microfinance sector. 

Rakesh Mohan, former deputy governor of the RBI, details his 
vision of financial inclusion, which he considers one of the financial 
challenges before India. Not that India is lagging behind in terms of 
access to banking by its population in comparison with the average of 
other countries in the world with the same per capita income, but 
because the country needs more than ever to steer growth towards 
domestic demand in an international context that it feels has durably 
deteriorated. Access to formal credit has not progressed in rural areas 
among the poor classes as much as their consumption, so that the 
share of informal credit has paradoxically grown in the latter period. 
For all that, it is not easy to find good banking models adapted to a 
sector that is not particularly solvent or geographically concentrated, 
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which is capable of taking the place of the traditional village 
moneylender practising usury.  

The concluding article is the fruit of personal reflection by the 
present governor of the Reserve Bank of India on one of the major 
current debates the future of globalization, especially financial 
globalization. Duvvuri Subbarao begins by recalling the turmoil that 
India has gone through since the 1991 watershed, when it was still 
one of the most closed economies in the world. The measure of 
liberalization of the country – in commercial but also in financial 
terms – shows that it has shot up nearly eight times in forty years, 
from 14% in 1972 to 109% in 2011. This signifies that if the 
commercial integration of India is deep (37% compared to 8%), its 
financial integration is even more so. Here we are talking about an 
interesting inversion compared to the Chinese model where financial 
integration remains low, although China has five times more weight 
in the international goods trade than India. The conclusions of the 
paper are important: India has largely benefited from financial 
globalization despite the risks that this involves if it is badly 
regulated; India is nonetheless committed to it for India remains a 
poor country that requires strong growth. This implies that regulators 
of the entire world need to make a huge effort to contain all the 
destabilizing effects of globalisation. 


