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Global Research 

  
 India may require USD370bn as 
infrastructure investment to achieve a 
growth of 8.5% over the 11th Plan  

 This looks extremely unlikely without a 
huge budgetary expansion 

 We expect infrastructure funding to fall 
short, and growth to disappoint 

Falling short 
India needs money, and a lot of it, if the government is to get 

close to its GDP growth objective. The initial growth target 

of 8.5% under the 11th Plan, covering the period 2007/08, 

has recently been raised to 9%, necessitating huge 

investments to ease the considerable infrastructure 

bottlenecks in the country. As much as USD370bn, 

equivalent to 48% of GDP, is required. 

The government hopes that around 40% of this will come 

from the private sector; but this seems too optimistic to 

us.Foreign investments are most unlikely to have a sufficient 

risk appetite to provide more than a minimal funding. This, 

in turn, implies that the banking sector will need to shoulder 

the main burden. However, the trouble is that infrastructure 

loans have already risen to 15% of total advances, while 

short-term deposits have jumped to more than 60%.In other 

words, significant asset-liability mismatches are developing 

and, as a consequence, it is necessary to develop a properly 

functioning corporate bond market in India. 

Even if we are wrong and the private sector does fulfil its 

share, it will still leave more than $220bn to come from the 

government – enough to add roughly 3% of GDP to the 

budget deficit each year for the next few years. 

Overall, it seems to us that the scale of the funding 

requirement is far too large to be met even by a combination 

of all existing and potential sources of finance. As a result, 

the authorities will be left with a choice – either to permit a 

significant expansion of the budget deficit (which already 

stands at 3.8% of GDP) or accept lower infrastructure 

investment and, hence, softer GDP growth. While there may 

be some fiscal slippage, we expect growth to come in a fair 

bit below the government target. 
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Phase of optimism  
Never before has India experienced such a phase of 

consistent growth as in 2003-06. It has clocked an 

average annual GDP growth in excess of 8% over 

the last three years. Our forecast for average annual 

GDP growth over the 10th Five Year Plan (2002/03-

2006/07) is 7.3%. Though this would be the highest 

growth rate achieved during the entire planning 

period, it still remains short of the 8% target set in 

the Plan. The 8.5% growth target set out in the 

Approach Paper for the 11th Plan (2007/08 to 

2011/12) is even more demanding. There has been a 

further upward revision in the 11th Plan growth 

target, to 9%, and there are expectations of 10% 

growth in the final years of the plan. 

The optimism concerning India’s future growth 

prospects mainly relates to its credible regulatory 

and financial institutions and political situation, as 

well as a rapidly growing population and an 

associated fall in the dependency ratio. However, 

there also remain several well-known weak spots 

in India’s growth path. Inadequate infrastructure 

is one of the most serious.  

Towards infrastructure 
creation 
The good part is that there is widespread 

acceptance of India’s infrastructure deficiency 

within the government and policy circles, and 

efforts are underway to address it. On 31 August 

2004, the government constituted the Committee 

on Infrastructure, under the chairmanship of the 

prime minister, to look into the issue of creating 

world class infrastructure. 

Summary 

Inadequate infrastructure is clearly one of the biggest hurdles to 
India’s elevation to a higher level of sustainable growth. The 
Approach Paper for the 11th Plan (2007/08-2011/12) raised the 
growth target to 8.5% per annum from the 8% in the 10th Plan. We 
have investigated the various infrastructure investment estimates 
required to achieve this objective – the conclusion being that it could 
be as high as USD370bn (48% of GDP for 2005). Despite the recent 
optimism about external funding, domestic fund sources are 
expected to remain relatively important, and a vibrant corporate 
bond market can make a meaningful contribution to it.Even so, we 
believe that the scale of requirement is far too demanding to be 
financed even by a combination of all the available sources. As 
such, India will face a choice between compromising on its fiscal 
targets and achieving its growth objective. In our view, the growth 
target is more likely to be missed.  
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The committee has estimated an investment 

requirement of INR2,620bn over 2012 on national 

highways, airports and ports alone. It also anticipates 

an additional investment requirement of 

INR10,200bn on power and urban infrastructure. 

The total investment requirement sums up to 

INR12,820bn. At the current exchange rate, this 

amounts to USD282bn.  

Pitching for increased private 
investment 
Such a high level of public expenditure seems 

unlikely to come through, particularly at this stage 

of ongoing fiscal consolidation. As a result, 

government initiatives are underway to foster 

public-private partnership for infrastructure 

creation. The government’s expectation of private 

participation appears to be 40% of the total 

investment requirement.  

Towards this end, there is an increasing openness 

within the government to share its plans for 

infrastructure creation and the funding of such 

investment. We believe this to be a movement in the 

right direction. 

Scale of investment required 
too large 
In our view, despite the government’s efforts, the 

investment requirement is far too large to be funded 

even by a combination of all the available sources. 

The ultimate infrastructure requirement could be 

around USD370bn over the entire 11th Plan period 

to support 8.5% growth and would presumably be 

even higher under the new 9% growth target. 

USD370bn amounts to almost half the GDP for 

2005 and, indeed, India’s financial needs don’t end 

there either.The Investment Commission’s estimate 

for India’s overall investment requirement, inclusive 

of both social and physical infrastructure, is a 

staggering USD1.5tr over the next five years.  

Even if only a part of the investment requirement 

actually materialises, domestic sources are 

expected to bear a larger responsibility in 

amassing them; foreign sources are expected to 

play more of a supporting role than anything else. 

An active corporate bond market could make a 

useful contribution in the quest for domestic 

funds, and also in terms of enhancing overall 

capital market efficiency. 

Risks of a compromise over 
the growth target? 
We suspect that it will be extremely difficult for 

private sources to fund 40% of the investment 

requirement. However, even if it does, it still leaves 

60% of the average annual investment requirement 

to come from government sources.This, in turn, 

could imply an additional fiscal burden of around 

3% of GDP a year, which would almost certainly be 

inconsistent with the Fiscal Responsibility and 

Budget Management (FRBM) Act as well as the 

medium Term Fiscal Policy Statement (MTFPS). 

The latter aims to reduce the central government’s 

fiscal deficit to 3% of GDP by 2008/09.  

With this in mind, the government will face the 

choice of missing its ambitious growth objectives or 

seeing a much higher budget deficit. In our view, 

infrastructure investment will fall well short of 

requirements, effectively implying a compromise on 

the growth target. 
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To invest for growth 
Indian growth target 

The Indian economy is in a much stronger 

position today than before. We expect it to clock 

an average growth rate of 7.3% over the 10th Plan 

period (2002/03-2006/07), compared to 5.5% 

achieved in the 9th Plan (1997/98-2001/02). 

Though this will be the highest growth rate 

achieved during any plan period, it still remains 

short of the 8% target growth rate set for the plan. 

1. Growth performance in recent past 

Av. Annual Gwth 10th Plan Target
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Source: HSBC, Bloomberg 
 

The Approach Paper for the 11th Plan portend a 

growth rate of 7% as the annual base-line growth 

rate – ie “…the growth that is likely to be achieved 

without significant new policy initiatives, or the 

business as usual scenario.” Under the compelling 

theme of ‘Faster and More Inclusive Growth’, it 

places the growth target for the entire plan period 

(2007/08-2011/12) at 8.5% per annum. There has 

been a recent upward revision in the 11th Plan 

growth target, to 9%, with expectations of 10% 

growth in the final years of the plan. 

Though we recognise India’s underlying growth 

potential as being in the order of 7.5% in the 

longer term, our view on the current sustainable 

growth trend remains at 6.5-7.0% (See India: 

Pitfalls and Possibilities by Robert Prior-

Wandesforde, July 2006). 

Large investment requirement 

In view of India’s ambition of achieving a higher 

level of sustainable growth, the issue of 

investment, and its funding, are obviously crucial. 

The Approach Paper provides estimates of some 

alternative scenarios. To increase the growth rate 

to 8.5% from the baseline growth of 7%, means 

that the average annual investment should be in 

the range of 32-35% of GDP. This, it says, 

implies an additional annual average investment 

of c3-6% of GDP over an above the 29.1% 

pertaining to base line growth.  

Investment requirements 

 India needs massive investment to sustain the ongoing growth 

momentum 

 A large part of the investment needs to be channelled into 

infrastructure  

 Estimates of India’s infrastructure investment requirement over 

the next five years are as high as USD370bn 
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2. Investment rates for alternative growth scenarios 

Target Av. Annual GDP Growth 7% 8% 9% 

Av. Annual Investment Rate  
(% OF GDP) 

29.1% 32% 35.1% 

Source: Approach Paper to Eleventh Plan 

 

According to the Approach Paper, this estimate is 

not without the recognition that the “feasibility of 

this level of investment depends upon the willingness 

of the private sector and the public sector to invest, 

and our ability to finance these investments.” 

… Infrastructure to have a major share 

Economists, investors and policymakers alike have 

cited a lack of adequate infrastructure as one of the 

major bottlenecks in the achievement of a higher 

level of sustainable growth. The mid-term review 

of the 10th Plan pointed out infrastructure 

inadequacies in both the rural and urban areas as a 

major factor constraining India’s growth.  

Of late, infrastructure investment has been 

receiving constant political and policy attention. 

The Golden Quadrilateral, which links India’s four 

main cities; 80% subsidies for companies wishing 

to set up cold storage facilities; and the revamping 

of the Mumbai and Delhi airports are some of the 

high-profile steps taken. Nevertheless, vast 

infrastructure requirements continue to persist.  

The Committee on Infrastructure was constituted 

on 31 August 2004, under the chairmanship of the 

prime minister, to look into the issue of creating 

world-class infrastructure in India. There are 

reports that the committee has identified an 

ambitious programme for infrastructure 

development, which will cover the entire 11th Plan 

period. The estimates of the Approach Paper are 

expected to have reflected this. 

According to the Approach Paper, the investment 

in infrastructure, defined as road, rail, air and 

water transport; power generation; transmission 

and distribution; telecommunication; water supply, 

irrigation and storage; will need to increase from 

the current 4.6% of GDP to between 7% and 8% 

over the plan period. This, it says, will account for 

about half of the increase in the total investment 

requirement of 3-6% of GDP, needed to accelerate 

GDP growth from 7% to 9%. 

Infrastructure investment requirements in 

excess of USD350bn? 

There are various estimates of India’s 

infrastructure investment requirements, and they 

diverge considerably in terms of the prices at 

which they have been estimated. The estimate by 

the Rakesh Mohan Committee (expert group on 

the commercialisation of infrastructure 

projects),one of the first, is based on 1996 prices, 

while there are estimates by the World Bank at 

2004 prices, and so on. To facilitate better 

comparison, therefore, we have converted these 

estimates to 2005/06 prices and used the current 

USD/INR exchange rate.  

In summary: 

 The Planning Commission’s estimate of the 

infrastructure investment requirement for the 

11th Plan is USD320bn. This implies an 

average annual requirement of USD64bn (or 

8.2% of 2005 GDP). 

 

3. Summary table on infrastructure investment estimates (USD bn) 

Different bodies/organisation providing the estimate Cumulative over
the period

Average annual 
requirement 

Planning Commission estimate for the 11th Plan Period 320 64.0 
World Bank estimate at 2005/06 prices* 370 74.0 
Estimate of the Committee on Infrastructure till 2010-12* 282 56.4 
Rakesh Mohan Committee's estimate for 2005/06, extended for the next five years at 2005/06 prices* 320 64.0 
Note: * HSBC arithmetic, at the recent average USD/INR exchange rate of 45.4 
Source: 1 Prime Minister’s speech at the Conference on Infrastructure, New Delhi, 7 October 2006 
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 The 1996 report of the Rakesh Mohan 

Committee put the infrastructure requirement 

for 2005-06 at INR1,826bn in 1995-96 prices. 

Converting this to 2005/06 prices and using 

the current exchange rate also gives an annual 

requirement of USD64bn (or 8.2% of 2005 

GDP) or USD320bn for the five-year period. 

 The Committee on Infrastructure has 

estimated an investment requirement of 

INR2620bn by 2012 for national highways, 

airports and ports alone. Beyond this, there 

are additional investment requirements of 

INR10,200bn for power and urban 

infrastructure. These sum up to INR12,820bn, 

which, at the current exchange rate, is 

equivalent to USD287bn or a five-year 

average annual requirement of USD57.4bn 

(7% of 2005 GDP). 

 Under the Approach Paper, the projection on 

infrastructure investment requirements for the 

11th Plan ranges between 7% and 8% of 

GDP. This is in line with the estimates of a 

World Bank Study (See Estimation of 

Infrastructure Investment Needs in South Asia 

Region, by Isabel Chatterton and Olga Susana 

Puerto). This study puts India’s annual 

investment expenditure requirements over 

2006-10 at 7.7% of GDP. At 2004 prices, it 

amounts to USD69.5bn per year. At 2005/06 

prices and the current exchange rate, it is 

around USD74bn on an annual basis and 

USD370bn over the entire five-year period.  

Clearly, whichever estimate one looks at, India 

requires a lot of funding to meet its  

infrastructure needs. 
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Declining public investment on 
infrastructure 
Classic case for public financing of 
infrastructure  

Infrastructure projects possess characteristics of 

‘public good’, where social benefits arising from 

these projects tend to exceed the private ones. 

Hence, market provision of public goods tend to 

remain at low levels. Moreover, there are issues of 

private sector disincentives, in terms of long 

gestation period, high capital-output ratio, low 

returns and lumpiness of the investment 

requirement. As such, there have always been 

strong arguments favouring public provisioning 

for infrastructure projects. However, the extent of 

public funding has its own limitations, particularly 

in the context of ongoing fiscal consolidation. 

Declining public investment in the 
Asia and Pacific regions  

There is already an observable fall in the share of 

public investment on infrastructure in the Asia 

and the Pacific region. According to the United 

Nations Economic and Social Commission for 

Asia and the Pacific (UNESCAP), public 

financing of infrastructure investments in the Asia 

and Pacific region has declined from c70% in 

early 1990s to 54% by the end of 2003 (See 

Enhancing Regional Cooperation in 

Infrastructure Development Including that 

Related to Disaster Management, UNESCAP – 

March 2006). 

Moreover, infrastructure lending by multilateral 

organisations has also fallen. The total 

commitment by multilateral development banks 

has dropped from USD18.3bn in 1996 to 

USD14.7bn in 2001, largely reflecting a decline in 

World Bank lending over this period from 

USD7.9bn to USD4.9bn. According to Global 

Development Finance 2004, lending from 

multilaterals, particularly the World Bank, has 

declined by 47% between FY1993 and FY2002. 

Concerns related to fiscal pressures faced by 

governments and limited multilateral funding, 

compared to actual needs, necessitates the move 

towards private funding. 

Share of capital expenditure declining 
in India 

India’s position is not very different. Her 

infrastructure investment requirements are massive, 

compared to the potential for budgetary provisions. 

Public to private funding 

 Public spending on infrastructure has to compete with  

other priorities 

 It is also expected to be impacted by the requirements of the 

FRBM Act 

 These necessitates private participation; some initiatives have 

already been undertaken 
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Moreover, public spending on infrastructure has to 

compete with other priorities, such as spending on 

health, education, employment etc. There are also 

the ongoing efforts of reigning in budgetary deficits 

under the requirements of the Fiscal Responsibility 

and Budget Management (FRBM) Act.  

To some extent, the combined effect of all these 

pressures is evident in the falling share of capital 

expenditure in recent union budgets. The declining 

fiscal deficit in the recent past goes hand in hand 

with the declining share of capital expenditure. 

Hence, it is no wonder that there are some views 

suggesting that the ongoing constraints stemming 

from the FRBM act against the interest of adequate 

public investment on Indian infrastructure. 

 

Private sector participation  
A compulsion rather than a choice 

Given the limitations of public funding under the 

constraints of reigning in the fiscal deficit, there is 

obviously an increased need for private sector 

participation in India’s infrastructure 

development. Under the existing circumstances, 

private sector participation is more of a 

compulsion than a choice, though added benefits 

in terms of efficiency gain are often cited as well. 

It has been argued that the injection of private 

capital and management with superior 

technologies leads to more efficient utilisation of 

resources. There are also arguments that public 

entities tend to under-price risks and consequently 

levy low, insufficient and unsustainable user 

charges for public services. The private sector, on 

the other hand, is expected to be better equipped 

to assess market risks, anticipate changing needs 

and come out with better responses.  

But how has it fared of late? 

According to the World Bank study (by Isabel 

Chatterton and Olga Susana Puerto), South-Asia’s 

annual investment requirement stands at 

USD88bn (at 2004 prices). A major chunk of this, 

ie USD69.5bn, is accounted for by India alone. 

Given the extent of the requirements, private 

participation is a long way from becoming a 

sufficient alternative to the public sector. 

Over the 15-year period from 1990 to 2004, the 

average annual private sector investment 

participation in infrastructure in South Asia, India 

and East Asia and the Pacific has been a mere 

USD3.7bn, USD2.8bn and USD13.4bn, 

respectively. This is way behind their average 

annual investment requirement of USD88bn, 

USD69.5bn and USD237bn, respectively. 

4. Declining capital expenditure 

0%

5%

10%

15%

20%

25%

1997/98 1999/00 2001/02 2003/04 2005/06
0%

5%

10%

15%

20%

25%

Annual Gwth in Cap. Expend.
Capital Expend. as a % of total Expend.

0%

5%

10%

15%

20%

25%

1997/98 1999/00 2001/02 2003/04 2005/06
0%

5%

10%

15%

20%

25%

Annual Gwth in Cap. Expend.
Capital Expend. as a % of total Expend.

 
Source: Union Budget Documents & RBI 
 

5. Fiscal deficits & falling share of capital expenditure 
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6. Average annual pvt participation vs total requirement 
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Source: www.ppi.worldbank.org; Enhancing Regional Cooperation in Infrastructure 
Development Including that Related to Disaster Management (ESCAP: March 2006), 
Pg. 140 Table VIII.3; HSBC estimates 
 

In fact, the total private sector investment across 

South Asia, inclusive of India, over the entire 15-

year period between 1990 and 2004, has been 

lower than the annual requirement projected over 

the next five-year period. 

7. Private sector participation in infrastructure 
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Source: www.ppi.worldbank.org; Enhancing Regional Cooperation in Infrastructure 
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Pg. 140 Table VIII.3, HSBC estimates 
 

Recent efforts to promote PPP 

Recognising the persistence of significant 

infrastructure deficits and the need for extended 

private sector participation in the face of limited 

public provisioning, there has been a recent surge 

in government efforts at promoting public private 

partnership (PPP) in infrastructure development.  

Unlike private projects, in which prices are 

generally determined competitively and 

government resources are not involved, PPP 

infrastructure projects typically involve the 

transfer of public assets, delegation of 

governmental authority for the recovery of user 

charges, private control of monopolistic services 

and sharing of risks and contingent liabilities by 

the government. 

The Government of India has notified a scheme 

for financial support to infrastructure projects 

undertaken through PPP. The scheme is aimed at 

supporting infrastructure projects that are 

economically justified but fall short of financial 

viability due to long gestation periods and the 

inability to increase user charges to commercial 

levels. This scheme is expected to work under the 

principle of viability gap funding (VGF), under 

which financial support will be in the form of a 

capital grant at the stage of project construction. 

The amount of VGF will be equivalent to the 

lowest bid for capital subsidy, but subject to a 

maximum of 20% of the total project cost. In case 

the sponsoring ministry/state 

government/statutory entity proposes to provide 

any assistance over and above the said VGF, it 

will be restricted to a further 20% of the total 

project cost.  

Forming IIFCL 

There is also widespread government recognition 

of the restrictions on the tenure of project finance 

imposed by underdeveloped pension and long-

term debt markets in India. Government 

documents make clear that most of the available 

debt finance is of 7-12 years maturity, whereas 

infrastructure projects require a longer pay-back 

period. This leads to the front-loading of tariffs 

during the initial years of a project cycle, affecting 

not only the users but the competitiveness of 

infrastructure projects. 

Keeping an eye on this deficiency, a wholly-

owned government company, India Infrastructure 

Finance Company Limited (IIFCL) was 

incorporated with an authorised capital of 
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INR10bn (USD220m), with a current paid up 

capital of INR100m (USD2.2m). IIFCL will make 

available funds, especially debts of longer 

maturity, directly to eligible projects and also 

provide re-finance to banks and financial 

institutions for loans of tenors exceeding 10 years. 

The company is supposed to finance only 

commercially viable projects, including projects 

that become viable after receiving VGF under a 

government scheme.  

Immediate business outline of IIFCL 

The broad business outline and resources plan of 

IIFCL during the first three years of operation is 

in the range of INR300bn (approx USD7bn). The 

company seems to be trying to tie-up with 

different sources, both domestic and overseas, for 

long-term resources. According to company 

officials, capital will not be a constraint. This 

optimism, though, appears to stem more from 

expectations of further capitalisation by the 

government rather than raising resources from 

other sources. 

Funding IIFCL 

Apart from its equity, the IIFCL is also to be funded 

through long-term debt raised from the open market, 

which could form any or all of the following: 

 Rupee debt raised from the market through 

suitable instruments created for the purpose; 

the IIFCL would ordinarily raise debt of 

maturity of 10 years and beyond 

 Debt from bilateral or multilateral institutions 

such as the World Bank and Asian 

Development Bank 

 Foreign currency debt, including through 

external commercial borrowings raised with 

prior approval of the government 

Importance of domestic funds for IIFCL 

Following discussions with the government and 

IIFCL officials, we understand that the 

government guarantee for IIFCL borrowings will 

encompass foreign currency borrowing as well.  

However, our sense is that IIFCL is more likely to 

end up getting limited freedom on external 

borrowing. In fact, there have been recent press 

reports stating the Reserve Bank of India’s (RBI) 

objection to the IIFCL floating papers in the 

international market. Instead, it has been advised 

to take advantage of the External Commercial 

Borrowing (ECB) route, which permits automatic 

clearances from the RBI for an amount up to 

USD500mn. The RBI could be concerned that 

IIFCL will end up facing higher borrowing costs, 

despite a sovereign guarantee, because it is a new 

company with no established credentials as yet. 

This could, in turn, adversely affect the 

government’s credit rating in international 

markets and also defeat the purpose of securing 

cheap finance. 

Given the RBI’s directive on IIFCL’s external 

borrowings, its dependence on domestic sources 

to fund its commitments is expected to increase. 

Expectations from private 
participation – USD120-148bn? 

IIFCL is expected to fund viable projects related 

to urban infrastructure, roads, power, railways, 

ports, airports and tourism, in order to supplement 

loans from banks and financial institutions. The 

projects could be publicly or privately owned or 

PPP projects. 
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8. Govt. expectations of private sector participation in major 
infrastructure 

 ________ Investment _____  
Sector INR bn USD bn By when 
  @ 45.4 per USD  

Energy 5400 119 2012 
Ports 500 11 2012 
Airports 400 9 2012 
National Highways 1720 38 2012 
Total 8020 177  

Source: Estimates by the Committee on Infrastructure, Dept. of Econ. Affairs, as published in 
Connexions May 2006, NCAER. 

 

According to government estimates, much of the 

investment requirement in major infrastructure 

projects by 2012, which amounts to around 

INR8,020bn (approx. USD177bn), is expected to 

come by the way of PPPs. 

From our discussions with government officials, 

we understand that the government expects around 

40% of the total investment requirements in 

infrastructure to come from private sources, either 

domestic or foreign. On an estimated infrastructure 

investment requirement of cUSD300-370bn, 40% 

amounts to anything between USD120-148bn over 

the 11th Plan period. 
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FDI option gaining ground but 
dwarfed by requirements 
Portfolio inflows dominating… 

Though foreign direct investment (FDI) flows to 

India have increased in recent years, they remain 

well below the level of portfolio investment. 

Between 1995/96 and 2005/06, direct investment 

inflows have increased from USD2.1bn to 

USD7.8bn, while portfolio inflow went up from 

USD2.7bn to USD12.5bn.  

9. Direct investment and portfolio investment inflows to India 
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Source: RBI Bulletin July 2006 (Direct investment is the sum of equity, reinvested 
earning and other capital) 
 

…though there is increased optimism 
on external funding 

Over the years, there has been an increased 

acceptance of the importance of FDI in financing 

Indian investment requirements, including 

infrastructure. The government has increased its 

efforts to equip India with one of the most liberal 

and transparent FDI policies among emerging 

economies. Currently, FDI is allowed in almost all 

sectors and industries, barring a select few like 

atomic energy, lottery business, and the gambling 

and betting sector.  

FDI of up to 100% is allowed under the automatic 

route (meaning that it doesn’t require any prior 

government approval) in infrastructure sectors, 

such as electricity generation (except atomic 

energy), electricity transmission, electricity 

distribution, mass rapid transport system, roads 

and highways, ports and harbours, townships, 

housing, built-up infrastructure and construction 

development projects. Over the past two years, 

FDI limits in telecommunications and civil 

aviation have been raised to 74% and 49% 

respectively, from 49% and 40%.  

Sources of finance – part I 

 Potential foreign funds remain dwarfed by India’s requirements; 

using forex reserves is unlikely to be an acceptable alternative…  

 …hence a heavy dependence on domestic sources of funds is 

unavoidable 

 This leads to concerns of over-reliance on bank finance amidst a 

missing corporate bond market 
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With increased government efforts and an 

improved global investment climate, India has 

displaced the US as the second-most favoured 

destination for FDI in the world, after China, 

according to the A.T. Kearney FDI Confidence 

Index of 2005. This index tracks the impact of 

likely political, economic and regulatory changes 

on FDI intentions and preferences of top 

companies around the world. 

Actual flows still way below 
requirement 

Despite such flashes of optimism, the actual FDI 

flows to India do not stand any comparison to 

those into China or the US.  

11. FDI flows to China and US remain far in excess to those 
to India 
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Source: CEIC,Thompson Datastream, HSBC 
 

From June 2001 to December 2005, half-yearly 

FDI flows to India averaged only around 5% of 

the flows to China. Over the six-month period, 

ending December 2005, it amounted to only 3% 

of Chinese FDI inflows. A comparison with the 

US is no better either. 

Moreover, some of the sectors that account for the 

highest cumulative FDI inflow are the electrical 

equipment, telecommunications, transportation, 

services, fuels, and chemicals (other than fertilisers) 

sectors. It is interesting to note that with respect to 

FDI in infrastructure, only telecom and transport 

feature in the top 10 sectors, attracting the largest 

cumulative FDI inflows.  

12. Sectors accounting for over 70% of cumulative FDI inflows 
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Source: Fact sheet of FDI upto June 2006 (http://www.dipp.gov.in) 
 

 

10. A.T. Kearney FDI Confidence Index 
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Recommendations of Investment 
Commission  

In October 2004, the government constituted an 

Investment Commission to recommend policies 

aimed at stepping up the rate of investment in 

India. The commission’s report, presented on 28 

February 2006, pointed out several impediments 

that continue to plague higher investments in India. 

Inflexible labour laws, centre-state divergence on 

investment-related policies, high costs of entry, 

transaction and exit, ineffective dispute resolution 

and ambiguity in specifying/identifying priority 

sectors are some of them.  

Concerns about inflexible labour laws 

Of the different impediments to investment in 

India, inflexible labour laws have attracted quite a 

lot of attention. In India, labour laws are 

implemented both by the centre and the state 

governments, which has added to the complexity 

of labour legislation. It has been argued that 

without an internally consistent framework, 

India’s labour laws have introduced uncertainty 

and ambiguity about key legal concepts and 

definitions while dealing with common issues in 

different contexts and employment conditions 

(pertaining to different states), thus creating the 

scope for conflicting interpretations. 

In addition, labour laws generally make it difficult 

for firms to lay off workers. The Indian Industrial 

Disputes Act of 1947 does exactly that, especially 

through some later amendments, for firms in the 

formal sector employing more than 100 

workers.Those companies must apply to their 

state government to made people redundant and 

such permission is rarely given. 

It has been argued that the existing labour laws, 

fraught with state intervention, have ended up 

seriously undermining the competitive edge of 

Indian industries. An Indian industrialist, for whom 

freedom of action in deployment of labour is non-

existent, is placed in a no-win situation when he 

has to compete in the international market. 

Annual FDI target at USD15bn 

To sustain India’s GDP growth at over 8% per 

annum, theInvestment Commissionestimated a 

cumulative overall investment requirement (not 

just for infrastructure) at more than USD1.5tr over 

the next five years. Apart from the importance of 

expanding domestic investment, it also stressed the 

need for a significant increase in FDI. The 

commission has set a goal of USD15bn for annual 

FDI by 2007-08.  

Even if India is successful in attracting FDI in the 

range of USD10-15bn on a consistent basis for the 

next couple of years, there exists no assurance that 

it will be entirely directed towards infrastructure. 

Moreover, even if it is, it will just constitute 

around 20% of the USD74bn required for annual 

infrastructure investment. As such, foreign funds 

are expected to be more effective as the ‘icing on 

the cake’. 

Not much assistance from 
multilateral funding either 
13. Total IBRD/IDA commitments (end of fiscal yr) – USD bn 

 Commitments  FY 01  FY 02  FY 03  FY 04  FY 05 FY 06 

New  2.6  2.2  1.5  1.4  2.9 1.4 
Total  13.5  13.0  13.0  12.0  12.8 11.3 
No. of Active 
Projects 

 76  69  70  63  64 56 

Source: India Country Overview 2006, World Bank 

 
 
Multilateral agencies have been unable to provide 

much assistance either. The World Bank’s new 

lending to India in FY06 (July 2005-June 2006) 

was only USD1.4bn. Total new commitments 

over FY01-FY06 stand at a meagre USD12bn. 

Over this period, there has not only been a decline 

in new commitments but also in total 

commitments and the number of active projects. 
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Lending from the Asian Development Bank 

(ADB) stood at USD1.12bn in 2005. By 2008, it 

is expected to increase its lending to USD2.6bn. 

Even if we expect the total new commitments 

from the World Bank and ADB to be around 

USD5bn annually, it will account for only around 

7% of the average annual infrastructure 

investment requirement of USD74bn, that too 

under the restrictive assumption that the entire 

money flows into infrastructure finance alone. 

Forex reserve not an effective 
alternative 
Forex reserve use – but what’s the 
mechanism? 

At present, India’s forex reserves are hovering 

around the USD160bn mark. It has come a long 

way from USD5.8bn as at end-March 1991.  

14. Build up of India's forex reserves 
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Source: Note: Data from 2 April 2004 includes Reserve Tranche Position in IMF  
 

With burgeoning reserves, there have been 

proposals about using it to at least partially fill the 

infrastructure financing gap. However, an 

acceptable arrangement for the use of foreign 

exchange reserve in infrastructure investment is yet 

to emerge. 

Safety, liquidity and confidence are 
high priority 

The primary objective of maintaining foreign 

exchange reserves is safety and liquidity, so that a 

significant portion can be converted into cash at 

short notice. Imparting confidence to the markets 

(both domestic and external) that foreign 

obligations can always be met remains an issue of 

the highest priority; maximising returns is of 

secondary importance.  

Moreover, as the primary objective of 

accumulating foreign exchange reserves is 

precautionary in nature and liquidity is the key 

feature, it does not gel well with the requirements 

of infrastructure investments, which have low 

returns, long gestation periods and high risk. 

Absence of conclusive view on the 
adequacy of reserves 

In practice, there are many views on the adequacy 

of the forex reserve requirements of an economy, 

but none are conclusive enough. Hence, it is 

difficult to pinpoint the single most important 

adequacy measure for foreign exchange reserves. It 

is worth considering, however, some of the reserve 

adequacy ratios for India, as compared to other 

countries. Charts 15 to 17 make it evident that 

though forex reserves, in terms of import cover and 

as a ratio of broad money, look relatively 

favourable for India, they have been falling back in 

recent times. Moreover, India’s foreign exchange 

reserves as a percentage of GDP stand way below 

that of her significant Asian neighbours. 

15. Import cover of foreign exchange reserves 
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Short-term external debt is around 6% of India’s 

foreign exchange reserves, which compares with 

around 18% for China. Though it projects a 

reasonably comfortable picture for India, the 

Committee on Fuller Capital Account 

Convertibility (FCAC) report, made public on 1 

September 2006, has expressed concerns 

regarding the reliability of the short-term external 

debt data in India. The report suggests that the 

RBI should undertake an in-depth examination of 

the coverage and accuracy of the data. 

Funding infrastructure potentially 
inflationary in nature 

Infrastructure investment with foreign exchange 

reserves is accepted to be potentially inflationary 

in nature, as it amounts to releasing additional 

liquidity into the system. To some extent, the 

impact of excess liquidity could get neutralised as 

infrastructure availability raises the productive 

capacity of the economy. The risks are that, in 

view of the long gestation periods of 

infrastructure projects, these inflationary 

consequences could linger for quite some time.  

Sterilising of excess liquidity by the RBI could be 

another way of stabilising prices. However, that 

can turn out to be expensive as domestic currency 

bonds issued to mop up excess funds will have to 

be serviced at the prevailing market rate. If the 

issuance of bonds to mop up liquidity increases 

domestic debt, the question that arises is – why 

not issue domestic debt in the first place to fund 

infrastructure. But then, increasing domestic 

indebtedness would be in direct contradiction to 

the efforts of ongoing fiscal consolidation. 

The importing of intermediate inputs for local 

infrastructure projects has sometimes been 

deemed a way out of the impasse. However, 

large-scale imports could lead to an adverse 

impact on the balance of payment (BoP) situation, 

which could end up moderating the pace at which 

future reserves are built up. Moreover, the 

possible extent of import intensity in relation to 

infrastructure projects and the extent of its 

inflation neutrality remain unclear. 

Demise of DFIs and over-
reliance on bank lending 
DFI lending no longer exists 

Before their demise due to financial sector reforms 

and the resulting loss of special privileges, 

development finance institutions (DFIs), such as 

the Industrial Development Bank of India (IDBI), 

the Industrial Finance Corporation of India (IFCI) 

and the Industrial Credit and Investment 

Corporation of India (ICICI), used to be a steady 

source of long-term capital. Historically, low-cost 

funds were made available to DFIs in India to 

ensure that the spread on their lending operations 

did not come under pressure. 

16. Ratio of foreign exchange reserves to GDP  17. Foreign exchange reserve as a ration of broad money 
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DFIs had access to a soft window of long term 

operation (LTO) funds from the RBI at 

concessionary rates. They also had access to cheap 

funds from multilateral and bilateral agencies, duly 

guaranteed by the government. DFIs were allowed 

to issue bonds as well, which qualified for 

Statutory Liquidity Ratio (SLR) investment by 

banks. For deployment of funds, they faced little 

competition, as the banking system mainly 

concentrated on working capital finance.  

Financial sector reforms in India initiated 

substantial changes in the operating environment 

of DFIs. The supply of low-cost funds was 

withdrawn, forcing them to raise resources at 

market-related rates. On the other hand, they had 

to face competition in the area of term-finance 

from banks offering lower rates. DFIs were also 

burdened with large non-performing assets 

(NPA), due to exposure to certain sectors that did 

not perform well due to a downturn in business 

cycles. This added to their cost of business.  

In a purely market-driven situation, the business 

model of DFIs (which involved raising of long-

term resources from the market at rates governed 

by market forces and extending only very long-

term high-risk credit to fund capital formation 

over long gestation periods), failed to succeed. 

This was due to the threat to its spread from 

higher cost of funds and higher propensity to 

accumulate non-performing assets, 

notwithstanding lower operating expenses vis-à-

vis banks – leading to their ultimate demise. 

Galloping infrastructure advances by 
the banking sector 

In the absence of DFIs and other alternative 

sources, it was virtually inevitable that banks had 

to share a larger responsibility of financing 

infrastructure projects in India. Though the RBI 

Report of the Working Group on Development 

Financial Institutions (29 May 2004), talks of the 

capability of the banking system to extend finance 

to different sectors, including long-term finance, 

there are arguments against over-reliance on 

banks for infrastructure finance. This is because 

banks assume significant risks due to maturity 

mismatch between short-term deposits and 

relatively illiquid loan assets. 

In India, outstanding bank advances to 

infrastructure (power, telecom, roads and ports), 

as a proportion of total industry advances 

outstanding, increased from around 2% in March 

1998 to around 15.5% in March 2005. 

18. Increasing share of infrastructure advances 
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Source: RBI Handbook of Monetary Statistics of India  
 

19. Infrastructure advances outpacing overall industry loans 
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Source: HSBC estimates, RBI Handbook of Monetary Statistics of India 
 

The year-on-year growth in outstanding bank 

advances to infrastructure has also remained far in 

excess of overall industry advances. Over the 1998-

2005 period, outstanding infrastructure advances 

grew at a massive average annual rate of 53%, 

compared to 13% growth in overall industry 

advances. 
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Along with increasing exposure to infrastructure 

lending over time, which is essentially long-term in 

nature, the banking sector in India is also showing 

an increasing bias towards short-term deposits.  

The end-March 1998-2004 figures for the banking 

sector’s share in deposits of less than two years 

maturity have shown a steady increase from 

48.6% in 1998 to 60.5% in 2004. Over the same 

period, the ratio of long-term deposits (ie deposits 

maturing in the next five years or more) to 

outstanding infrastructure advances has declined 

from 14.6% to just 2%.  
 

20. Bias towards deposits of shorter maturity 
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Missing corporate bond 
market 
Indian debt market dominated by 
government securities 

Apart from concerns over over-reliance on bank 

lending, scepticism about using foreign exchange 

reserves, low FDI inflow compared to 

requirements, and inadequate assistance from 

multilateral funding, the corporate bond market as 

an alternative source of infrastructure finance also 

remains conspicuously absent in India. This is 

despite having a well developed equity market 

and a fairly developed government securities 

market in place.  

In India, the government securities market 

dominates both the primary and secondary debt 

markets, as shown in tables 21 and 22. Over time, 

the issuance of government securities has been 

more than 70% of the total issuances in the Indian 

debt market. In secondary market trading too, 

government securities constituted c97% in 

2003/04 and 2004/05. 

21. Dominance of govt securities market in Primary issuances 

Issuer 1999/00 2000/01 2001/02 2002/03 2003/04 

% of Debt 
Issuances 

34% 31% 25% 29% 26% Corp*

INR bn 593.99 565.77 515.61 752.41 695.03 
% of Debt 
Issuances 

66% 69% 75% 71% 74% Govt 

INR bn 1133.36 1284.83 1525.08 1819.79 1981.57 

Source: HSBC, Report of the High Level Committee on Corporate Bond and Securitisation 
*Including Euro Issues 

 
   
22. Secondary market activity in debt securities (INR bn) 

Period Corporate 
Debt

Mkt. Share 
(%)

Gilts Market 
Share (%) 

2003/04 419.77 2.6 15751.33 97.4 
2004/05 379.69 3.24 11342.22 96.76 

Source: Report of the High Level Committee on Corporate Bond and Securitisation 

 
 
The size of the corporate debt market in India is 

not comparable to the average size of the 

corporate debt market in other emerging 

economies. According to the IMF Financial 

Stability Report (September 2005), outstanding 

domestic corporate issuances in India averaged a 

meagre 0.4% of GDP over 1999-04. This is way 

below the overall emerging market’s average of 

5.5%, and even lower than the average for the 

Sources of finance –
part II 

 Corporate bond market as an alternative source of finance 

remains conspicuously absent in India 

 This is despite a well functioning equity and government securities 

market 

 Basic ingredients for its development are available – concerns 

relate to timeframe for regulatory amendments 
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emerging Asian economies, which is at 8.1%. As 

a percentage of GDP, outstanding domestic debt 

of corporate issuers in India remains amongst the 

lowest within emerging markets, along with that 

of Turkey, Chile and Russia. 

Reasons behind a lagging corporate 
bond market in India 

The basic factors that have led the Indian corporate 

bond market to lag behind can be grouped under 

two sub-headings: (a) Issues pertaining to primary 

market requirements, and (b) Issues pertaining to 

secondary market requirements. 

Issues pertaining to primary market 

 High stamp duty and its lack of rationalisation 

across states and across investors as well (for 

certain category of debt securities) 

 Fragmented supplies and lack of 

consolidation, leading to multiple issues of 

smaller sizes in the absence of any regulation 

related to the number of issuances a company 

can make 

 Being more accustomed to raising funds from 

banks and term lending institutions, 

corporates view convincing bankers, rather 

than a large number of highly demanding 

investors, as relatively easy 

 Lack of compulsion on corporate entities to 

access the debt market for raising funds, even 

for a part of their funding requirements 

 Earlier, when banks were not allowed to lend 

at sub-PLR (Prime Lending Rate) directly, 

there was a tendency to resort to below PLR 

lending in the guise of privately-placed bonds 

 Restrictions on investment by Foreign 

Institutional Investors (FIIs), provident and 

pension funds and cooperative banks 

Issues pertaining to secondary market 

 Lack of centralised information on trading 

history 

 Lack of a centralised counterparty to trade in 

the secondary market 

 Lack of effective hedging mechanism for 

market participants 

 Lack of standardisation in interest day count 

conventions and minimum amount of trade 

 Lack of market makers, like primary dealers 

in the government securities market 

Missing out on benefits of active 
corporate bond market 

The corporate bond market has been missing in 

India despite the acceptance of its need across 

academia, industry, the government and 

regulators. Though the corporate bond market’s 

role as an alternative source of finance is an 

important one, existing literature emphasises its 

other benefits as well. Owing to its absence, India 

has no choice but to forego some or all of the 

benefits mentioned below: 

i) Lower cost of capital 

Corporate bond markets can reduce financing 

costs in two ways. First, they facilitate bank 

23. Corporate issuers in emerging markets: outstanding domestic debt securities (% of GDP) 

 2000 2001 2002 2003 2004 1989-94 1995-99 2000-04 

Emerging Markets 4.9 5.3 6.0 5.9 5.2 4.1 4.4 5.5 
Africa 5.3 4.6 7.0 6.6 6.7 10.2 6.4 6.0 
Asia 7.8 8.3 8.9 8.4 7.1 5.5 6.8 8.1 
Europe 1.0 1.2 1.5 1.6 1.9 0.6 0.9 1.4 
Latin America 1.4 1.7 2 2.4 2.8 1.4 1.1 2.1 
Mature Markets 15.3 16 16.2 16.2 15.9 11.9 13 15.9 
India 0.4 0.4 0.4 0.3 0.4 0.1 0.2 0.4 

Source: IMF Financial Stability Report, September 2005 
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disintermediation by allowing direct access to 

investors, thus removing the middleman and 

related costs. Second, by issuing corporate bonds, 

firms may tailor their asset and liability profiles to 

reduce the risk of maturity and currency mismatch 

on their balance sheet, thus reducing the overall 

cost of capital. 

ii) Broadening of capital markets 

The absence of a healthy bond market limits the 

array of asset choices available to savers. A 

limitation in asset choice might force savings to 

shift towards more non-financial assets such as 

property, which ultimately reduce the proportion 

of savings that can be mobilised for productive 

investment. 

iii) As an alternative source of domestic 

finance 

The presence of an active and efficient domestic 

bond market gives corporations an alternative 

means of raising debt capital in the event of banks 

being unable to do so. This ameliorates any 

potential adverse effect that a bank credit crunch 

might have on the economy. It is also argued that 

a bond market can help accelerate the resolution 

of a banking crisis by allowing the banking 

system to recapitalise its balance sheets through 

securitisation. 

iv) Reduced risks associated with maturity and 

currency mismatch 

On account of information asymmetry between 

borrowers and lenders, banks might end up relying 

more on short-term credit to limit the time that 

opportunistic borrowers can exploit without being 

in default. Consequently, for corporate borrowers 

that undertake long-term investment commitments, 

there could be difficulties of mismatch between 

long-term cash inflows from their investment 

assets against the short-term cash outflows from 

bank loans in a bank-reliant financial system. 

Maturity mismatches may threaten corporate 

solvency. This may encourage firms to stay away 

from long-term investments or entrepreneurial 

ventures that have a long-term payoff – typically 

infrastructure. In the long-run, it can affect the 

productive capacity of an economy. 

The corporate bond markets allow firms to 

mitigate this problem. A firm observing a 

lengthening of the maturity of its assets might 

issue corporate bonds with similar or longer 

maturities and use the issuance proceeds to retire 

shorter maturity debt, such as short-term bank 

loans. Similarly, the existence of a domestic 

corporate bond market allows domestic firms that 

have revenues denominated predominantly in 

domestic currency to issue local currency bonds, 

thus alleviating the currency mismatch problem 

by matching the currency of their cash inflows 

and cash outflows.  

v) Efficient pricing of risk 

In economies without a bond market, bank-

determined interest rates may not be 

competitively determined, and thus may not 

reflect the true opportunity cost of capital. For 

instance, banks may collude to set interest rates or 

may fix them at government mandated levels. The 

lack of a clear measure of the opportunity cost of 

capital might result in firms’ allocating capital 

inefficiently, leading to a reduction in economic 

welfare in the long term. The existence of a well-

functioning bond market can lead to the efficient 

pricing of credit risk, leading to efficient 

allocation of capital. 

vi) Promotion of financial stability 

Moreover, in emerging markets, there is a 

tendency of a few banks accounting for the bulk 

of the lending activity. This leads to the 

concentration of credit risk within the banking 

sector, which results in an increased level of 

systemic risk in an economy heavily reliant on 

bank loan financing. 
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A bond market can promote financial stability by 

contributing to a more diverse financial system. 

Since a large number of public investors are 

generally involved in taking up new issues of 

corporate bonds, the burden of credit risks in the 

economy can be spread among various investors, 

thus reducing the credit risks borne by the 

banking sector alone. 

vii) As a prelude to the development of ABS 

and derivatives markets 

Literature on the hierarchy of markets and 

financial market development emphasises the need 

for a fully-functional corporate bond market as an 

important prelude to the development of asset 

backed securities (ABS) and derivatives markets.  

Still some way to go, despite 
advances  
Basic ingredients for corporate bond 
market development ready 

India has a reasonably strong legal framework in 

place to provide for regulatory oversight and 

investor protection. A fairly developed financial 

sector, which is reasonably free of controls, 

already exists. The requisite infrastructure for 

trading, clearing and settlement systems for 

equities and government securities market is up 

and running. The country boasts two world-class 

stock exchanges, reasonably well functioning 

depositories and a credible system of experienced 

rating agencies. Any argument related to the lack 

of skilled manpower and availability of 

technology remains devoid of credibility. The 

well functioning government bond and equity 

market provides the necessary infrastructure that 

needs to be adapted for the corporate bond 

market. 

A potential array of issuers and 
investors also exist 

Given India’s massive investment requirement of 

USD1.5tr over the next few years, with 

infrastructure investment alone being in the range 

of USD370bn for the 11th Plan period, it is hard 

to think of lack of potential issuers. 

A wide array of potential issuers exist in terms of 

Special Purpose Vehicles (SPVs) wanting to fund 

infrastructure projects, requirements arising from 

the housing finance industry and municipal bonds 

floated by municipalities. Potential borrowers also 

exist in the form of insurance companies, mutual 

funds, provident funds, banks, non-profit 

institutions, NGOs and the retail segment. The 

compelling requirement, as has been emphasised 

even in policy circles, could well be appropriate 

instruments that match the risk return profile of 

the array of investors. 

Continuity in recent initiatives 

Despite the potential, a common allegation against 

reforms in India has been the discontinuation of 

fresh initiatives. However, of late, this is not true 

of the corporate bond market. There appears to be 

on-going momentum set by the 2005/06 budgetary 

announcement related to the appointment of the 

High Level Expert Committee on Corporate Bonds 

and Securitisation. The Committee was to look 

into legal, regulatory, tax and market design issues 

in the development of the corporate bond market 

in India. On 23 December 2005, the Committee, 

under the chairmanship of Dr R H Patil, submitted 

its report.  

The committee’s recommendations included 

enhancement of the issuer as well as investor 

base, simplification of listing and disclosure 

norms, rationalisation of stamp duty and 

withholding tax, consolidation of debt, the 

improvement of trading systems through the 

introduction of an electronic order matching 

system, efficient clearing and settlement systems, 

establishment of a comprehensive reporting 

mechanism, development of market conventions 

and self-regulation, and development of the 

securitised debt market. 
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Subsequent to the finance minister’s acceptance 

of the recommendations of the High Level Expert 

Committee, the Securities and Exchange Board of 

India (SEBI) has already worked out a plan for the 

development of the corporate bond market in 

India. It has also pointed to the requirement of a 

number of legal and regulatory amendments. 

Though the corporate bond market predominantly 

comes under the regulatory purview of SEBI, 

there are aspects of the Patil Committee report 

that falls under the regulatory purview of the RBI. 

Some of them are: 

1 Allowing banks to issue bonds of maturity 

over five years for ALM purposes and not 

only for infrastructure lending 

2 Setting appropriate regulatory limits for banks 

for subscribing to bonds issued by other 

banks 

3 ‘Repoability’ in corporate bonds 

4 Considering investments in corporate bonds 

as a part of total bank credit, while computing 

credit deposit ratios 

5 Reviewing the capital adequacy ratio issued 

by the RBI, with the objective of reducing 

unnecessary double counting of capital 

requirements for credit enhanced debts 

6 Bank’s investment in registered debt funds 

are not subject to ‘capital market’ exposure 

limits that are applied to equity investments 

for banks by the RBI 

An RBI working group had been formed to 

examine the relevant recommendations of the 

Patil Committee report and suggest a roadmap for 

their implementation. The working group has 

already submitted its report, though its contents 

have not been made public yet. 

The recommendations of the Patil Committee 

have effectively placed demanding requirements 

in terms of regulatory and legal clarity. From our 

interactions with the Finance Ministry, we 

understand that it might still take a couple of 

months for an effective action plan to emerge. 

Hence, even if there is nothing definitive in terms 

of corporate bond market development 

immediately, it should be forthcoming shortly.  

The hope lies in the fact that the overall 

development of the debt market remains a priority 

for the government. With respect to the corporate 

bond market, addressing elements of legal clarity 

remains the necessary pre-requisite. Our concern 

lies in the prospect of possible delays in this 

process, which might hold back the development of 

this segment of the financial market, despite every 

other requirement for its take-off being in place. A 

delay will not only put at risk the continuity of the 

initiatives undertaken so far, but India will continue 

to lose out on the benefits of an alternative source 

of funding for her pressing infrastructure and 

overall investment requirements. 
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Tall order for all existing 
sources 
The Investment Commission’s estimate for 

India’s overall investment requirement (inclusive 

of infrastructure) over the next five-year period 

(cumulative) stands at a massive USD1.5tr – 

almost double the annual 2005 GDP of 

USD775.41bn. It implies an average annual 

investment requirement of USD300bn.  

The infrastructure investment requirement 

(cumulative) of USD370bn over the 11th Plan is 

about a quarter of the commission’s estimate of 

the overall investment requirement and almost 

half of the 2005 GDP. It implies an average 

annual requirement of USD74bn. 

In view of the level of the requirements, it is 

clearly a massive challenge to raise the requisite 

funding even from a combination of all the 

existing sources. The government expects 40% of 

the infrastructure investment, which implies an 

average annual investment to the tune of 

USD30bn over the 11th Plan period (around 4% 

of the 2005 GDP), to come from private 

participation.  

The private fund sources could either be domestic 

or foreign. As infrastructure investments are long-

term in nature and returns materialise in domestic 

currency, domestic sources will continue to be an 

important source of finance. Foreign funds will at 

best act as a supporting source. Amongst domestic 

sources, in the absence of available alternatives, 

the banking sector will remain the dominant one.  

Domestic and foreign sources inadequate even 

for 40% of the requirement? 

We pointed out earlier the trend rise in the 

banking sector’s advances to infrastructure. The 

average annual growth in infrastructure advances, 

at around 53% over 1999-2005, remains far in 

excess of the growth in overall industry advances 

at around 13%. Going ahead, it might be difficult 

to hold on to such an impressive relative growth 

in infrastructure advances, with a trend bias 

towards deposits of shorter maturity. For crude 

estimates, we take a look at two alternative 

scenarios. A highly optimistic scenario is that 

Tall order even for all 
available sources 

 Getting 40% of the USD370bn infrastructure requirement from 

private sources looks very optimistic 

 Financing the remaining 60% through public investment implies 

an additional annual fiscal burden of 3% of GDP… 

 …potentially putting the FRBM mandate of cutting the fiscal deficit 

to 3% of GDP by 2008/09 at considerable risk 
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banks will somehow be able to hold on to around 

40% annual growth in infrastructure advances 

over the next five to seven year 

period.Meanwhile, our more pessimistic scenario 

puts the average annual growth at 20%. These two 

scenarios provide average annual incremental 

increases in infrastructure advances at USD17bn 

and USD6bn, respectively.  

Over the period 1999/00-2004/05 more than 90% 

of the resources raised by the corporate sector 

have been in the form of debt – mainly in the form 

of private placements. The rest has come via the 

equity route. For the infrastructure sector, it is 

likely to remain even more skewed in favour of 

debt. However, according to our equity analysts, 

there are infrastructure sectors like power, where 

around 70% of the resources are raised through 

the debt route. Based on these figures, we arrive at 

the optimistic and pessimistic scenarios, where 

30% and 10% of the total funding requirements, 

respectively, come through the equity route.  

We already have the figures for overall bank 

lending under the two scenarios. Taking bank 

lending as the proxy for debt finance, we can 

arrive at the overall potential for domestic finance 

under the two scenarios at USD24.3bn and 

USD6.7bn, respectively. From this, we arrive at 

an equity funding of USD7.3bn (30% of 

USD24.3bn) and USD0.7bn (10% of USD6.7bn), 

respectively, under the optimistic and  

pessimistic scenarios. 

From 1995/96 to 2005/06, FDI in India has 

increased from USD2.1bn to USD7.8bn. The 

Investment Commission has set the goal for 

annual FDI at USD15bn by 2007-08. To construct 

two alternative scenarios for FDI into 

infrastructure, we use cumulative data on sectoral 

FDI inflows, as a proportion of total FDI inflows, 

from the government’s fact sheet up to June 2006.  

Amongst infrastructure FDI, telecommunications 

account for the largest share of 11%. Cement and 

gypsum, though among the top ten, accounts for 

only 3% of the cumulative FDI. We take 11% of 

the Investment Commission’s annual target of 

USD15bn (at USD1.65bn) as the optimistic target 

for average annual infrastructure FDI inflows and 

3% (at USD0.5bn) as the pessimistic target. 

For multilateral lending, we have seen that the 

total lending from the World Bank and ADB has 

been in the range of cUSD3bn in the recent past. 

There are prospects of the lending rising in excess 

of USD5bn. Hence, for the optimistic scenario, 

we put the average annual lending in the range of 

USD6bn and for the pessimistic scenario, we 

restrict it to USD2.5bn. 

Based upon these judgements, even a combination 

of infrastructure funding by banks, equity 

markets, FDI and multilateral organisations is 

barely able to provide for the average annual 

target for private sector participation (USD30bn) 

under the optimistic scenario. Under the 

pessimistic scenario, the average annual shortfall 

amounts to around USD20bn.  

24. Prospecting average annual funding from alternative sources
(USD bn)

Existing Sources Optimistic Pessimistic 

i Bank 17 6 
ii Equity 7.3 0.7 
Iii FDI 1.7 0.5 
iv Multilateral 

organisations
6 2.5 

   
Total from existing 
sources 

31.9 9.6 

 
Expectation of Pvt. Sector participation is at USD29.6bn 

(@ 40% of the av. annual requirement ofUSD74bn) 
Public Sector participation would be at USD44.4bn 
(@ 60% of the av. annual requirementof USD74bn) 

 
Potential Source   
 Corporate 

bond
5.1 1.7 

Total from Existing and 
the potential source of 
corporate bond market 

37 11.3 

Source: HSBC estimates 
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Can the corporate bond market fund the rest of 

USD30bn? 

The limitation of existing sources necessitates the 

importance of exploring other alternatives, 

particularly the development of a corporate  

bond market. 

According to the IMF Financial Stability Report, 

outstanding domestic corporate issuances in India 

averaged a meagre 0.4% of GDP during 1999-04. 

This remains way below the emerging markets’ 

average of 5.5%, which is again less than the 

average for the emerging Asian economies  

(at 8.1%).  

To advance on this analysis, we take the help of a 

restrictive assumption. We assume that any 

expansion in the size of the Indian corporate bond 

market beyond 0.4% of GDP can be mapped 

exclusively to the requirements of  

infrastructure funding. 

Under this assumption, if India is able to expand 

the size of her corporate bond market to the 

overall emerging markets’ average (at 5.5% of 

GDP), the size pertaining to 5.1% of GDP can be 

mapped exclusively to fund the infrastructure 

investment needs. This provides the basis for our 

computation of the optimistic scenario in terms of 

additional resources that can be raised from the 

corporate bond market to fund infrastructure. For 

the pessimistic scenario, we assume the corporate 

bond market size at 2.25% of GDP, ie half the 

overall emerging market average of 5.5% of GDP. 

Similarly, mapping anything in excess of 0.4% of 

GDP (ie 1.85% of GDP) exclusively, to fund 

infrastructure investment needs, forms the basis of 

our pessimistic scenario. 

These leads to our estimate of additional sources 

of funds from the corporate bonds market over the 

entire 11th Plan period in the range of USD8.6bn 

– USD24bn (implying average annual resources 

in the range of USD1.7-5.0bn).  

Adding the potential resources available from a 

corporate bond market to projected resources 

from bank finance, equity finance and foreign 

sources, comfortably surpasses the overall annual 

requirement of private sector participation (at 

USD30bn) in the optimistic scenario. In the 

pessimistic scenario, there continues to be an 

average annual shortfall of cUSD19bn. 

It should also be mentioned that the development 

of a corporate bond market does not necessarily 

mean an additional saving in the system. It could 

well draw away some money from existing 

sources of funds, especially the banking system. 

Here, if we allow for some substitution between 

bank lending and corporate bond market finance, 

the total finance available under both the 

scenarios could fall short of projections. 

Moreover, it is worth emphasising that the 

assumption of mapping the entire range of 1.85-

5.1% of GDP exclusively to infrastructure 

investment could be optimistic in itself. 

Nonetheless, it serves our purpose of highlighting 

that the corporate bond market can make a fairly 

modest contribution to financing the infrastructure 

investment requirements expected from the  

private sector. 

Can public investment fund the remaining 60% 

of the requirements? 

India is in the process of adhering to the FRBM 

Act, which does not allow for any fiscal slippage. 

In fact, according to the MTFPS of the current 

central government budget, the fiscal deficit 

estimate of 3.8% of GDP for the current fiscal 

year, is expected to decline to 3% of GDP by 

2008-09. Efforts of fiscal consolidation are 

underway in state budgets as well. Hence, it might 

be useful to take a view on how difficult it could 

be for the government alone to take care of the 

remaining 60% of the annual requirement (of 

USD74bn) at USD44bn every year. 
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Our estimates suggest that, on an average, the 

USD44bn required every year could mean an 

additional fiscal burden in the range of 3% of 

GDP or more, in the absence of matching revenue 

increases. However, time and again, Indian 

officials have emphasised their commitment to 

fiscal prudence, discipline and stability. Hence, it 

is difficult to foresee any prospect of fiscal 

slippage, especially to the extent of 3% of GDP.  

In the event of the government’s inability to take 

care of the remaining 60% of the infrastructure 

investment requirement, it is unlikely to get 

substituted by private investment, except in a very 

optimistic scenario. This leaves open the only 

other possibility – of infrastructure investment 

falling short of the level required to sustain the 

8.5% growth projected over the 11th Plan period. 

Conclusion 
 India is expected to aim for 10% GDP growth 

in the final years of the 11th Plan period 

(2007/08-2011/12). The Approach Paper to 

the Plan has raised India’s growth target to 

8.5% per annum from 8% in the 10th Plan. 

These are optimistic targets, compared to our 

forecast of around 7.3% growth over the 10th 

Plan period as well as in view of our 

projected current sustainable growth rate of 

6.5-7.0%. Indeed we think the economy is 

already showing clear signs of overheating 

(see India: Too Fast, too Loose by Robert 

Prior-Wandesforde, October 2006) 

 There is a lot of optimism regarding India’s 

growth, which averaged 8% over the last 

three years. Despite that, there are several 

well known weak spots in the Indian growth 

path – inadequate infrastructure is one of the 

most talked about. 

 We explore the estimates of infrastructure 

investment required to support the growth 

target over the 11th Plan. We expect it to be 

USD370bn (48% of GDP for 2005) – a 

massive requirement indeed.  

 We expect domestic sources to bear a larger 

responsibility in amassing the required 

investment. Foreign sources are expected to 

play more of a supporting role. Herein, an 

active corporate bond market can make some 

useful contribution to the quest for domestic 

funds and also in terms of enhancing overall 

capital market efficiency. 

 In the ongoing phase of fiscal consolidation 

under the bindings of the Fiscal FRBM Act, 

the government is exploring avenues for 

increasing investment in infrastructure 

through a combination of public investment, 

PPP and, occasionally, exclusive private 

investment, wherever feasible.  

 Our understanding is that the government 

expects 40% of the total investment in 

infrastructure to come from private sources – 

either domestic or foreign. In view of the 

required USD370bn, this amounts to a figure 

of USD148bn over the entire 11th Plan 

period, or an average annual requirement of 

around USD30bn.  

 In the absence of an active corporate bond 

market, our pessimistic scenario suggests the 

shortfall could be in the order of USD20bn. 

 Developing the domestic corporate bond 

market could provide some help. In 

combination with other sources, it can surpass 

the requirements of private sector investment 

in the optimistic scenario on the basis of some 

very restrictive assumptions. In a more 

pessimistic scenario, however, there continues 

to be an average annual shortfall of 

USD19bn. 
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 Relegating the remaining 60% of the 

USD370bn investment requirement to public 

investment alone could lead to an additional 

annual fiscal burden of around 3% of GDP or 

more. In the absence of matching revenue 

increases, this could well be in contradiction to 

the ongoing phase of fiscal consolidation, 

under the requirements of the FRBM Act. 

 Time and again, the Indian government has 

emphasised its commitment to fiscal prudence, 

discipline and stability. Hence, it is difficult to 

foresee any prospect of significant fiscal 

slippage, especially to the extent of 3% of GDP. 

 In the event of the government’s inability to 

take care of the remaining 60% of the 

infrastructure investment requirements, it is 

unlikely to get substituted by private 

investments, except in an overtly  

optimistic scenario. 

 This leaves open the only other possibility – 

of infrastructure investment falling short of 

the requirements – effectively implying a 

compromise on the growth target set for the 

11th Plan. 
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