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what may be termed as traditional wis-
dom (assertions?) relating to the optimal 
financial sector. This can be illustrated 
with some examples given in the article. 
There is a reference to the creation of the 
Public Debt Management Office, but a 
strong case is now being made to restore 
public debt management to central banks 
even in the advanced economies. Let me 
quote a respected authority: 

When markets get difficult – and govern-
ment bond markets are likely to do so – the 
need is to combine an overall fiscal strategy 
with high-calibre market tactics. The latter 
is what central banks have as their métier. 
During that coming epoch of central bank-
ing, they should be encouraged to revert to 
their role of managing the national debt
(C A E Goodhart “The Changing Role of  
Central Banks”, BIS Working Paper No 326: 
November 2010). 

There is a reference to the size of Indian 
banks as another issue. While the large 
size of banks may be useful in enhancing 
shareholder values, their contribution to 
efficient allocation of resources is suspect 
while their potential for causing systemic 
instability is significant. The well-known 
Volcker Rule has generally been given 
some weight in debates on financial sector 
reform in the US. The strict application of 
such a rule may be inconsistent with the 

encouragement of the growth of large 
banks. A more recent report of the John 
Vickers Commission in the United Kingdom 
echoes similar views. Viable banks may have 
to be differentiated from large-sized banks, 
and large-sized banks should be differen-
tiated from the “too big to fail” or even the 
“too powerful to regulate” banks. More 
generally, there is merit in closely monitor-
ing the ongoing debates on the appropriate 
framework for an efficient and stable finan-
cial system rather than assuming that while 
we need to avoid the excesses of Anglo-
Saxon model, we must proceed on the re-
form front broadly with the framework that 
has been designed, pursued and advanced 
by the international financial centres. 

The importance of policies to manage 
volatility in capital flows has come to the 
fore in recent debates. With India’s pro-
jected current account deficit and the 
n ature of stock of external liabilities, risks 
arising out of such volatility and the need 
for appropriate policies to manage such 
risks, especially in the capital account and 
financial sector become critical for us.

Finally, the growth of capital to reach 
an average savings rate of 37% of GDP is 
based on the assumption of an improve-
ment in fiscal conditions. The section on 
“Financing the Plan with Macro-economic 

Balance” rightly focuses on the quantita-
tive and qualitative aspects of fiscal adjust-
ment. However, the con sequences of fiscal 
slippage should be assessed, since a slip-
page has implications not only for financ-
ing the Plan but also for macro economic 
and financial stability. The current policy of 
financial repression is key to managing our 
public debt without threatening stability. 
If reforms in the financial sector are under-
taken on unrealistic assumptions of robust 
and sustained fiscal consolidation, any  
fiscal slippage is likely to induce instability, 
both in the financial and external sectors . 
The risks of premature reforms in terms  
of deregulation of the financial sector and 
liberalisation of the capital account, espe-
cially in relation to debt markets, relative 
to assured fiscal consolidation, should not 
be under estimated. The experience with 
the global financial crisis in regard to the 
sovereign debt of even advanced economies 
is too bitter to be ignored.

Above all, India has many, very many, 
poor people whose capacity to assume or 
manage risk is extremely limited. The strat-
egies for inclusive growth should, there-
fore, analyse and account for both macro 
and micro risks. This would enhance the 
value of the approaches that have been 
very well articulated in the article.
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Y  V Reddy’s central point is that 
 while outlining a strategy for the 
 Twelfth Plan, we must also focus 

on the risks that the economy may face 
and evolve a strategy to manage those 
risks. This is sage advice and a very useful 
input as we move towards finalising a 
workable strategy for the Twelfth Plan. 

The Plan will face different types of risks. 
Some are external in origin and we can do 
little to minimise them. We can only work 
to manage them if they arise. Others are a 
consequence of the strategy we adopt and 
can arise for two reasons. First, there is  
always uncertainty about how an economy 
will respond to the changes we try to  
orchestrate, and if things do not work  

out quite as we planned, because we  
miscalculated the nature of the response, 
or some of the responses take longer to 
materialise, there may be unforeseen out-
comes that may be unfavourable for some 
groups. Second, we may not be able to  
implement some of the things we have 
identified as part of the strategy and this 
creates an unbalanced strategy which 
could have unexpected poor outcomes. 

Responding to Risks

How should we respond to these possibili-
ties? These risks present interesting choices. 
We can consciously choose a strategy 
which entails a lower level of risk and 
therefore possibly lower reward, thus  

reducing risk ex ante at some cost to 
growth, or we can aim at a high reward 
strategy combined with conscious meas-
ures of risk management, to be able to 
deal with unfavourable outcomes should 
they arise. Sensible planning will proba-
bly involve a balance between these two 
alternatives, and the balance is likely to 
vary from sector to sector. For example, 
we can all agree that we should be very 
cautious in making changes in the financial 
system, because a mistake here can have 
systemic consequences. We can be more 
willing to experiment in the real sector, 
where risks can be more easily managed 
and mistakes can be spotted more easily, 
and also reversed or otherwise dealt with.

The external risks mentioned by Reddy 
– pressure of rising commodity prices on 
inflation, the impact of sovereign debt  
crises in industrialised countries on the 
availability of capital for emerging markets 
and the possible volatility in capital flows 
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to emerging market countries – are all  
relevant, as acknowledged in my paper. 
Specific strategies for dealing with risks 
will have to be evolved, consistent with 
the basic strategy adopted. There is an  
interdependence between the strategy 
chosen and the level of risk. For example, 
if we adopt the strategy recommended in 
the paper of aiming at higher levels of  
investment in infrastructure, and this forces 
us to accept a somewhat higher current 
account deficit of up to 3% of GDP, we 
have to depend more on capital inflows. It 
follows that we will be that much more 
vulnerable to a volatility of capital flows. 

This poses the choice outlined above. 
We could opt for a safer strategy ab initio, 
by setting a lower level for the permissible 
current account deficit, say between 2 and 
2.5% of GDP, and therefore accept a lower 
rate of investment and growth. I argue that 
a 3% current account deficit is acceptable 
if it can be funded by long-term capital 
flows, especially foreign direct investment 
(FDI). But this does involve the risk of 
temporary disruption because of volatility 
of capital flows. Fortunately, the size of 
our reserves provides fairly high assur-
ance that we can manage a temporary 
disruption, provided the underlying macro-
economics remain favourable and policies 
are seen to be investor-friendly. How to 
ensure that the conditions spelt out in  
the proviso are achieved is, of course, a 
major challenge.

I should clarify that in referring to a 
target of $1 trillion for investment in  
infrastructure, my paper may have given 
the impression that these investments 
would be entirely funded by foreign debt 
and equity. That would certainly involve 
excessive exposure. The dollar figure was 
used simply because it has been used in 
many public statements, some of which 
were addressed to international audiences. 
There should be no doubt that in practice 
most of the infrastructure funding in the 
Twelfth Plan would have to be based on 
domestic resources. 

As the Plan is finalised, the Planning 
Commission will work out a breakdown of 
this infrastructure investment between the 
central, state and private sectors. The cen-
tral and state components may have some 
foreign borrowing component and the  
private sector could have some combination 

of foreign equity and foreign debt. How-
ever, the foreign component of infrastruc-
ture financing will have to be accommo-
dated within the projected tolerable cur-
rent account deficit, which, as indicated in 
the paper, could at most be pushed to 3% of 
GDP. The total net inflow on this basis over 
the Twelfth Plan period cannot exceed $275 
billion, and since all of it cannot be directed 
to infrastructure, it follows that the invest-
ment target for infrastructure has to be 
met dominantly by domestic financing. 
The feasibility of achieving this outcome 
depends critically on the projected im-
provement in the fiscal deficit. Y V Reddy 
rightly emphasises that there is a risk that 
the fiscal objective may not be achieved. I 
agree that this risk and its implications 
must be carefully considered. 

Planning has often been caricatured as 
the “triumph of hope over experience”. 
There is even some merit in planning on 
the basis of positive expectations about 
what we can achieve. However, since fis-
cal slippage will have a severely disruptive 
effect on the economy’s macroeconomic 
credibility and growth potential, I agree 
that we should plan for slippages in this 
area. We should perhaps specify in advance 
what parts of the Plan will need to be  
adjusted if significant slippage occurs, so 
that the adjustment can be made in the 
least disruptive manner. This will invari-
ably imply lower levels of productive in-
vestment, lower growth of both GDP and 
employment, possibly higher inflation, 
and also slower expansion in programmes 
of inclusiveness. 

Financial Sector

As pointed out above, we need to be cau-
tious on financial sector reforms, as we 
have been thus far, moving forward in a 
gradual manner. The point which I empha-
sise in the paper is that the forward move-
ment should continue. The financial crisis 
has actually endorsed our strategy and it 
should not lead to abandonment of that 
strategy. We have quite some way to go to 
develop the financial system that we need 
to realise our full growth potential.

Y V Reddy has identified several specific 
risks and they all deserve careful consid-
eration. More generally, the entire Plan 
strategy should be subjected to serious 
risk assessment by analysing what key as-
sumptions about the underlying structure 
of the economy, or about our ability to im-
plement policy changes, could turn to be 
different. Based on this analysis, major 
downside possibilities should be identified 
and contingency plans developed to deal 
with them. This is easier said than done, 
but I do agree that more needs to be done 
in this area. The more recent techniques 
of scenario painting are perhaps relevant. 

One requirement of sensitivity to risk  
is constant watchfulness for unintended 
consequences. The effectiveness of policy 
needs to be subjected to independent evi-
dence-based evaluation. The Planning Com-
mission is strengthening its capability in 
this area by establishing an Independent 
Evaluation Office. 

Montek S Ahluwalia (dch@nic.in) is deputy 
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