
17!
WWW.ECONOMICTIMES.COM

Policy

MYTHILI BHUSNURMATH
The world economy may not be out
of the woods yet after the havoc
wrought by the financial excesses
of the last decade, but the reality is
there is no turning the clock back
on financial liberalisation.

However, received wisdom even
in the West has veered away from
an effusive espousal of financial
openness and capital mobility to a
more nuanced view; one that disti-
nguishes between good and bad fi-
nancial liberalisation. The former
is now seen as beneficial for econo-
mic growth while the latter could
bring more grief than benefits.

The good thing about this new in-
sight is that a great deal of the rece-
nt research now focuses on identi-
fying types of financial integra-
tion; distinguishing between those
that enhance economic growth
and those that are destabilising
and harmful. In contrast, most of
the previous empirical work failed
to pay sufficient attention to the
differential effects of different
types of capital flows.

Needless to say, economists differ
widely in their analysis of the im-
pact of financial liberalisation on
growth. Some point to the dangers
of asset price overshooting as a re-
sult of excessive foreign investor
demand for emerging markets’
stocks, bonds, real estate and other
financial assets. Others argue that
surges in capital inflows raise fin-
ancial and macroeconomic risk as
increased private capital inflows,
especially in the form of debt, lead
to lending boom-and-bust cycles.

Reinhart and Reinhart find a rob-
ust empirical association between
surges in financial capital inflows
and banking crises, while Cowan
and Raddatz find that industries
that are more dependent on exter-
nal finance decline significantly
more during a sudden stop, espe-
cially in less developed countries.

A recent NBER paper adds to this
growing literature by examining
the differential impact of three
broad types of financial capital in-
flows — portfolio debt, portfolio eq-
uity and foreign direct investment
— on the growth of manufacturing
industry in a large sample of coun-
tries: 37 industries in 99 countries
from 1991 to 2007. It uses both cross-
country and within-country data
and evaluates whether and how
each type of financial capital in-
flows affects the development of
industrial sectors that are most in
need of external finance.

Not surprisingly, it finds portfo-
lio inflows — both debt and equity
— have a mixed association with
growth, and tend to be associated
with negative growth effects for
large surges. FDI is the most stable
of the three broad types of private
capital inflows as well as the only
one with a statistically significant-
ly positive correlation with manu-
facturing sector growth. FDI in-
flows exhibit a positive association
with aggregate manufacturing gr-
owth during most of the sample pe-
riod, with the volumes of inflows
into individual countries such that
a significant positive economic im-
pact is observed in all selected

countries both at the aggregate lev-
el and specifically for industries in
need of external financing.

But FDI might not be an unmiti-
gated blessing. In line with exist-
ing empirical literature, the paper
finds a negative association betwe-
en FDI and growth following pro-
longed periods of steady FDI in-
flows into a country. The authors
surmise this may be due to the way
these inflows interact with exter-
nal financing needs of industries.
For instance, ‘green’ FDI (new FDI)
may compete for external financ-
ing with domestic firms and, par-
ticularly in the case of emerging
markets, may crowd incumbent
firms out of local bank lending.

Extending the
analysis over time
to externally fina-
ncially-dependent
industries, the pa-
per finds there are
frequent oscillati-
ons between debt,
equity and direct
investment finan-
cing. This is pos-
sibly because of
herding from one

type of financing to another as
‘bottlenecks’ are repeatedly form-
ed when one source takes too much
precedence over the other.

In sum, the paper concludes unre-
gulated financial flows have a mix-
ed effect on the overall performan-
ce of the real sectors in emerging
markets. In essence, therefore, wh-
ile the merits of openness are un-
disputed, it is for each country to
chart its own course, depending on
its macroeconomic fundamentals
and political economy considera-
tions. The days of rocket scientists
and neat answers are over. Amen!
(Capital Flow Types, External Financ-
ing Needs and Industrial Growth,
June 2011, NBER Working Paper, Josh-
ua Aizenman and Vladyslav Sushko)
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No Broad Brush
for Capital Inflows
Not all capital flows are necessarily beneficial

AMIT KAPOOR

T
he current EU economic crisis has
raised concerns over high sovere-
ign debt and its harmful effect on

economies that has left Greece and Portu-
gal in crises. The theory of debt says that
once external debt becomes very large,
economies are unable to generate pri-
mary balance to repay the debt, causing
currency deflation and adverse shocks.
In light of the global impact of debt, we
try to discern the state of affairs in India.

India has to pay external debt of $305.9
billion that accounts for 17.3% of GDP
and 10.3% of total public debt on India as
of March 31, 2011. The gross public debt
on India is more than 70% of GDP, as per
IMF, in the year ending 2011. The coun-
try’s external debt has grown at the rate
of 12.3% annually during 2006-11 while
the economy has grown at an annual
growth rate of just 7.3%, which is alarm-
ing and will leave future generations un-
der higher debt burden. This month, the
Institute for Competitiveness’ state per-
formance barometer looks at the condi-
tion of debt across the states and assesses
their position in managing their finances
looking through the lens of fiscal deficit,
debt-to-GDP and interest payment share
in revenue receipts of the government.
! Higher fiscal deficit makes debt bubble
larger and compromises with growth: Ut-
tar Pradesh has very high fiscal deficit of
24% of revenues that demands for more
borrowing from the markets, and the
debt burden has reached .̀ 2,34,581 crore
in 2011, as per RBI. The debt on Uttar Pra-
desh alone constitutes 12.9% of the out-
standing liabilities of all state govern-
ments and the debt-to-GDP ratio has
reached 45.8 in 2011. The high debt leaves
the government no option but cutting ex-
penditure, decreasing subsidies and rais-
ing taxes in the economy, which also incr-
eases inflation and slows real growth
rate. These fiscal irregularities are resp-
onsible for slower growth of the state that
is just 5.5% annually in the last five years
against overall India growth rate of 7.3%.

Mizoram and Sikkim have very high
debt-to-GDP ratio of 98.1 and 82.2, respec-
tively, and are on the verge of touching
the level of debt-to-GDP of Ireland (101.6)
and Belgium (103.1) in the EU, which is
not appreciable for financial stability.
The debt-to-GDP ratio of above 60 is con-
sidered dangerous both for developing
and emerging economies. Such a high
debt increases the risk of financial and
economic turmoil and EU has put the
mandatory condition of debt-to-GDP less
than 60 for any nation to become the part

of the European Central Bank and EU.
! Robust GDP growth in states makes
debt sustainable: Orissa experienced tre-
mendous growth rate of nearly 10.02% in
the past five years, enabling the state to
bring the debt-to-GDP ratio from nearly
60% in 2005-06 to its half in 2010 with the
declining rate of above 12% annually
(graph 1). The higher growth rate genera-
tes more economic activity that eventual-
ly increases the revenue receipts of the
government from which it is able to repay
the interest and principal amount of the
debt. Thus, the strategy for states should
be to achieve higher growth rate. 
! Higher interest payment share in reve-
nues of state governments raises fear of fi-

nancial crises: The total outstanding lia-
bilities of West Bengal are nearly .̀ 2 lakh
crorein 2011, as per RBI, for which inter-
est payments accounts for nearly 60% of
government revenues, which means that
after paying interest on debt, West Ben-
gal will face a huge cash crunch. The in-
terest payment share in revenue receipts
of West Bengal has grown by 7.76% annu-
ally while the GDP has grown at the rate
of just 6.02% for 2006-11. Fear of financial
crisis, thus, faces West Bengal (graph 2).

High interest payments make the finan-
cial system unstable, represent poor fina-
ncial health, restrict public expenditure
and investments in economic activities
and puts the state on a slower growth

track. We need more fiscal reforms and
proper credit rating for states to assess
their repaying capacity. The rating sho-
uld consider government debt, fiscal defi-
cit, gross savings, demand, economic
growth of all primary, secondary and ter-
tiary sectors, and previous debt history
to assess the condition and avoid the sit-
uation of excessive debt. 

The states need to follow different strat-
egies to tackle their financial condition
to achieve higher growth and reduce debt
burden. On the basis of debt and growth
to be followed, states can be classified in-
to four categories (see graph) and suggest
economic strategy they need to follow.
(The author is with Institute for Competitiveness)

Escape from Certain Debt
For states, different levels of debt and growth call for different strategies for long-term sustainability

Investment Strategy (High
growth, low-debt states)
Need to invest in developing
more advanced factor
conditions such as human
capital, physical communication
and administrative support to
generate better economic
output and become 
self-sustainable over the
coming years.

Andhra Pradesh (AN), Bihar (BH),
Chhattisgarh (CH), Delhi (DL),
Gujarat (GJ), Haryana (HR),
Jharkhand JH), Kerala (KE), 
Orissa (OR) and Rajasthan (RJ)

Industrial Development Strategy
(Low growth, high-debt states)
Need to bring a revolution in their
development by identifying and
developing the industrial clusters
that have the potential of
generating more economic value
and employment. Investment by
the government has to be more
responsible and effective.  

Himachal Pradesh (HP), Jammu &
Kashmir (JK), Manipur (MN),
Mizoram (MZ), Nagaland (NA),
Punjab (PB), Sikkim (SK), Tamil Nadu
(TN), Tripura (TR), Uttar Pradesh
(UP) and West Bengal (WB)

Infrastructure
Development Strategy
(High growth, 
high-debt states)
Need to develop
advance infrastructure
for industries such as
tourism to increase
revenues that help in
repaying debt as
tourism is the main
driving factor for their
regional economic
growth.

Arunachal Pradesh (AP)
and Uttaranchal (UK)

Restructuring Strategy (Low
growth, low-debt states)
Need to invest and give
more loans to the industrial
sector for their expansion,
which increase the
economic output and help in
lashing the growth. These
states need to restructure
their systems and make
them more effective in
policy implementation. 

Assam (AS), Goa (GO),
Karnataka (KA), Madhya
Pradesh (MP), Maharashtra
(MH) and Meghalaya (ME)

Debt and Growth: The Road Ahead for States
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On May 10, 2010, the UN General Assemb-
ly proclaimed 2011-20 as the Decade of Ac-
tion for Road Safety. The resolution ackn-
owledges nine international regional mi-
nisterial declarations/expert group rec-
ommendations and recognises the Glob-
al Status Report on Road Safety: Time for
Action publication by the WHO. The data
contained in this report is alarming and
calls for urgent remedial measures.

Death and injuries on the road do not,
unfortunately, ignite the shock and reac-
tion that one jet crash causes. They are
treated as lifeless statistics. But the num-
bers are staggering. Over 1.2 million peo-
ple die each year on the world’s roads, and
20-50 million suffer non-fatal injuries.
And over 90% of the world’s fatalities on
the roads occur in low-income and mid-
dle-income countries, which have only
48% of the world’s vehicles. Almost half
of those who die in road traffic crashes
are pedestrians, cyclists or users of mo-

torised two wheelers — collectively
known as vulnerable road users — and
this proportion is higher in poorer econo-
mies of the world. The cost of road traffic
injuries is $518 billion each year.

Indian official statistics lack credibility
as there is no organised method of collec-
tion and reporting of data. The number of
persons killed from road accidents is
1,25,660 for 2009, as per the ministry of
road transport and highways’ report. It is
believed that the yet-to-be-confirmed fig-
ure for 2010 is 1,60,000. This jump may not
be due to actual rise but also may be re-
flecting improved data management. The
WHO report does a statistical correction
to compensate for weak vital registration
systems — completeness less than 85% or
with more than 30% of deaths undefined.
The modelled data avoids definition-re-
lated bias while calculating death rates.
The actual number of deaths reported by
India for 2006 was 1,05,725, but the model-
led number came to 1,96,445 with a range
of 1,55,270 to 2,66,999.

In fact, Delhiites need to worry. Delhi
roads consistently kill more people: 22%
of all deaths reported for 23 large cities
and towns. As per official figures for 2009,
the national capital witnessed 2,325
deaths on the roads, followed by Bengalu-
ru (742), Mumbai (628) and Chennai (618).
Few urban centres have recorded reduc-
tion in accidents and deaths. Nobody oth-
er than the steep inverse relationship of
vehicular speeds to severeness of the in-
jury can claim the credit for this.

Predictions are road injuries will rank
third among the leading causes of global
diseases by 2020. It is time we had enough
bite in the promotion for road safety. The
UN report on Road Traffic Injury Preven-
tion came up with six recommendations.
! To identify a lead government agency
to guide the nation’s road safety effort.
This agency needs to coordinate depart-
ments such as roads, transport, health as
well as committed NGOs and traffic po-
lice. It should rope in celebrities, intelli-
gentsia and political champions.

!Set up an institutional arrangement to
gather, collate and publish credible data
on road traffic injury.
!Prepare a national road safety strategy
and plan of action, and set goal and drive
ambitious goals for lower traffic injuries.
India is among the three from this region
who have not progressed in this regard.
!Allocate financial and human resourc-
es to address the problem. Proactive steps
can attract resources from UN/WHO.
! Implement specific identified actions,
such as helmets for two-wheeler riders,
that can bring down casualties. Forgiv-
ing road designs at black spots and many
such techno-managerial actions and pub-
lic education are vital.
! Support the development of national
capacity and international cooperation.

A safe road traffic system is one that ac-
commodates and compensates for hu-
man vulnerability and fallibility. Road
traffic crashes are predictable and, there-
fore, preventable.
(The author is a transport consultant)

Road Fatalities: 2 Lakh and Counting

DHEERAJ SHARMA

Statements of corporate values and
ethics have been popular for decades.
Organisations also have increasingly
asked employees to sign ethics state-
ments to confirm their agreement
with core values. Recent well-publicis-
ed corporate malfeasance has drawn
attention to whether these tools are ef-
fective or/and are true reflections of
organisation’s principles and values.

Particularly, the last decade has wit-
nessed media frenzy surrounding un-
ethical practices of several compani-
es: Starbucks’ handling of coffee pro-
ducers in Ethiopia, Nike’s handling of
child labour-related issues in its facto-
ries in Asia, Satyam’s multi-billion-
rupee scam and Reliance Communi-
cations’ alleged involvement in 2G
scam have been widely publicised and
criticised. Yet, Starbucks, Nike, Saty-
am and Reliance continue to have hi-
ghly-motivated and committed work-
force, putting a question mark on the
direct linkage between a company’s
ethical values and performance out-
comes of its workforce.

Furthermore, in the last few years,
unscrupulous activities of many or-
ganisations contributed to economic
disaster with employees continuing to
‘go along’ with organisational objec-
tives without blowing any whistle.

A study using employee data from a
multinational corporation finds that
perceptual distortion attributable to
organisational fairness colours em-
ployee perception of the ethical prob-
lems in their firms. In other words, if a
company is procedurally fair to an em-
ployee; ethical problems in the compa-

ny do not impact an employee’s perfor-
mance outcomes. Consistency theori-
es provide the explanation of how em-
ployees may be committed and perfo-
rm well, notwithstanding the incon-
sistency between the company’s ethi-
cal values (CEVs) and their own valu-
es. Thus, having employees with dist-
orted perceptions of organisation’s
activities and ‘going along’ because
they are being treated fairly is a real
possibility because of an individual’s
desire to maintain cognitive consist-
ency. In other words, commitment and
performance of ethical employees
may stay at high levels, notwithstand-
ing corporate ethical transgressions
inconsistent with individual employ-
ee’s ethics. Particularly in the case of
a low CEV firm, nefarious corporate
manipulation of employees’ commit-
ment and performance can be done by
using procedural fairness to conceal
unethical practices. So, organisation-
al fairness may blind those inside the
organisation to ethical lapses and em-
ployees may not be willing to blow
whistles on corporate malfeasance.

The presence of perceptual distor-
tion in an employee means that orga-
nisations need to objectively take
stock of themselves or, potentially,
and even more efficaciously, have ob-

jective outsiders or other parties eval-
uate CEVs for them. Sharma and his
colleagues recommend that managers
periodically conduct a research con-
cerning employees’ perception of the
organisation’s ethical values and its
internal policies. Managerial re-
search findings may reveal the nature
of employees’ selectivity. Corrective

actions such as com-
municating policies
and values to the em-
ployees in case they
were not aware of
such policies, making
such policies availa-
ble to interested em-
ployees, and respon-
ding to the concerns
and questions related
to these policies will
result in reducing the
perceptual distortion.

To illustrate the point, consider em-
ployees promotion and compensation
as two major contributing factors to
the perception of fairness in a majori-
ty of organisations. If there are sub-
stantial changes in the organisation’s
policies with regard to its promotion
and salary, such changes must be com-
municated appropriately to the em-
ployees. Five distinct steps can be

identified in the pursuit of a success-
ful internal communication.

The first step is to identify general
objective of the change in salary and
position, or promotion. In other wor-
ds, salary increments and promotions
need to be objectively explained to the
employees. Arbitrary promotions and
salary increments may be a way to
mask corporate malfeasance. In the
second step, the management may
conduct a survey among employees in
order to determine their receptivity
toward the proposed change. A cost-
and-benefit assessment is the third
step that can be completed to determi-
ne whether the advantage from mark-
eting a proposed changes in the firm’s
policies affecting a particular groups
of employees is worth the benefit re-
ceived. If a decision is made to market
the proposed change to employees, the
fourth step is the creation of a docu-
ment outlining the promotion and sal-
ary policy of the organisation. The do-
cument needs to be effectively commu-
nicated to employees using a variety of
methods such as group discussions,
persuasive personal contacts, favour-
able publicity and reminder promo-
tion activities. The fifth and final step
is to ascertain whether the marketing
activity attained its objectives.

The organisation is willing to engage
in the aforementioned steps, then, and
only then, will there be an appropriate
understanding of how corporate ethi-
cal practices affect employee perform-
ance outcome. Further, an organisa-
tion will be cognisant of the negative
influence of corporate malfeasance
on employee motivation, when the dis-
torting effect of organisational fair-
ness is parcelled.
Adapted from Dheeraj Sharma, Shaheen
Borna and Jim Stearns (2009), An In-
vestigation of the Effects of Corporate Eth-
ical Values on Employee Commitment and
Performance: Examining the Moderating
Role of Perceived Fairness, Journal of
Business Ethics 89(2): 25-260
(The author is with IIM-Ahmedabad)

Covering Corporate Misconduct
Satisfied staff is less
likely to see an unethical
move by employer in
bad light — and report it

Organisational
fairness may
blind those
inside the
organisation
to ethical
lapses and
employees
may not be
willing to
blow whistles
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New research
distinguishes
between
financial
integrations
that enhance
economic
growth and
those that are
destabilising


