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It has taken off at last. Only with further reform can it spread its wings and soar 
 

WORKERS of India, you have the world's attention. Long neglected in Western 
boardrooms in favour of China, its yet more gigantic neighbour, India now appears 
on every corporate to-do list. Even in the furnace of pre-monsoonal heat, linen-
suited Westerners (and Easterners) are appearing in Mumbai, Bangalore and 
Chennai, anxious not to miss out.  
 
But will India fly? After all, it has been in fashion before, only to disappoint foreign 
and local companies alike. Despite its huge potential market of 1.1 billion people, 
despite its wealth of English-speakers and democratic institutions, despite its 
vaunted 15-year-old reforms, India has been a daunting place to do business, its 
entrepreneurs chained down by the world's most bureaucratic bureaucracy, lousy 
infrastructure and lousier Fabian economic ideas. The recent stockmarket gyrations-
the Bombay index is down 9% in the past month, having tripled in the previous two 
years-hint that Indian business will once more land on the ground with a thump. 
It won't. As our survey this week argues, Indian business has secured a niche in the 
world economy that can only grow in importance. The question is no longer whether 
India can fly, but how high-and whether the success of its business class can be 
spread throughout the country.  
 
Some of the reasons why Indian business is in fashion again are indeed ephemeral: 
a well-orchestrated publicity campaign by India's government and nervousness on 
the part of some foreign companies about their exposure to China. But two things 
are much more permanent. First, India now boasts robust economic growth. Figures 
published this week showed annual GDP growth over the past three years has 
averaged 8.1%. Even the gloomiest pundits believe India's "trend" growth rate is at 
least 6%-the rate it has achieved since 1991, when Manmohan Singh, then finance 
minister and now prime minister, removed some of the most crippling constraints of 
the licence raj. And growth should be faster still if India is able to cash in its 
"demographic dividend". Its young population will add 71m people to its workforce in 
the next five years, or nearly a quarter of the world's extra workers. 



More than just Bangalore 

Second, India is producing far more world-class companies than China. The best 
known are the wizards of software and "business process outsourcing"-Indian firms 
have two-thirds of the global market in offshore IT services and nearly half that in 
BPO. But now they are being joined by manufacturers. Again, unlike China, this 
manufacturing boom cannot be explained by cheap labour, but by the efficient use of 
technology. India's merchandise exports grew by a quarter last year. 
 
Flush with cash and rich stockmarket valuations, Indian firms are now expanding 
abroad, snapping up Belgian gear-box-makers and German generic-drug firms. 
Indeed, parts of Europe are in a funk about an "Indian invasion". France's Arcelor, 
the world's second-biggest steelmaker, would rather jump into a hasty marriage with 
Severstal, a Russian producer, than submit to the harsh rigours of a union with the 
world's biggest steel firm, Mittal Steel (see article). Lakshmi Mittal, that firm's boss, 
is an Indian entrepreneur so global his firm makes no steel at all in his homeland. A 
bid for Taittinger, a posh champagne brand, by United Breweries, a Bangalore-based 
booze giant, has also caused outrage (see article). 
 
So expect to see a lot more of Indian business. But can its success make India as a 
whole richer? In economic terms, India is still poor and small. It holds a sixth of the 
world's population but accounts for just 1.3% of world exports of goods and services, 
and 0.8% of foreign direct investment flows (compared with 6.6% and 8.2% 
respectively for China). At $728, its GDP-per-head is less than half China's. Put as 
starkly as possible, Indian business will make a packet if the economy grows at 6% a 
year; but if the country is to catch up with China in the lifetimes of its young 
population (and provide them with jobs), India needs to grow much faster. 
Otherwise, poverty will persist for decades and social tensions will mount. 
 
Sadly, political India suffers from complacency-a belief that, desirable though further 
economic reform may be, faster growth will happen anyway. Demography, it is 
argued, will help raise the level of private savings from about 29% of GDP now to 
34% over the next five to seven years. Investment will follow, so GDP will continue 
to grow at 8%, even if reforms stall. Nothing can sap the momentum unleashed 15 
years ago. 

The 32-hour factor 

In fact, government action is desperately needed to unplug bottlenecks that will 
tighten as the economy grows (it takes eight days, including 32 hours waiting at 
checkpoints and toll booths, for a lorry to crawl from Kolkata to Mumbai). Nor is it 
just a question of roads, airports and electricity. Most village children lack the basic 
literacy needed to find work off the land. India's admired technical institutes will 
soon be unable to keep pace with the demand for well-qualified English-speaking 
engineers, chemists and so on.  
 
Education has actually been the subject of fierce political debate recently. The issue, 
however, has not been raising standards, but wrangling about quotas that would give 
nearly half the places in India's colleges to members of backward castes. Caste-
based inequality is an evil that should be uprooted, but this is a cynical piece of vote-
grabbing: the latest twist involves promising that all eligible upper-caste candidates 
will get places too. Meanwhile, other reforms go undebated.  



Trade liberalisation is halting and partial; the banking system allocates credit to the 
wrong places (see article); labour laws deter employment; privatisation is stuck; a 
fiscal deficit, bloated by ill-directed price subsidies, still sucks resources from 
productive investment in infrastructure, education and health; and foreign 
investment in many industries is hampered. Mr Singh has impeccable reformist 
credentials, but his government, which relies on the votes of Communist parties, has 
been timid in pursuing reform, and prone to populism. 
 
India has taken off. Just think how high its people could fly without all those chains.
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Indian business has much to celebrate. But, says Simon Long, it still faces 
huge obstacles if it is to lift India out of poverty  

“NOT once in a decade. Not once in a millennium,” says Manish Sabharwal, boss of 
TeamLease, India's biggest temporary-employment agency, of the opportunity India 
enjoys in 2006. “It's once in the lifetime of a country.” The euphoria is widely 
shared. Nearly six decades after independence, India at last seems ready to take the 
place in the world that its huge population should command. 

For years it languished under a mixed economy that seemed to blend the worst of 
socialist planning with the least productive forms of private-sector competition. In 
1991, faced with an external-payments crisis, Manmohan Singh, then the finance 
minister, now the prime minister, began to open up the economy. But even in the 



intervening years India's economic growth, averaging about 6% a year, has paled 
beside its neighbour China's. India, says Nandan Nilekani, boss of Infosys, one of 
India's IT powerhouses, “has always been seen as a country of promise and potential, 
but it has not delivered”. Now, he adds, even long-term sceptics are being 
converted: “The worm has turned.”

For business, India is seen as the next big thing: China 15 years ago, as the saying 
goes. No big international company can do without an India strategy. Some 
multinationals eye the country and see a vast domestic market about to take off. But 
even those who doubt that are impressed by its wealth of highly skilled, low-cost 
professionals. Some Indian firms, meanwhile, have become world-beaters—not just 
the well-known stars in its IT and other service industries, but manufacturers too, of 
products ranging from motorcycles to footballs, from medicines to steel. 

These heady times were reflected in the stockmarket (see chart 1)—until it crashed 
with a thud in May. In the three years up to April, it had outperformed the overall 
emerging-market index by 45%. The successes of Indian companies helped, but the 
main reason was investors' readiness to pay more for their shares relative to their 
profits. The spectacular rise had left the market vulnerable to a mood change in 
global markets.

All the same, signs of a boom are everywhere. Some 5m new mobile-phone 
connections are added each month. To meet the soaring demand, Nokia, the Finnish 
handset giant, last year built a huge factory near Chennai in just five months. Almost 
every city is seeing frenetic construction. Some 450 shopping malls are being built. 
In Hyderabad, a gleaming new convention centre shot up in 15 months. According to 
Siddharth Yog, of Xander Real Estate Partners, a private-equity investor, perhaps 
one-third of India's 60m-80m square feet 
(5.6m-7.4m sq m) of “grade A” office space 
has gone up in the past 18 months alone.

Flights are full, and prices of hotel rooms  
ruinous. Judging by the lodging allowances 
set by America's State Department, a room 
in India's information-technology capital 
Bangalore now costs $299 a night, as much 
as anywhere in the world. Industry's costs, 
too, are soaring: Lakshmi Narayanan, boss 
of Cognizant, an IT-services firm, says the 
price of land next to one of his facilities in 
Chennai, needed for expansion, has risen 
by 180% in 12 months.

Internationally, India is on a high. President George Bush has made improving 
relations with India one of America's central foreign-policy objectives. To that end, 
he agreed in March to a highly controversial deal permitting American assistance to 
India's nuclear programme, even though that country has never signed the Nuclear 
Non-Proliferation Treaty and has exploded the bomb. At the World Economic Forum 
in Davos, Switzerland, in January, the Confederation of Indian Industry, a private-



sector lobby group, led a highly successful national branding campaign. Its slogan 
told no more than the truth: “India everywhere”. 

Struggling for air in so much froth, sober analysts will instinctively reach for a pin. 
Certainly, some of the present exuberance is irrational, and some Indian markets—
property as well as shares—may pop. And yet the 
business optimism is largely justified: over the 
next decade, both India's domestic market and its 
firms' weight in the world economy will grow 
rapidly. 

But how rapidly? Is India now on a path where 
economic growth of 8% a year—seen for the past 
two years—is sustainable, or even, as many would 
argue, easily surpassed, with 10% within reach? Or 
is the present boom simply a cyclical upturn 
around a trend that remains at about 6% a year? 
Either way, business is bound to flourish.

The higher rates of growth are essential, however, 
if India is to find jobs for the 70m or so young 
people who will join the labour force in the next five years; if the 260m who live on 
less than $1 a day are to be lifted out of poverty; if the benefits of India's business 
success are to be shared by the 70% who live in the countryside; and if India, in 15 
years' time, is to become something like China today, in its living standards if not in 
its authoritarianism. 

Opening the cage 

This survey will argue that Indian business can play a big part in delivering faster 
growth, but only if the government helps. The successes of the past 15 years have 
been, in a sense, the easy part. Many of the bars that caged the Indian tiger have 
been removed, leaving the beast free to roam and roar. In particular, India has been 
able to exploit its great comparative advantage in an era of broadband 
communications and globalisation: its wealth of technically adept, English-speaking 
talent. Now, however, further reforms are needed. 

First is more liberalisation, continuing the good work of the past 15 years, opening 
India's markets even wider to competition and reducing the role of the state in the 
economy. Second is the improvement of India's woeful infrastructure, the biggest 
bottleneck in the race for growth. Third is a change in India's labour laws, which act 
as a serious obstacle to labour-intensive manufacturing. Fourth is education, which is 
not only failing to prepare the rural poor for work off the land, but is also no longer 
equipping enough talented young graduates with the skills that have fuelled the 
services boom. Across industry, the same lament is heard: it is hard to find qualified 
people, and hard to retain them.

Unlike in 1991, there is no crisis to help enforce change. That, in a way, may make it 
more difficult to introduce, because vested conservative interests will be tougher to 
override. But without it, there will be no burgeoning of the job-creating factories that 
India needs, making clothes, handicrafts, shoes, processed food and so on. To 



provide work for those leaving the farm, India needs to replicate in basic industry 
what it has achieved in software.  
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India's IT stars are still rising fast 

THREE of India's six biggest companies, by stockmarket valuation at the end of 
March, were in an industry that scarcely existed in the country in 1991: information 
technology. Youth helps explain their astonishing success. They never benefited or 
suffered from the protections and distorted incentives of the “licence raj”. They have 
always competed in a global market, thriving not thanks to any favours from the 
government but under its benign neglect. 

Last year, the industry, (including other remote services, known as “business 
process outsourcing”, or BPO) was estimated to have generated revenues of $36 
billion, nearly 5% of GDP. A study by NASSCOM, the industry's lobby, and McKinsey, a 
consultancy, last December forecast that by 2010 it would contribute 7% of GDP and 
17% of the growth between 2004 and 2010, when its exports would be worth $60 
billion a year. And there is a lot more to come: the study reckoned that only one-
ninth of the potential for IT outsourcing, and one-twelfth of that for BPO, has so far 
been tapped (see chart 3). 

“This industry”, says McKinsey's Noshir Kaka, “can do for India what automotives did 
for Japan and oil for Saudi Arabia.” In April, as the big Indian software companies 
announced their results for the financial year just ended, this vision seemed almost 
plausible. The biggest, Tata Consultancy Services (TCS), trumpeted a 36% increase in 
revenues, to a shade under $3 billion. Wipro's had grown by 30% to $2.4 billion. 



Infosys was up by 35%, at $2.2 billion. Mr Nilekani noted that it had taken his firm 
23 years to become a $1 billion company, and 23 months to double that. 

Wipro and Infosys each employ more than 50,000 people, and this year are planning 
to recruit, respectively, 15,000 and 25,000 more. TCS has 63,000 and plans to hire 
30,500 more. Similar rates of growth are being recorded in the next tier of Indian IT 
firms with revenues around the $1 billion mark—Satyam, HCL Technologies and 
Cognizant (an American firm, but with 21,000 of its 27,000 staff in India). 

Indian IT grew fat on the relatively humdrum software work needed to fix the “Y2K”
millennium bug at the end of the 20th century. It then received a boost from the 
dotcom bust, which in many firms in America (two-thirds of India's market) and 
elsewhere caused information-technology budgets to be slashed, prompting more 
outsourcing to India. Now, Indian firms can 
match virtually every service offered by the 
global giants of IT outsourcing, such as IBM,
EDS and Accenture. India's core business 
remains “ADM”—the application, development 
and maintenance of software—which accounts 
for about 55% of exports of IT services. But 
the firms also offer “traditional” IT 
outsourcing, such as the remote management 
of whole systems, consultancy and research 
and development (R&D).

Satyam's boss, B. Ramalinga Raju, who this 
year holds the rotating chairmanship of 
NASSCOM, describes his company's growth as 
taking place in six “orbits”. First came the 
simple “body-shopping” of the early 1990s, 
when Indian engineers were hired out to help 
develop software. Next, thanks to huge improvements in telecommunications, much 
of this work started to be carried out remotely, on “campuses” in India. Third was a 
“technical transformation”, as firms shunned simple labour arbitrage in a drive for 
quality. Mr Raju compares the Indian industry with immigrant groups that feel 
compelled to outshine the indigenous population. Next came a global expansion as 
firms started building “development centres” in third-world countries, and creating a 
“global delivery” model. By the fifth orbit, the big Indian firms were dealing with 
complex integrated projects. Now, for its sixth orbit, says Mr Raju, the industry 
needs to demonstrate “a leadership mindset” and the ability to innovate. 

Indian firms, in other words, want to take on the big boys. That may seem 
presumptuous. IBM Global Services employs 190,000 people and has more clients 
than any competitor. Its annual revenues from “global services” are $47 billion; EDS's 
are $20 billion. But India has already transformed IBM and other global companies. 
IBM is expanding fast there, having acquired Daksh, a BPO firm, in 2004. Its business 
in India grew by 55% last year and its staff there by 15,500, bringing the total to 
38,500. EDS, meanwhile, is trying to buy control of MphasiS, an Indian BPO and 
software firm.

Mr Nilekani says that because the Indian firms' bigger rivals have “huge legacy sunk 
costs in the West”, they are under considerable pressure to justify their prices, and 



hence to send more work to India. The gung-ho Indian business press has noted that 
the stockmarket valuations of the Indian firms are so high that they could buy 
American outfits with much larger revenues. Mr Nilekani is cautious: “We have to be 
very wary of contaminating our business model.” Wipro's founder, Azim Premji, is 
blunter: “Why buy yesterday?”

The Indian firms' fat margins have so far seemed remarkably resilient, but wage 
costs are mounting. Indian software engineers are also in demand by the many 
smaller fast-growing Indian companies. Big international software and technology 
firms such as Microsoft, Intel and Cisco have announced huge investments in 
expanding their R&D work. Then there are the “captive” IT operations of other big 
multinationals, chiefly banks. A newly minted software engineer graduating from the 
elite Indian Institutes of Technology (IITs) is a highly coveted individual.

The industry's fast growth is only partly due to substituting highly paid jobs in the 
West with much cheaper ones in India. As important is “speed to market”: the 
availability of qualified and affordable staff in India enables firms to throw more 
people at a project. “Nobody ever has enough engineers to respond to client 
requirements,” says Mack Gill of SunGard, an American financial-software developer. 
SunGard now employs more than 600 people in Bangalore and Pune, where, among 
other tasks, they maintain BRASS, the trading and order-management system used on 
New York's NASDAQ stock exchange.

It would be surprising if the demand for Indian talent were not creating some 
scarcity: no educational system could respond instantly to such a rapid growth in 
demand. In IT, at least, this scarcity seems manageable for the time being, though 
there is a shortage of experienced project managers. TCS, in releasing its annual 
results, pointed out that 51% of its staff had more than three years' experience, and 
that “attrition”—the proportion of employees leaving each year—was below 10%. 
Shiv Nadar, chairman of HCL Technologies, says there is no staffing problem at the 
entry level, but a short-term difficulty at the mid-level. Infosys's director for human 
resources, Mohandas Pai, estimates that only 100,000 people in the industry have 
five or more years' experience.

In response, the IT firms are inevitably paying their workers more. According to Mr 
Raju, Satyam expects to raise wages by 18-19% this year. It is also investing 
heavily in training: a new Cognizant campus in Chennai will include an “academy” 
capable of holding classes for 2,000 people simultaneously. And it is recruiting more 
aggressively (or, rather, defensively) to ensure it has enough staff to deploy on big 
new projects. Infosys, says Mr Nilekani, has a “utilisation rate” of its workers (when 
they are actually working, as opposed to being on the payroll) of 78-80%. 
Cognizant's Mr Narayanan says that he used to maintain a rate of 65-75%, but has 
now cut it to 60-70%. The spare workers are sent for training or on holiday, or 
added as unbilled extras to project teams. This looks like a huge expense. But as Mr 
Nilekani points out, paying an idle worker in India costs far less than in the West. 



Indian IT is also spreading out geographically, especially to places with engineering 
colleges. To the original IT hubs—Bangalore, of course, but also Gurgaon and Noida 
near Delhi, and Mumbai—a second tier of Hyderabad, Chennai and Pune has been 
added, with Kolkata trying to join them. And there is more to come. TCS, for 
example, plans to expand in places as diverse as Kochi in Kerala in the south, 
Bhubaneswar in Orissa in the east and Ahmedabad in Gujarat in the west.

Staff shortages are not the only cloud on Indian IT's horizon. HCL's Mr Nadar, for 
example, worries about the rupee strengthening against the dollar. And Mr 
Narayanan fears that the government's neglect might begin to prove less benign: 
that the IT industry might lose as the government promotes manufacturing and 
agriculture. One example are changes in India's tax rules. From 2009, the industry 
will lose the exemptions from income tax and customs and excise duties enjoyed by 
IT firms in software technology parks. The change would raise Cognizant's average 
tax rate from 17% to 30%. Software firms will be able to claim some tax breaks by 
setting up new “special economic zones”, but these will be for new investments and 
will not help their existing facilities.

India's software industry can absorb a tax rise: it is not short of profits to invest. Its 
more serious worries are threefold, according to Kiran Karnik, president of NASSCOM: a
resurgence of the sort of protectionist rhetoric about outsourcing that coloured the 
2004 presidential election in America; infrastructure that, in cities such as Mumbai 
and Bangalore, seems certain to get worse before it gets better; and, above all, 
“human resources”. If this last concern is causing some nail-biting in software firms, 
it is already a gnawing preoccupation in the broader BPO industry.  
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But outsourcing firms are having increasing trouble finding suitable workers  

IN A survey of India two years ago, this newspaper wrote about OfficeTiger, an 
outsourcing firm with most of its operations in Chennai. At the time it had a staff of about 
1,500. What has happened to the company since then is also the story of the successful 
parts of India's BPO industry. OfficeTiger has expanded hugely, to about 6,000 staff now, 
and broadened the range of services it offers clients. It has attracted investment from 
private-equity firms, made acquisitions and expanded internationally, with operations in 
Sri Lanka and the Philippines as well as Britain and America. Most recently it has itself 
been bought, by RR Donnelley, an American printing giant, and is in the process of 
absorbing the outsourcing business of another Donnelley subsidiary, Astron. 
 

In its newly built office block in Chennai, staff are squeezed into every available 
corner and computer terminals are used for an average of 2.2 shifts a day. In one 
room, software is being used to change the colours of the clothes worn by models in 
the glossy catalogues of American retailers—much cheaper than paying the model to 
change while the photographer kicks his heels. Elsewhere in the building, display 
advertisements are being designed for shops and pizzerias to put in their local 
American yellow pages. On another floor, a proof-reader, formerly with a big London 
law firm, is training staff to read legal jargon “for sense”. 

There is a big business in “litigation support” for American multinationals such as 
DuPont. This might involve, for example, scrutinising thousands of documents and e-
mails for relevance to a particular case. A “research and analysis” division acts as the 
back office for, among others, MortgageRamp, an American financial-outsourcing 
firm catering to the commercial-property market which OfficeTiger acquired last 
year. The analytical work performed in Chennai includes massively complicated 
cashflow projections to support the securitisation of a mortgage.

For many people in America and Britain, outsourcing to India is synonymous with 
telemarketing and call-centres that try their patience. Sujay Chohan, in Mumbai, 
formerly with Gartner, a consultancy, describes overhearing an exasperated Texan in 



cowboy boots at an American airport trying to book theatre tickets on his mobile 
phone, through a call-centre in India that thought he wanted a hotel room. “Voice-
based” services remain an important part of the Indian BPO industry, but the 
processes being outsourced are becoming ever more sophisticated, and include what 
some have taken to describing as “knowledge process outsourcing” (KPO). 

Some analysts argue that this is qualitatively different from BPO, involving real 
judgment and analysis from the Indian workers, rather than the mechanical 
application of preset processes. But Joe Sigelman, one of OfficeTiger's founders and 
chief executives, whose firm also specialises in such “judgment-based” outsourcing, 
recoils at both sets of initials, preferring “professional services”. “If we want to sound 
sophisticated, why don't we say it in French?” he asks.

Ananda Mukerji, who heads ICICI OneSource, one of the bigger BPO firms with some 
7,500 staff, also sees a continuum between lower- and higher-end processes. In all 
of them, says Sanjeev Sinha, a “business transformation officer” at the firm, 
customers have come to take cost-savings for granted. So BPO firms are wowing 
them by improving the processes outsourced to them. Mr Sinha says that ICICI 
OneSource proposed a change in dealing with a store-based credit card that saved a 
British retailer £1.5m ($2.7m) in a year. For another customer, a British mobile-
phone service, the firm found out why many low-billing customers were switching to 
another provider. They wanted a payment plan that was self-limiting, so that it did 
not allow them to spend more than a given amount a month. The customer changed 
its charging structure and saw its churn rate fall by 30% in the first month.

Mr Chohan identifies this as one of the issues the industry is only beginning to 
tackle: as it matures, the Indian firms may develop a better understanding of the 
outsourced processes than their clients have. The firms may do more than they are 
being paid for, even creating intellectual property. For now, they are using such 
innovations to preserve margins and win further business from satisfied clients. In 
future, they may have to find a way of charging for them. Pramod Bhasin, boss of 
the biggest BPO firm, Genpact, agrees there is a “tremendous amount of innovation”, 
but argues that, with margins of 25-30%, his firm is not undercharging.

Demand-led 

For the time being, however, this seems a side issue. The bigger question is how the 
industry can cope with expected demand. The NASSCOM-McKinsey study forecasts that 
Indian BPO export revenues will grow from $5.2 billion in 2005 to about $25 billion in 
2010, a compound annual growth rate of 37%. There are two big trends. The first is 
demographic: despite the fears about “exporting jobs”, labour shortages in white-
collar jobs are emerging in America and other rich countries. Second, the idea of the 
sort of work susceptible to outsourcing seems to expand every month. Genpact, for 
example, in March announced a joint venture with NDTV, a television channel, to offer 
services such as digitisation, video-editing and captioning. The biggest opportunities, 
however, are still in the banking and insurance industries, already the industry's 
largest clients. There is also great potential in the finance and personnel divisions of 
other big companies, and in law and pharmaceuticals, where India has particular 
strengths.

The law illustrates just how much more work might come India's way. Worldwide 
spending on legal services amounts to about $250 billion a year, some two-thirds of 



it in America. As yet, only a tiny proportion goes offshore. Mr Sigelman says that the 
remorseless rise in law-firms' fees is now under scrutiny from his company's clients. 
India, with its English-language skills and common-law tradition, is well placed to 
secure a big share of the outsourced market in, for example, drafting patent filings 
and contract and loan documentation. Forrester, a research firm, forecasts this will 
involve 35,000 jobs by 2010.

In pharmaceuticals, the market in outsourced clinical trials, for example, is expected 
to reach $1 billion annually by 2010. Vasudeo Ginde, of iGATE Clinical Research, one 
of several dozen firms competing for a share of this cake, says that India has always 
had three essentials: doctors versed in Western ways, good (in places) hospital 
facilities, and huge numbers of patients. In addition, since the beginning of last year 
there has also been stronger patent protection for foreign medicines, so foreign firms 
are less nervous that conducting research in India will jeopardise their intellectual 
property. As in other outsourced businesses, speed is as important as cost: if 500 
diabetics are needed, they can be found much more quickly in India. And there are 
more inoperable cancers, because fewer are detected at earlier stages.

The expected growth in BPO of all sorts is spurring consolidation. Evalueserve, a KPO 
and consultancy, reckons that of the 400 or so Indian firms, the top 15 already 
account for 60-70% of total business. As the size and complexity of outsourced 
processes grows, larger firms with a presence in several countries have an 
advantage. As Genpact's Mr Bhasin puts it, clients like to know they can sue. Yet the 
independent “third-party” BPO firms are still, by global standards, small companies. 
Genpact, a subsidiary of General Electric (GE) until 60% of it was sold to two private-
equity firms in 2004, generated only $490m in revenue last year (though it hopes to 
pass $1 billion in 2008); but even that modest amount was more than double the 
revenue of any other third-party BPO in India.

A big chunk of the BPO business, especially in financial services, remains with 
“captive” offshore operations. GE's divestment of Genpact was partly aimed at 
allowing the firm to develop non-GE business. Mr Bhasin says it has already acquired 
ten to 12 “strategic” customers who, he hopes, will contribute some 25% of 
revenues this year. Genpact is offering clients such as Wachovia, a big American 
bank, what it calls a “virtual captive”—a unit in India that will “look and feel like 
Wachovia” and where it will have a greater say over things like hiring and firing than 
in the usual outsourcing arrangement. Genpact is trying to offer the best of both 
worlds—the control offered by a captive operation and the cost savings third-party 
outsourcing is believed to offer.

Captives, argues Wachovia's Sanjay Gupta, face a particular difficulty in retaining 
and motivating staff without losing cost competitiveness. This is the biggest 
headache of all for the Indian industry as a whole: debilitating rates of attrition and 
difficulty with finding qualified staff. At the top end, Pipal Research, a KPO subsidiary 
of ICICI OneSource that provides research and analytic work for financial-services and 
health-care firms, says it can expand its business only as fast as it can hire. At the 
bottom end, life is even tougher. Mr Nilekani of Infosys tells of the boss of an ice-
cream parlour desperate for English-speaking staff to man his counter in Bangalore, 
so he sent his backroom workers on English courses. No sooner had they learned 
enough to sell ice creams than they found jobs in call-centres.



The biggest reason for India's success in the IT and BPO markets is its wealth of 
suitably qualified people. According to the NASSCOM-McKinsey study, it has 28% of the 
available supply in low-cost countries—and they are still remarkably cheap. 
According to Boston Consulting Group, a typical annual salary for an Indian IT 
engineer is $5,000 and for a graduate with a masters degree in business $7,500—
about one-tenth of their American equivalents. 

The missing half-million 

NASSCOM-McKinsey, however, also forecasts a shortfall, on current trends, of nearly 
500,000 capable graduates by 2010, with BPO much worse affected than IT. Already 
managers complain about the quality of education of many “freshers”. The problem 
is masked by the industry's rapid expansion. At present, many BPO firms face staff-
attrition rates of 50% or more. According to Evalueserve, the churn rate for the 
industry as a whole is 30%—ie, every year one in three BPO workers embarks on a 
new career altogether.

Mr Bhasin says that the investment firms have to make in remedial training, and the 
higher wages they have to pay to retain staff, are currently offset by lower 
communications and other infrastructure costs, but will make themselves felt in two 
or three years' time. Genpact is training 6,000 to 8,000 people a year. BPO's staffing 
problems are more acute than IT's because the “business is real-time. It touches 
clients every day. So any slippage in quality shows up immediately.”

India produces 441,000 technical graduates, nearly 2.3m other graduates and more 
than 300,000 postgraduates every year. So why the shortfall? NASSCOM's Mr Karnik 
blames the varying standards of tertiary education concealed by these figures: one-
fifth world-class, one-fifth passable and three-fifths lamentable. Also, he thinks that 
Indian education is bad at teaching two skills of particular importance for both IT and 
BPO: teamwork, which in colleges tends to be seen as cheating, and communication. 
He jokes that oral skills are only really needed on entering education (kindergartens 
interview three-year-olds) and on leaving it (a doctorate might require a viva).

Mr Bhasin says the college curriculum bears no relation to real work, and new 
graduates lack even the discipline to turn up at work on time. He wants the 
government to give colleges much greater freedom to adapt their courses. NASSCOM 
has done its bit by introducing a national test—an “assessment of competence” for 
BPO workers. This may also reduce the risk of crooks entering the profession. One 
danger for India is that a security scandal could stoke protectionist fires. 

The NASSCOM test is also a market opportunity for private training institutes, of the 
sort that have already sprung up to teach IT skills, so it fits in with the industry's past 
independence of government policy. It is not just IT and BPO firms, however, that 
grumble about the public education system. The shortage of suitable people worries 
manufacturers, too.  
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Indian manufacturing is booming, but it won't create huge numbers of jobs 

“WHETHER India will be a leading player in the coming century will depend to a large 
extent on how fast we increase the scope of our industrial activities and sell quality 
goods abroad,” wrote the late S.L. Kirloskar, a leading industrialist. “Charity never 
gave anyone self-respect. Jobs do. And industry alone can create them on a mass 
scale.” 

Even many of those full of admiration for India's modern services industries would 
concur. The entire IT/BPO industry in India employs only about 1.3m people, out of a 
workforce of more than 400m. On the NASSCOM-McKinsey projections, this will 
increase to 2.3m working on exports alone by 2010. But even allowing for the 
number of “indirect” jobs each directly employed person creates (in shops, transport, 
household services and so on), this is still a drop in the ocean. 

No other country in Asia, not even high-flying service hubs such as Hong Kong and 
Singapore, has climbed out of poverty or lower-middle-income status without a 
manufacturing boom. Boston Consulting Group has pointed out that, despite 
manufacturing's low profile in India, it contributes a much higher share of GDP (16%) 
than IT does; it is the source of 53% of exports (compared with 27% from services); 
and it is the destination for four-fifths of foreign investment.

Mr Kirloskar would be justifiably proud of the firm now run by his grandson Atul, with 
its headquarters in Pune, a centre of Indian manufacturing. Kirloskar Oil Engines 
Limited (KOEL) is a maker of mechanical equipment such as diesel engines, especially 
those used in water pumps for agriculture. In the past financial year its profits 
increased by 46%. Its engine sales topped 10 billion rupees for the first time, and its 
total exports 1 billion rupees. 



One would have thought, therefore, that it was generating large numbers of jobs. 
But as Atul Kirloskar tells it, apart from a hiring splurge in 1994-95, when it added 
about 100 people, it has not taken on workers since 1982. The average age of its 
2,000-strong workforce is now 47. Its success is not a result of the deployment of 
large numbers of low-wage Indian workers. It comes from continuous automation 
and improvements in productivity. In the most extreme example, one worker is 
responsible for 27 machines.

KOEL's strategy is not unusual; indeed, it is the norm for successful Indian 
manufacturing as a whole. With liberalisation in the early 1990s came new 
competitive pressures. A spate of overinvestment left some manufacturers struggling 
with too much capacity. But that has now worked its way through the system, and 
the survivors have emerged leaner and fitter. Manufacturing has enjoyed healthy 
growth of over 9% a year in the past two years, with exports last year growing by a 
quarter. Some sectors, such as carmaking, are growing at an annual rate of over 
15%.  

World class 

In industry as in services, India has produced world-beaters: in pharmaceuticals, 
steel (where Tata Steel is the world's lowest-cost producer), in cement and in 
automotive parts. Huge foreign investments are planned—in a massive steel plant in 
Orissa and in a $3 billion semiconductor “fab” in Hyderabad. But, by and large, the 
successes capitalise on India's strengths as a high-value rather than a low-cost 
producer. The distinction is one made by Baba Kalyani, who runs another highly 
successful Pune-based manufacturer, Bharat Forge. This is now the world's second-
biggest maker of forgings for car-engine and chassis components, behind 
ThyssenKrupp of Germany. 

Like the IT firms, Mr Kalyani competes in the global marketplace. Two-thirds of his 
sales are overseas. In the past two years, he has bought six companies in four 
countries—Britain, Germany, Sweden and, most recently China, where Bharat Forge 
late last year acquired control of the forgings division of First Automobile Works, the 
country's largest carmaker.

Mr Kalyani says he was early to realise that India could not be a success relying on 
cheap labour to produce cheap goods. Prices were uncompetitive and quality low. In 
1989, he changed Bharat Forge's business model, investing in brand-new facilities 
and new technology, some of it developed in-house. Then he “realigned” his 
workforce into a white-collar, technically adept team. The company soon gained 
sales in India and outgrew the market, so it had to become a global business.

Bajaj Auto, a maker of scooters, motorcycles and three-wheelers, has had a similar 
experience with liberalisation. “If you can sell here,” says its chairman, Rahul Bajaj, 
“you can sell abroad.” Last year the firm produced 2.4m vehicles with 10,500 
workers. In the early 1990s it was making 1m vehicles with 24,000 workers. Mr 
Bajaj draws a comparison between the company's policy now and before 1991. Then, 
he would never change its models: what was the point, when the firm had a ten-year 
waiting list? Now, so hot is the market that “my sons bring out new models every 
four months or so.”



Despite manufacturing's remarkable success, the number of jobs in its “organised 
sector”, ie, firms employing more than ten people, has hardly changed since 1991, at 
just above 6m, out of a total of about 48m in manufacturing as a whole (compared 
with more than three times that number in China). Astute Indian industrialists such 
as Mr Kalyani have moved into capital-intensive production. Yet capital in India has 
tended to be in short supply and expensive, whereas labour has remained plentiful 
and cheap because so many people need work to escape from rural redundancy. 
There are many reasons for this paradox, including regulatory problems and India's 
woeful infrastructure. But in this area, too, staff, or the shortage of the right sort of 
it, is one of the biggest constraints.

At the high end—Mr Kalyani's “white-collar” shop floor, say—manufacturers are 
competing for the same talented youngsters who might seek a career with one of the 
big IT firms. At LG, a Korean maker of domestic appliances with two factories in India, 
bosses say that salaries for its “executive cadre” are going through the roof. In Pune, 
says Mr Kalyani, more than twice as many engineers were hired last year than 
graduated from the many colleges—and attrition among employees in their first two 
or three years, at 25-30%, is as high as in the service industries. Others say that 
manufacturing, despite its recent surge in popularity, still has a less glamorous 
image than IT, which makes it harder to attract talent. Employers in the retail and 
hospitality industries struggle even more. 

Bangalore bug 

A working paper produced by the IMF in January suggested that the “very fact of skill-
based development in fast-growing states may impede labour-intensive development 
because of the rise in price of skilled labour.” It called this an “Indian variant of 
Dutch disease (Bangalore bug, so to speak)”, reducing the profitability of labour-
intensive manufacturing in an era of global supply chains with wafer-thin profit 
margins.

India's leading universities, which are already having trouble meeting the demands 
employers are making of them, now face a new danger. The government is 
threatening to introduce even larger-scale positive discrimination in admissions 
policies than is already provided under the constitution. It has proposed “reserving” 
about one-half of all the places in centrally financed educational institutions, which 
include the world famous IITs, for members of disadvantaged castes. 

Yet, for all its limitations, India's tertiary education is a relative success. A bigger 
difficulty is delivering basic education to the villages, to equip potential workers with 
the elementary literacy and other skills needed to leave the land. Even in the well-
educated southern state of Tamil Nadu, Nokia, which seeks people with at least 12 
years of schooling, has to bring in some of its workers 100km (about 60 miles) by 
bus.

Some analysts predict that India is about to see a boom in labour-intensive 
manufacturing similar to that in the Chinese countryside in the 1980s. In a report 
last October entitled “From White Collar to Blue”, Sanjeev Sanyal of Deutsche Bank 
argued that “India's skills-driven growth trajectory is about to change. The small but 
highly educated middle class is rapidly re-pricing itself...Does this mean that the 
India story is about to end? No. In our view, the country is about to benefit from a 



new dynamic—a primary-education revolution that will soon make available a mass 
of cheap low-skill labour.”

Both halves of this argument are suspect. The “re-pricing” of the urban middle class 
is undeniable, but India's demographic and other advantages are such that this need 
not take a toll on growth for a while yet. Second, the “revolution” in primary 
education is patchy at best. There are still parts of the country where teachers, let 
alone pupils, rarely go to school. A charity working in a part of the southern state of 
Andhra Pradesh where, according to the census, there is 100% literacy, in fact found 
45% illiteracy in the 15-45 age group. The official national literacy rate of 61% 
includes many who are able to write their names but are functionally illiterate. 

A labour-intensive manufacturing boom needs not just the job opportunities but also 
the people equipped to take them, and some industrialists argue that India is simply 
not capable of producing them. Sunil Mittal, boss of Bharti, a mobile-telephony giant 
that is branching into agribusiness, thinks horticulture offers a better chance of 
creating large numbers of jobs, because India has plenty of farmers, and fruit and 
vegetables are far more labour-intensive than rice or wheat. Mr Kalyani thinks jobs 
will be found in construction: one undeniable need in India is for a huge amount of 
building.  
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Red tape continues to make life hard for business 

IN A ranking of 155 countries by ease of doing business in 2006, the World Bank and 
its affiliate, the International Finance Corporation, list India at 116, two places below 
Iraq, 56 below Pakistan and 25 below China. This seems unfair. In part it reflects 
India's diversity, and the huge differences between its individual states and the way 
they are ruled. Some governments, such as those in Tamil Nadu and Andhra 
Pradesh, are praised by many would-be investors as welcoming and even helpful. 
Others are not.  



The latter category includes the most populous state, Uttar Pradesh (UP), whose 
170m-plus people would make it number six in the world if it were a separate 
country and include 8% of the world's poor. In a new study of the state-level 
investment climate, Priya Basu of the World Bank says that the lack of reliable and 
affordable infrastructure, especially electricity, is the single most important 
bottleneck. But she also finds that “while the ‘licence raj' has been substantially 
reduced at the centre, it still survives at the state level, along with a pervasive 
‘inspector raj', imposing heavy costs on firms in UP.”

As China has shown, a degree of competition among different parts of a country can 
be healthy in attracting foreign investment. Mr Bajaj, however, is scathing about the 
distorting effect of some regional incentives available in India. His company, Bajaj 
Auto, has decided, in his words, “to do the wrong thing” for India (but the right thing 
for its shareholders) by building a factory in the northern state of Uttaranchal to take 
advantage of fiscal incentives. 

Mr Bajaj is also critical of the new special economic zones, where exporters will enjoy 
breaks on customs duties and a five-year income-tax holiday, followed by a further 
ten years of concessions. Infosys's Mr Nilekani is another sceptic who believes that 
tax breaks for his industry should go, along with all other exemptions. But having 
shareholders' interests to safeguard, he, like Mr Bajaj, has no option but to follow 
the handout.

What is more worrying in India than such distortions, however, is that some parts of 
the country deter investment because they are so badly governed—and those parts 
are very big. Some 60% of the increase in India's population between now and 
2050—the “demographic dividend” that is raising such big hopes—will come in UP and 
three other northern states with rotten infrastructure, education systems and, 
mostly, governments.

Bad state governments compound another disincentive to investment in 
manufacturing that is partly the central government's fault: the indirect tax system. 
A 2002 study found that India's cascading import duties, excises, sales taxes and 
octroi (a tax on goods in transit) accounted for nearly one-half of a price 
disadvantage of roughly 30% suffered by manufacturers compared with their 
Chinese counterparts. Since then, most states (but not UP) have introduced a value-
added tax at a centrally set rate, and a transition to a national goods-and-services 



tax has been announced. But the lack of a single market in India causes unnecessary 
delays and expense for industry (see article).

The central government itself, despite the prime minister's fame as a reformer, has 
to pursue further liberalisation doggedly and at times by stealth. In every annual 
budget, for example, more industries are taken off a list of those “reserved” for small 
companies, a policy that has prevented many firms from achieving the economies of 
scale they need to compete internationally. 

There are three especially contentious areas of reform where even stealthy 
gradualism is difficult. First is privatisation. The sale of profitable government 
enterprises to strategic investors is not on the cards. Even “disinvestment”—the sale 
of minority stakes in the stockmarket—raises hackles. Second is foreign direct 
investment. Here, the main battlefield at present is retail trade, the most important 
of four industries where all foreign investment is banned. In many other businesses, 
however, including air transport, banking, insurance and telecommunications, there 
are caps on the level of foreign investment that the government will allow.

Perhaps most sensitive of all, however, are labour laws. Manish Sabharwal of 
TeamLease, who campaigns for their reform, feels that, for much of Indian industry, 
“they are a thorn in the flesh, not a dagger in the heart.” The labour laws have 
become an extra cost—for example, in bribes paid to inspectors—but not a huge 
barrier to business.

Yet in most conversations with manufacturers, labour laws still loom large. The most 
notorious is Chapter 5B of the 1947 Industrial Disputes Act, which bars 
establishments with more than 100 workers from laying off employees without the 
permission of the state government. This deters employment. Mr Sabharwal, 
pointing to a firm that bought machines rather than give permanent employment to 
16 tea-boys, says it encourages the substitution of capital for labour.

Labouring the point 

On a bigger scale, Bharat Forge's Mr Kalyani cites the same reasons—“archaic” 
labour laws and the lack of political will to change them—for his “high-value” 
business model. But it is in labour-intensive industries, or rather the relative lack of 
them, that the pernicious effect of the rules is most apparent. Rajendra Hinduja, a 
director of Gokaldas Exports in Bangalore, India's biggest exporter of ready-made 
garments, says labour laws are his “problem number one”. 

His business is seasonal, but he is loth to take on extra staff to meet surges in 
demand because he cannot lay them off in slack periods. Gokaldas employs about 
42,000 workers and is adding about 5,000-6,000 more a year. Were the laws 
changed, it might add an extra 2,000. These are precisely the sorts of jobs that India 
needs in the greatest number: for people who have had no more than a basic 
education and may be only barely literate.

India's textile-and-garment industry as a whole was presented with an historic 
opportunity at the start of 2005 when quotas covering imports into America and 
Europe were lifted under the Agreement on Textiles and Clothing. Optimists hailed 



the dawn of a new era when Indian exports would be free to soar. Pessimists, for 
their part, fretted that even Indian industry's existing market share was in danger of 
being eroded by Chinese competition.

The evidence so far supports the optimists. Last year, Indian exports of garments to 
America rose by 26% and to Europe by about 20%. Globally, says Mr Hinduja, Indian 
garment exports reached about $7.5 billion in the past financial year, out of the 
country's total textile exports of $17 billion. Impressive though that sounds, it is 
sobering to contrast it with China's performance: $107 billion of textiles exports last 
year, including $40 billion of clothing, despite the imposition of “safeguard” quotas 
on some items. India, despite its long tradition of expertise in textiles, its plentiful 
supply of cheap labour and its wealth of both cotton and man-made fibres, is missing 
out here.

For many global retailers, India has become the favoured second-choice textile 
supplier: a useful defence against renewed sanctions imposed on Chinese exports, 
and a sensible diversification of procurement risks. The Confederation of Indian 
Textile Industry (CITI), a lobby group, forecasts that by 2010 the industry can 
generate $40 billion in annual exports and provide 12m additional jobs (on top of 
about 35m now, ie, the vast majority of jobs in “unorganised” manufacturing). 

In January, CITI wrote to India's finance minister, giving warning that this target 
would be in jeopardy if the industry could not hire workers on short-term contracts 
(of five or six months). It pointed to the government's flagship policy—a national 
rural employment guarantee scheme that promises 100 days' work at the minimum 
wage at the state's expense to every household in poor districts. Many textile and 
garment firms, it wrote, would happily give 150 days' employment if they were free 
to let surplus staff go.

It is not just garment factories that face difficulties. Jukka Lehtela, who runs the new 
Nokia factory outside Chennai, would like to be able to scale up and down week by 
week, but the labour laws get in the way. They also, in effect, force the factory to 
work eight-hour shifts, because anything longer attracts compulsory overtime rates. 
Nokia would like to work 12-hour shifts, compensating its staff with more days off. 
That might well appeal to the workers too, because many are commuting long 
distances.

Mr Sabharwal, whose firm is currently providing about 42,000 workers on back-to-
back contracts with employers, and is adding about 3,000 a month, clearly has an 
interest in seeing the laws relaxed. TeamLease is already “dancing at the edge of 
what is allowed”. Yet it pays its workers generously, at an average of three times the 
minimum wage, and half of them move on to permanent jobs.

One provision hampering its growth bars companies from employing contractors on 
“core and perennial” activities: so a manufacturer can hire contract security guards, 
for example, but not shop-floor workers. A factory outside Delhi built by LG, a Korean 
firm, manages to employ 1,000-1,400 casual workers to meet seasonal demand for 
its air-conditioners by deploying them in “subsidiary jobs”, such as packing and 
loading.

Even for non-core workers, however, there are regulatory hurdles. G4S (formerly 
Group 4 Securicor) has been a remarkable success story in India. It now has 92,000 



workers, all of them permanent employees. So it is providing long-term jobs where 
either no such jobs existed before or where they were filled by casual employees 
with no rights. Yet the government now wants the firm to comply to the letter with 
section 12 of the Contract Labour Act of 1970 and obtain a licence for each 
establishment in each location where it provides labour, ie, for every single 
customer.

Labour-law reform, despite its obvious benefits, has always been politically difficult, 
and is an especially big headache for Mr Singh's government. It relies on the 
parliamentary support of Communist parties, which are beholden to the trade unions. 
In effect, this means that the unemployed and even most workers in the 
“unorganised” sector are being held to ransom by the tiny minority—some 30m, or 
about 7%—in “organised” employment. 

Mr Hinduja, of Gokaldas, says his firm is one of dozens building special economic 
zones for themselves and other garment and textile firms. In these zones, state 
governments can exempt firms from the most onerous of the labour laws. Labour is 
a “concurrent” subject under India's constitution, which means that responsibility for 
it is shared by the central and state governments. Mr Sabharwal argues that states 
should be given the freedom to make and enforce their own labour rules. The unions 
fear a “race to the bottom”. But it might be a race to create jobs.

On the take 

As you would expect in a system where so much is at the discretion of government 
officials, corruption is endemic. As Ms Basu notes of UP: “Entrepreneurs have to 
spend significant time in dealing with permits, clearances and inspections, and end 
up paying substantial ‘rents' to the inspectors.” Nor does this apply only to the public 
sector. One foreign manager, monitoring the costs his reputable international 
building contractor was incurring in constructing a new office block, describes his 
horror at some of the prices. He called all the contractor's suppliers and 
subcontractors to his office, along with some independent competitors, and held an 
open auction. That saved him $2m in a single day. Collusion between contractor and 
vendor is so common it is probably not even recognised as corrupt.

This is an aspect of business that nobody likes to talk about, except to say that at 
least things are getting better. That may be true: Mr Yog, for example, of Xander, 
the property fund, thinks that last year's opening of the property market to foreign 
investment has already had a salutary effect. In a business especially prone to “black 
money” (undisclosed cash) transactions, for the purposes of laundering, tax evasion 
and bribery, foreigners help clean things up—or sometimes find themselves unable 
to compete. The new breed of Indian multinationals too, listed on American or 
European stock exchanges, have high ethical standards. But contractors seeking 
their business say that, even in those companies, the kickback culture survives at 
lower levels.  
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Why Indian business moves so slowly 

TO ILLUSTRATE the effect of the shortcomings of both “hard” and “soft” 
infrastructure on Indian business, Vineet Agarwal, of the Transport Corporation of 
India, a freight firm, describes the 2,150km (1,340-mile) journey of a typical cargo 
between two of India's great “metros”, Kolkata and Mumbai.

The lorry is loaded at 2pm in central Kolkata. But it cannot leave until after 10pm, 
because heavy vehicles can use the city streets only at certain times. By then, there 
is a jam and it is 4am before the lorry hits the National Highway 6. It takes a good 
14 hours to travel the 180km to the border of this state, West Bengal, with 
Jharkhand. By then the border is closed for the night. 

At 5am the following morning, the lorry joins the border queue. It takes two hours 
for the documents to be cleared, and the same time again to cross a sliver of 
Jharkhand. After another two-hour queue, it enters Orissa and enjoys a relatively 
uneventful 200km. But then it has to stop for the night, because the road is closed to 
avoid the danger of attacks by bandits or Maoist insurgents.

Day four begins again at 5am, and after 12 hours on the road the lorry reaches the 
next border, with Chhattisgarh. Here it queues for four hours, but at least it can 
cross at night, making a creditable 350km in one day. So by day five, the lorry is in 
Maharashtra, the state of which Mumbai is the capital. 

However, the lorry still has to pass a further 12 toll booths and inspection points 
after the 14 it has already negotiated, so it takes another two days to get to Mumbai 
itself. The driver then has to telephone the octroi agent and get this tax processed, 
which takes all night. It is the morning of day eight before he reaches his customer 
in Mumbai, having achieved an average speed of 11km per hour and spent 32 hours 
waiting at tollbooths and checkpoints. 
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India's creaking infrastructure still needs a lot more investment 

WHEN Nokia was scouting for a place to build its Indian factory, the choice was 
surprisingly limited. Its first requirement was an international airport with enough 
capacity. That eliminated everywhere but Delhi, Mumbai and Chennai. A new airport 
is being built at Hyderabad, and another is planned for Bangalore, but neither would 
open soon enough. Chennai has a seaport, which is important because Nokia intends 
to make network equipment as well as handsets. The city also boasts a number of 
engineering colleges and a high proportion of English-speakers. The state 
government (of Tamil Nadu) was far more helpful than the rest.  

For many investors in India, infrastructure determines where to build, and is the 
biggest operational challenge. The Nokia factory is about an hour's drive out of 
town—at the right time of day. But the road, with only one lane in each direction, is 
often clogged and the journey can take three times as long. For now, the factory is 
running on its own electricity generators. It will take power from the grid, but only 
when it is confident that its own systems can stabilise it. Not only are there frequent 
power cuts, but such electricity as is supplied is subject to surges and microsecond 
breaks, which could play havoc with Nokia's expensive imported equipment.

Late last year a study by Morgan Stanley, an American investment bank, concluded, 
like many before it, that “the single most important macro constraint on the Indian 
economy, holding back its average growth, is the low spending on infrastructure.” 
Foreign and local businesses, analysts and politicians alike have long recognised this 
truth, especially if they have visited China. But India's governments, held back by 
their relatively low tax revenues, high fiscal deficits and the obstinate difficulty of 
converting government plans and spending commitments into actual building, have 
not been able to fix it.



Virtually every aspect of India's infrastructure requires urgent attention. Perhaps the 
most acute crisis is in electricity, where peak supply falls 11% short of demand—and 
the demand figure ignores, among much other suppressed appetite for electricity, 
the 56% of households without connections. Generating capacity is woefully 
inadequate. About one-third of what is generated is lost or stolen in transmission, 
and a further fifth is distributed almost free to farmers. 

The slow progress made by the lorry from Kolkata to Mumbai (see article)—along a 
big national artery—is just one indication of the poor state of India's roads. Although 
India's road network includes 65,000km of national highways, only 9% of these have 
two lanes in each direction. A big effort has been made to complete the “Golden 
Quadrilateral” of highways linking Delhi, Kolkata, Chennai and Mumbai. At the other 
end of the scale are the one-third or more of Indians whose villages are not 
connected by all-weather roads at all. The government has promised $11 billion of 
investment by 2009 in road connections for all villages with populations of more than 
1,000.

Domestic air travel in India is growing by about 25% a year, and five new carriers 
have entered the market in the past three years. It is perhaps not surprising that the 
airports cannot cope. At Delhi's, the second-busiest after Mumbai's, incoming flights 
often have to circle for 30 minutes or more in a queue to land. As in Mumbai, the air-
traffic control system is operating at more than twice its design load. 

The railways have traditionally subsidised passengers by charging exorbitant rates 
for freight. Partly for this reason, their share of the freight market has fallen from 
80% in the 1950s to about 30% now, and they have suffered from a lack of 
investment. Now, however, the government has decided on an ambitious project to 
build a freight corridor.

The problem of poor infrastructure is particularly acute for labour-intensive 
industries. But it is also impinging on the successful service industries, many of 
which have built their own. The IT industry in Bangalore, for example, has been at 
war with the state government for its neglect of the city, where traffic jams, power 
shortages, full hotels and a congested airport have made doing business a trial. 

The same is often true for Mumbai, India's commercial capital and a would-be 
regional financial hub. From the south of the city, its old heart, at certain times of 
day the airport is more than two hours away. About 1,400 people a year die on 
Mumbai's commuter railways. Last August, the city more or less shut down for a 
week, after (admittedly unprecedented) rainfall revealed how little had been done to 
maintain its ageing storm-drains and sewers. Large areas of protective mangrove 
forest had been razed and developers had built on wetlands, clogging natural 
drainage channels. Riverbanks had been reclaimed and turned into slums. 

Paying for it 

Despite the desperate need, Morgan Stanley's sums show that India's annual 
spending on infrastructure as a share of GDP sank to a 33-year low in 2003—just 
3.5%, or $21 billion. The obvious comparison is with China, where spending on 
infrastructure that year ran to 10.6% of GDP, or $150 billion. Under the present 



Indian government, which came to office in 2004, infrastructure has been made a 
priority and spending has already increased. But it is unlikely to come close to the 
$100 billion a year that Morgan Stanley estimates will be needed by 2010 if India is 
to achieve sustained annual growth of 8-9%. 

Indeed, it is hard to see where such sums could come from. The government is 
committed to trimming its budget deficit. At 4.1% of GDP in the past financial year, 
this looks deceptively modest. But, as Morgan Stanley's Chetan Ahya points out, 
state governments were in the red to the tune of another 3.7% of GDP, and there 
were off-budget subsidies for the oil price and the electricity boards that took the 
total up to just under 10% of GDP. So, although the government clearly sees the 
need for higher spending, it is not obvious where it will find the resources.

Two relatively successful examples offer some hope. The ports, where the 
government has allowed privatisation since 1996, have attracted investment from 
both Indian and foreign firms. According to Morgan Stanley, the average turnaround 
time has declined from about eight days then to just over three now. 

Second, mobile telephony has mushroomed. Sanjeev Sharma, of Nokia, attributes 
this to enlightened regulation and a willingness to change policy in mid-stream. High 
tariffs and licence fees were inhibiting the growth of the market, so in 1999 India 
moved to a revenue-sharing arrangement, where the operator pays 10-15% of 
revenue as a licence fee. Since then, tariffs have fallen to 7-8% of their former 
levels. Mobile networks now cover 38% of the population, and Sunil Mittal, boss of 
Bharti, the biggest, expects that figure to go up to 50% by the end of the year, 
covering 5,200 towns.

In other areas of infrastructure, there is a new emphasis both on public-private 
partnerships and on attracting foreign investment. In February, the handing over of 
Delhi and Mumbai airports to private consortia for much-needed modernisation 
caused a row with the Communist parties allied to the government and prompted a 
strike. To the surprise even of its supporters, the government stood firm. Despite a 
legal challenge raised by a disappointed bidder, the privatisation is now proceeding. 

Infosys's Mr Nilekani sees the government's determination to press on with 
privatisation as a “turning point” for India, comparable with the failure of the air-
traffic controllers' strike in America in 1981, or Margaret Thatcher's confrontation 
with the miners in Britain in 1984.

He may be too sanguine about the resilience of the political will the government 
showed on that one occasion. But he is right about the importance of the issues at 
stake. Only if the government is seen as fully committed to providing private 
investors with the security and incentives they need to put money into infrastructure 
will it get built at anything like the pace India needs. Manmohan Singh has appealed 
for as much as $150 billion of foreign investment in infrastructure over the next ten 
years. He has said that airports and railways will require $55 billion over the next 
decade. Power and telecoms will need $75 billion and $25 billion respectively in just 
the next five years. 

Foreign investment in infrastructure acquired something of a bad name in the 1990s 
because of a massive $2.9 billion power project in Maharashtra state promoted by 
Enron, an American energy giant that has since suffered a spectacular demise. The 



project shut down in 2001 after the state electricity board stopped paying the 
extraordinarily high tariffs the company had set, and started generating electricity 
again only last month.

But there are also successful examples of foreign and private involvement in 
infrastructure. The consortia that won the Delhi and Mumbai airport deals were both 
led by Indian firms based in Hyderabad, and included foreign airport managers. GVK,
the firm that won the Mumbai concession, was “born and brought up in 
infrastructure”, says its founder, G.V. Krishna Reddy. It has interests in thermal-
power generation, hydro-electricity, toll roads and hotels, and is building a shopping 
mall. When he built his first luxury hotel in Hyderabad, in time for his son's wedding 
reception in 1984, he says he was mocked for his pretensions. For the first few years 
his occupancy rate was only 40-50%. Now Hyderabad is bursting at the seams. Its 
room rates are second only to Bangalore's, and he is scrambling to build more 
capacity. He built it and they came. If only more of India had done the same.  

From top to bottom 
Jun 1st 2006  
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There is a huge consumer market out there somewhere 

ARRIVING before the start of the morning shift at LG's factory in Noida, outside Delhi, 
is like entering another country. In front of the enormous hangars housing the 
production lines, workers are doing their physical jerks, finishing with some chanting, 
clapping and a vicious punch into the air. Everywhere the walls are covered in 
uplifting mottoes. “Great Customers, Great Products!” “Zero Idle Time!” “My Job, My 
LG, My Family.”

LG has imported a little bit of its South Korean homeland, along with its disciplined 
work ethic. As LG tells it, the workers here are so pampered that none has even tried 
to form a trade union. The firm employs 2,800 people in India, in this factory and 
another one in Pune, and in a nationwide distribution and marketing network. 
According to Kwang-Ro Kim, the firm's boss in India, the country is now, with Brazil 
and Russia, LG's “second-equal” market, behind China, accounting for 5% of global 
turnover.

The company has 25-30% of the Indian market in air-conditioning units for homes; 
27% of the colour-television market; 35% in washing machines; 30% in 
refrigerators; and 40% in microwaves. Yasho Verma, an LG director responsible for 
human resources, puts these achievements down to a combination of Indian 
brainpower and South Korean focus. “Analytically,” he suggests, “Indians are the 
best in the world. But execution is poor.”

But LG's is also, like most successes in the Indian consumer market, a triumph of 
adaptation. In most parts of the world, LG appliances built for a 220-volt electricity 



supply would have a tolerance of 200-240 volts, but in India they are built to operate 
within a range of 170-340 volts. Its televisions are also tweaked for the Indian 
market, featuring big speakers with a thumping bass. In India, television is not for a 
quiet night in.

Indian business is full of legendary marketing coups. There is the high penetration 
gained by McDonald's in a country where most people are beef-shunning Hindus, 
through its Veggie and Chicken Maharaja burgers. There is the individually wrapped 
one-rupee biscuit and the one-wash sachet of shampoo, both luxuries for the rural 
consumer. 

Nokia, which has a remarkable share of nearly three-quarters of the GSM mobile-
handset market, has a similar tale to tell. Its biggest success in India was a purpose-
built model, featuring a torch, a dust-resistant keypad and an anti-slip grip for humid 
conditions, as well as an ability to support Hindi. It became a bestseller despite being 
30-40% dearer than the cheapest models. 

India is already Nokia's fourth-biggest market, behind China, America and Britain. It 
is expected to be the second-biggest by 2010. But with a 40% market penetration of 
mobile phones in the biggest cities, and 20% in urban India overall, that will require 
an expansion of the market in the countryside, where the penetration rate is only 
about 2%.

Despite much excitement in the West about an “Indian middle class” said to be 300m 
strong, the “consuming class”, with  discretionary income to splash about, is much 
smaller than that. Suhel Seth, a marketing expert and boss of Equus Red Cell, an 

advertising agency, puts the figure at about 150m. Within that, the relatively well-off 
are a fast-growing minority. With rising incomes and a consumer borrowing spree, “a 

nation of hoarders becomes a nation of consumers,” in Mr Seth's words.

It is still, however, primarily a nation of farmers. Two-thirds of its people live in the 
countryside and more than half the labour force works in agriculture. Even pockets of 
affluence in such a multitude make up an important market (see chart 4). And for 
basic consumer goods, “the bottom of the pyramid” is vast.

Indian business, however, is now looking at the villages not just as a potential 
market, but as a vital and neglected part of its supply chain. Mukesh Ambani, 
chairman of Reliance Industries, an oil, petrochemicals and textiles giant and India's 
largest private-sector company, intends “to bring the world to the Indian farmer”. 
This is part of an astonishingly ambitious plan to build, in the next four years, a 
nationwide retail network of 1,000 hypermarkets and 2,000 supermarkets with a 
distribution system to supply it: an “integrated farm-to-fork supply chain”. 

So defective is India's cold chain and so arduous its inland transport that, at present, 
as much as 35-40% of fruit and vegetables grown in the country rot before they can 
be eaten. Reliance would not enter the farming business itself. Land, says Mr 
Ambani, is too emotional an issue. Instead, it would be the “off-taker of last resort”, 
relieving the farmer of risk.

Much of the Indian countryside, because it is so poorly connected with the modern 
world, has been very resistant to change. Might companies such as Mr Ambani's 
achieve what no Indian government has managed and drag India's villages into the 



21st century? R. Gopalakrishnan, an executive director of Tata Sons, India's biggest 
conglomerate, agrees that Mr Ambani is a “visionary kind of guy” but is sceptical of 
“megaplans”. “Six hundred million people just don't change like that.” And even a 
huge venture such as that planned by Reliance would leave most of the 600,000-plus 
villages untouched. Still, satellite television, mobile telephony and slowly improving 
roads are nibbling away at the rural-urban divide. 

Consumer-goods firms, such as Hindustan 
Lever, a 51% subsidiary of Unilever, an 
Anglo-Dutch giant, recognise the potential 
of a market where only 15% of people use 
shampoos, and are seeking new ways of 
doing business among the rural poor. Its 
“Project Shakti” extends its marketing effort 
by recruiting women to “self-help groups” 
which are able to offer tiny loans—
microcredit—to support a direct-to-home 
distribution network. It already reaches 
80,000 villages, and by 2010 expects to 
employ 100,000 “Shakti entrepreneurs”, 
covering 500,000 villages.

Businesses, as well as some charities, are also trying to put the villages online. ITC,
the former Imperial Tobacco Company still one-third owned by BAT, a British tobacco 
behemoth, has equipped more than 6,000 villages with a computer and a satellite 
connection to the internet. This is its “e-Choupal” initiative, part of its agribusiness 
procurement network. (“Choupal” is the word for the traditional village meeting 
place.) Farmers can use the computers to check prices for their products and, if they 
wish, sell online, freeing them from the tyranny of middlemen who have long taken a 
big cut of farm earnings. 

Once a commercially viable way has been found of providing a village with an 
internet connection, it has many other potential uses: government, sales, education, 
entertainment and so on. In Andhra Pradesh, Byrraju, the family foundation of 
Satyam's Mr Raju, has even set up two rural BPO operations, employing 100 people 
each, in tasks such as data entry. Attrition rates, he says, are very low.  
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Are Indian companies ready to take on the world?

FEW observers, when the reforms began in 1991, could have predicted the sea 
change that Indian business has undergone since. It is a fair bet that the next 
decade and a half will see a transformation just as sweeping.

Ranked by their stockmarket value, only three of India's top ten companies at the 
end of the 1991-92 financial year were still on the list at the end of March 2006 (see 
table 5). Two are big consumer-goods firms, ITC and Hindustan Lever. The third is 
Reliance Industries (RIL), from which a big chunk, 
now known as the Reliance-ADA group, was hived 
off after a bitter public battle last year between 
Mukesh Ambani and his younger brother, Anil. 

The new arrivals illustrate three trends in Indian 
business since 1991. One is the emergence of the 
new industries of IT, BPO and telecoms (TCS,
Infosys, Wipro and Bharti). Another is the partial 
withdrawal of the state from the parts of the 
economy it used to dominate (ONGC, Indian Oil and 
the National Thermal Power Corporation are all 
state-owned companies, listed on the stockmarket 
since 1991). Third, and overlapping, is the huge 
importance of the energy industry.

As for the next 15 years, it is hard to pick winners 
in the present buoyant mood. Tata's Mr 
Gopalakrishnan is far more cautious than many in 
India about the country's prospects. “More than 
half the current optimism”, he says, “is in the 
human mind.” A new generation that has never 
experienced global growth of 4% a year before, he 
thinks, is getting carried away. After all, the world 
is full of big uncertainties: terrorism; America's 
fiscal and current-account deficits; their mirror 
image, China's export dependency; and so on. It is 
unlikely, he says, that India can sustain growth at 
8% a year, or move on to 10%. 

Yet even he thinks that there is “no industry that is not going to boom.” The 
dismemberment of the sprawling Reliance empire seems to prove the point. Besides 
its grandiose retail plans, RIL this April received record commitments for an IPO of 
shares to help finance the building of another oil refinery. The parts of the empire 
that are now in Reliance-ADA include companies in some of the fastest-growing 
industries: communications, financial services, entertainment and utilities. The 
communications arm alone claims a 20% market share of the mobile-telephone 
market, which is expected to grow to 500m users in the next decade.



However broad-based the boom, it is not a caucus race, where everybody will win 
and all must have prizes. Only a few Indian companies are fully ready to compete 
internationally, with professional managers independent of the owners' meddling. 
Most Indian business is still in the hands of family firms, and most people take it for 
granted that this will continue. The boss of a big manufacturing firm, asked at a 
business conference about succession planning at his (listed) firm, did not miss a 
beat. The important thing, he said, was not to allow minor relatives—nephews, 
cousins and so on—to run their own departments or subsidiaries. Much better to set 
them up in firms of their own and give them contracts. A senior Citigroup executive 
dealing with smaller firms says these are doing so well they are running out of uncles 
to lead new businesses.

Most of the companies mentioned in this survey are family concerns. The board of 
Gokaldas Exports, the garment-maker, includes three brothers and three of their 
sons. Atul Kirloskar is proud to run a “fourth-generation” company. Both branches of 
the Reliance family stress their continuity with the “legacy” of the Reliance group's 
founder, the father of Anil and Mukesh Ambani. Tata Sons is still run by the head of 
the clan, Sir Ratan Tata. Even Wipro is largely owned by Mr Premji, whose father 
founded the firm.

Family ties 

It used to be argued that the reluctance of families to cede control of Indian 
companies prevented them from becoming international successes. That may well be 
true of many smaller firms. The larger ones, however, are being forced to become 
more transparent and “professional” by the demands of the stockmarket and of 
globalisation. The dismemberment of Reliance by sibling rivalry rather than by 
commercial pressures seems to belie this. But in the nine months after the 
demerger, the constituent parts of the former group saw their market capitalisation 
rise by some $25 billion. It was hard to feel sorry for the benighted minority 
shareholders.

A study of Indian companies by the Institute of International Finance, a think-tank in 
Washington, DC, concluded that corporate government in India was “above average”, 
and that some companies, such as Infosys, “serve as examples of how equity 
markets reward well-governed companies”. The best Indian companies are well 
placed to take on the world. 



Mukesh Ambani lists four forces that will drive competitiveness in the coming 
decades, and argues that all play to India's strengths. The first is globalisation, 
where both in terms of labour (through its own diaspora and through the legions 
working in outsourcing) and in terms of the capital markets, India is well integrated. 
The second is technology, where India now plays a part at the cutting edge of global 
research and development. The third is demography, where the supply shortages 
reported in this survey should blind no one to the fact that 23% of the increase in 
the world's working-age population over the next five years will be in India. Where 
else, as Mr Ambani asks, could anyone contemplate the sort of recruitment his retail 
plans envisage? Lastly, there is democracy, which might pose short-term obstacles, 
say to the reform of labour laws, but provides a long-term stability and resilience 
that China, for example, has yet to demonstrate.

For all four reasons, it is hard not to be optimistic about Indian business. A fifth is 
the high calibre of some of its present leaders. Typically, they have spent some time 
being educated abroad and are full citizens of a global world, holding panoramic 
views of economic trends and of India's role in them. But typically, they are also 
patriots and philanthropists who see it as part of their duty to make things better for 
Indian society. 

Of course the failings of Indian society also have an impact on business. In 
Bangalore in April, after the death of a 77-year-old much-loved film actor, Rajkumar, 
tens of thousands took to the streets to honour his passing; but the mourning soon 
turned into ugly rioting in which eight people died. The city, jewel in India's IT crown, 
was largely closed for business for two days as an excluded underclass took the 
chance to vent its spleen. Business leaders know that including the excluded 
majority in the rise of modern India is essential for social harmony, and ultimately 
for the success of their firms. They also know that compared with improving their 
bottom lines, this really is the hard part. 


