CHAPTER 9
INDIA
The October 1999 election victory of Prime Minister Vajpayee’s BJP-led coalition gives the government in New Delhi a comfortable parliamentary majority. Armed with more political clout, Prime Minister Vajpayee finally has a fighting chance to revive his stalled economic reforms. 

These bolder “second generation” economic reforms are essential to generating faster economic growth, that in turn could ultimately lift almost 400 million Indians (or 40% of the population) out of poverty. 

Political Obstacles

Of course, it won’t be easy. Despite a majority in parliament, the stalled economic reforms of the BJP-led government are still threatened by fractious politics.  The politics of economic reform in a democratic country as divided as India by caste, community and regional identity are often frighteningly intractable.  In other words, economic strategy in India does not occur in a social and political vacuum. 

Therefore, the government’s ability to take politically painful decisions necessary for more fundamental reforms will likely be hampered by resistance from coalition members wanting to protect their vested interests.  That translates into a strong political consensus in favor of weak economic reforms and enormous political pressures against strong reforms.  

Economic change in India not only involves changing laws and institutions.  More importantly, it involves changing the way people think – their attitudes and belief systems.  So the tendency is for Indian leaders to opt for marginal, incremental change.   

Yet only bold economic reforms will significantly reduce poverty in India anytime soon.  Indian Finance Minister Yashwant Sinha supports this position and says, “One has to be ready to take hard (economic) decisions.” You pay a much bigger price ultimately for exercising softer options.” 

The Economic Legacy

Prime Minister Vajpayee’s economic reforms are difficult to implement because of the  “economic ghosts” of Jawaharlal Nehru, the first Indian Prime Minister after independence.  Nehru put into place an entrenched economic system that had three self-defeating characteristics:

The first characteristic was a rejection of international commerce. By substituting domestic industrialization for all but essential imports (e.g. oil) and by rejecting foreign investment, New Delhi stifled competition and closed down the avenues by which innovation moves into countries.  Technology remained at a 1950s and 1960s level for decades.  In addition, the quality of goods and services became shoddy. 
The second characteristic was a strong distrust of market forces and a bias toward state ownership rather than private enterprise.  The system has slowed down economic growth, produced huge budget deficits and has crowded out desperately needed improvements in education and health care

The third characteristic was the “Permit Raj” – a complex set of controls, licenses and regulations that held sway over every step of production and investment.  The system continually bailed out sick and inefficient industries and frustrated entrepreneurs who wanted to create dynamic new businesses.  As a result, the best Indian minds frequently left the country for countries with a more market friendly environment.   

Volatile Economic Performance.  Nehru’s self-defeating economic strategy took its toll on India’s economic performance. 

· Back in the 1970s India seemed stuck in  a turbulent, “Hindu rate of growth” of about 3% and then struggled for takeoff in the 1980s with an average growth rate of 6%.  (See Figure 9-A.)

· High population growth and low economic growth combined to produce virtually zero per capita growth. 

· Growth was stimulated up to 10.9% in 1988, but this was unsustainable. 
Balance of Payments Crisis.  By June of 1991 India’s economic problems were no longer just reasons for concern.  They were now a cause for alarm.  On 21 June 1991, India experienced a balance of payments crisis. 

· India had just a few million dollars of foreign exchange reserves left -- enough to pay for only two weeks of essential imports. 

Figure 9-A
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Economic Reforms

The crisis gave New Delhi the opportunity to make a decisive break from the past and force fundamental economic change in India.  These economic changes would cure some fundamental ailments of the economy – too much regulation and control and not enough competition.  

New Delhi implemented three major rapid-fire reforms against four decades of government policy. 

· It reduced tariffs and trade barriers.

· Foreign investment was opened up.

· It eliminated licenses for 80% of Indian industry.

The government also orchestrated a number of other significant reforms: 

· It devalued an overvalued rupee.

· It cut subsidies for domestic products and for exports.

· It eliminated the requirement for larger firms to get advance approval to expand or diversify.

Pay-off.  Once the post 1991 economic reforms were put into motion, India had a stronger economic foundation.  Economic indicators began to improve: (See Figure 9-A.)
· By 1993 economic growth exceeded 6% for four straight years. 
· Per capita income also increased by over 4% a year.

Slowdown.  During the second half of the 1990s, India suffered through three years of revolving door politics. This political turmoil took its toll on the economy: 

· It undermined the ability of the government to sustain a coherent economic strategy. 

· The momentum propelling economic reforms appeared to be running out of steam.  

· The economy predictably began to slow down.  GDP growth fell to 5% in 1997. 

· The outbreak of fighting in Kashmir against the Pakistanis in the spring of 1999 was also unsettling.  

Political Fall and Consolidation.  The BJP- led coalition government of Prime Minister Vajpayee, which came to power in March 1998, struggled for 13 months to keep its 18 disparate allies in line and maintain its tiny majority in parliament. In April 1999 the government fell.  
Market Upswing.  However, in 1999 there were signs that the slowdown in the pace of economic growth was actually bottoming out.  India was in the early stages of an economic upswing.  The Bombay stock market reflected this reality:

· The BSE-30 stock index surged in Summer 1999 and breached the 5,000 mark in October for the first time in history. 

· India’s stock market now appears to have enough momentum to stay above its five year trading range (of 2,800 to 4,600). 

Figure 9-B
India’s Bombay Stock Exchange
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What’s Driving the Rising Stock Market?  For starters, investors concluded that the fighting in Kashmir would not escalate into outright war between India and Pakistan.  Foreign investors therefore shrugged it off and poured money into the country, seeing it as the third best destination in Asia, behind only Hong Kong and South Korea.  For instance:

· Foreign investors poured $1B into the Indian stock market in 2Q1999.

· This surge in capital inflows boosted business confidence.

In addition, even insular India benefited, at least somewhat, from the broader Asian recovery.

· India is also exporting more to Asia in recovery.

· After exports fell 1% in 1Q1999 (January -March 1999), Indian exports subsequently rebounded to their highest point in 18 months. 

Upswing in the Real Economy.  The upswing in the real Indian economy also mirrors the bull rally in the Indian stock market. For instance:

· The Asian Development Bank now forecasts strong economic growth for India -- about 7% GDP growth in 1999. 

· Currency reserves are healthy at a robust $30B.

· The inflation rate is at a 20 year low.

· The current account deficit is only 2% of GDP, making a repeat of the 1991 balance of payments crisis unlikely anytime soon. 

· Industrial production in such areas as cement and refining steel are up.  

· The rupee remains stable and competitive at about 43 to the US dollar.

While foreign investors have been driving the stock market rally, the upswing in the real economy is principally driven by domestic factors. In this sense, India’s economic upswing is quite different from the export and reform driven recovery of the crisis-hit states in East Asia. 

Figure 9-C
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Economic Drivers?  What’s driving the economic upswing?  Thank the “rain gods.” A string of good monsoons have produced bumper harvests (especially in wheat), which in turn have improved rural incomes.  

Armed with more money, people in the countryside have increased consumption.  Since 70% of Indians live in the countryside, this rise in rural consumption is a significant driver of the acceleration in GDP. 

· The rise in consumption comes at a time when over-capacity in many industries was easing following two years of low investment spending

· Rising rural consumption is eroding the corporate over-capacity in core industries. 

· Higher rural incomes have been spilling over into more demand for housing, tractors, motorcycles and consumer goods.

· The demand-supply gap, which appeared because of huge capacity addition in the early 1990s, is gone. 

· The combination of corporate restructuring and higher commodity prices has boosted corporate profits. 

Political Stability.  Then in October 1999 another important ingredient for stronger economic performance was added when the BJP led coalition government was elected in India. Thankfully, Prime Minister Vajpayee’s new government now enjoys a comfortable majority. This political stability provides a solid foundation for a more coherent economic strategy and the potential for more durable growth. 

Economic Strategies

Window of Opportunity.  Prime Minister Vajpayee’s newly formed coalition government in India faces a strategic choice.  Thanks to its current economic success – one of the fastest growing economies in Asia – the government could easily rest on its laurels and become complacent.  

The problem is that India cannot afford to relax.  40% of the world’s poor (almost 400 million people) continue to live in India.  In other words, the strong economic growth India currently enjoys actually begins at a low starting point.  

If India wants to significantly reduce poverty anytime soon; it must do even better.  It must somehow accelerate its growth rate. 

The Chinese Role Model.  Is it possible to accelerate economic growth and reduce poverty? Yes.  China recently did it quite successfully.  In 1975 the World Bank said that 570 million Chinese were living on less than $1 a day, even more than in India today.  By 1998 China had reduced this number to 220 million people.  

The same thing could happen in India.  The chief remedy for poverty is to increase overall real income.  Fortunately, in a labor abundant economy like India, efficient economic growth of circa 10% would generate the needed employment.  

China was able to sustain 10% or higher growth for two decades because it was starting at a low point. The gap between China’s actual economic growth in 1975 and its potential non-inflationary economic growth was huge.  Yet the catch-up opportunity is still bigger for India.  Thus, the faster India can close the actual/potential growth gap, the faster it will lift its poor people out of poverty.    

In 1998 India’s average per capita income was only $1,700 a year (on a purchasing power parity basis).  This was only a little more than half the Chinese level and less than one-tenth the level of advanced countries.  Even if India were merely to sustain recent growth rates, India would not reach China’s current per capita income until 2015.  

But what if India could somehow accelerate the pace of its economic growth?  What if it grew at 10% a year for the next 15 years?  Its standard of living would increase five fold over two decades. 

Imagine what would happen if India attracted more inward foreign direct investment (FDI).  In 1998 India’s stock of FDI was only $13B or 3.3% of GDP.  This is a tiny fraction of China’s accumulated FDI in 1998, which was $261B or 25.5% of GDP.  India, therefore, is still a relatively inward, closed economy of limited importance in a global marketplace. 

The Primacy of Economic Reforms.  Fortunately, the strategy to increase long term economic growth is quite straight-forward.  To transform its economy and pave the way for significant poverty reduction, India must deepen and consolidate the 1991 economic reforms. 

That means India must implement a second generation of bolder economic reforms to lure in foreign investors, many of whom have been waiting for the political dust to settle.  What foreign investors want to see is more open and transparent Indian markets before they pour into India the way they’ve poured into China. 

Budget Reform.  One area that has proven most difficult to reform in India is public finance. In fact, budget reform was largely untouched by the 1991 reforms.  In many ways, the budget deficit is India’s Achilles heel.

Priority must be given to reducing the large structural public sector deficit, which includes the central budget deficit as well as the budget deficits of the states.  The public sector deficit is running at about 8.5% of GDP.  

A good rule of thumb is that the public sector deficit as a percentage of GDP should be no more than the 3% Maastricht criteria that the EU adopted for EU entry.  Needless to say, the Indian figure is way out of line for responsible public sector fiscal management.  

Why is it so important to reduce the budget deficit? The large budget deficit is arguably the single main restraint on faster economic growth.  Government over-borrowing to finance this gaping public sector deficit “crowds out” private investment spending.  Government over-borrowing drives up the cost of money (interest rates) and thereby crimps business activity and makes business investment too costly.  

Very little of this government over-spending fosters development.  Much of it is interest payment on spiraling domestic borrowing to meet current spending.  Explicit and implicit state and central government subsidies account for a horrifying 14% of GDP Much of the rest is spent on water and power subsidies that tend to make rich farmers richer and rarely help the poor.

India’s high budget deficits also create opportunity costs. Very little money is left over after interest payments, salaries, pensions and subsidies.  That means little money for raising still pitifully low health and literacy standards, and even less for vital infrastructure spending. 

Worst of all, public sector over-borrowing is on an unsustainable upward trajectory. In 1990-1991, New Delhi’s spending on debt interest alone was 20% of overall central government spending.  By FY 97-98, it had risen to 28%. That’s too high for optimum growth.  If the upward trend is not reversed soon, New Delhi could face a domestic debt trap that in turn could trigger a fiscal crisis. 

Thankfully, the new Vajpayee government got off to a good start. Within 48 hours of the polls closing, New Delhi raised the price of diesel by 40%.  It also reclaimed only a portion of the 119% rise in imported Indian crude oil prices.  These subsidy reduction items demonstrated that the new government was serious about economic transformation.

A comprehensive set of such subsidy reductions will be necessary to bail out government finances. Subsidy cuts are especially important to offset increasing pressure for higher defense spending due to the recent Kashmir conflict. The fiscal deficit is likely to exceed its target again this year unless decisive action is taken to reverse this trend. 

In addition, Indian officials need to take a hard look at state government over-spending to defuse this ticking public debt time-bomb.  States need to adopt hard budget constraints that do not allow any central government bail-outs.  Each state also needs to compete with one another for investment.  The more they compete the more they will have to improve their own performance. 

Privatization.  Another way to defuse the ticking public debt time-bomb is to privatize state owned enterprises. Privatization would also serve to increase efficiency and promote competition.

In the past, privatization has proved difficult to perform. In fact, the issue is so sensitive that the government has avoided the word privatization and instead has adopted a program of “disinvestment,” generally intending to sell off partial ownership but retain majority control.  

Understandably, the government has a difficult time figuring out what to do with highly inefficient, loss-making state-owned enterprises, which employ so many people.  Although there is now a significant private sector in India, the bulk of industry in India remains state-owned or state controlled.    

While privatization is a difficult political  decision for New Delhi,  selling state owned enterprises would end fears that India’s large fiscal deficit would derail the economic recovery by keeping interest rates high.  Sell-offs would also be attractive to offset the higher defense spending that is likely to occur in the wake of the recent Kashmir conflict with Pakistan.

Financial Reform.  In addition, New Delhi desperately needs to strengthen its weak financial sector sagging under bad debts.  Financial sector reform would unlock the big and growing pool of private savings.  

· A positive first move in this direction came in October when the government decided to open up the insurance industry to private investment (albeit with a cap of 26% on foreign stock ownership).  

But the real test will be if Finance Minister Sinha gets his way on the antique banking system, where he wants to reduce state holdings to 33%.  Sinha also wants to create long-term savings instruments and a working capital market.  If Sinha is successful, India would finally have sufficient funds to channel into wealth creation and private economic development. 

The Unfinished Agenda.  The radical second generation of reforms should also include the following policy initiatives:  

· A new telecommunications policy.  This would allow firms to share profits with the government instead of paying high license fees.  

· A national competition policy.  In the past, the government coddled small inefficient industries by reserving production of some items.  Protection of these sick industries prevented the emergence of world class competitors. 

· Labor market reform.  Less than 10% of the labor force receive privileges that stifle job creation for everyone else. 

· Strengthening of the patent laws.  Patents on processes instead of just products.  This would bring India in line with WTO rules.   

· Loosening of foreign exchange restrictions. This would allow easier movement of money in and out of the country.

The new government will have a much more difficult time getting the following economic reforms through the legislature. It remains to be seen whether this second and more difficult tier of economic reforms, with potentially serious political repercussions, will be attempted.

· Liberalization of agriculture.  This involves lowering fertilizer subsidies and sharply cutting food subsidies, which means taking on India’s politically powerful farmers.  

· Trade liberalization.  This involves significantly cutting import tariffs, which are opposed by Indian companies threatened by foreign competition, especially industries like steel and machinery. 

Final thoughts

Fortunately, the political chance for Prime Minister Vajpayee to transform the Indian economy and perhaps someday the global economy is finally here.  For once, Mr Vajpayee has the political clout to resume the stalled economic reforms.  But his opportunity to mirror China’s impressive export expansion and economic growth of the 1980s and most of the 1990s cannot be overlooked. 

If Prime Minister Vajpayee’s government lets this opportunity slip away, it may not present itself again for a long time.  That kind of dithering would tragically leave almost 400 million Indians impoverished for the indefinite future. 
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