BURRBBERBEGER®Y

41

SE&E&HERR

52
52

XRILEG

66

67

71

73

74

77

78
I

8HR

CONTENTS

Economic Outlook, Prospects, and Policy Challenges

Introduction

M acroeconomic Review and Outlook

Inflation and Money

External Sector

Agriculture

The Growth-Fiscal Policy Challenge

‘Wiping Every Tear From Every Eye': The JAM Number Trinity Solution
Growth Private and Public Investment

The Banking Challenge

Manufacturing, Services and the Challenges of “Making in India”

The Trade Challenge

Climate Change

Empowering Women: Unleashing Nari Shakti

Cooperative Federalism and the Recommendations of the Fourteenth Finance Commission
(FFC)

Fiscal Framework

Introduction and Summary
Background and History Lessons
Medium-Term Strategy
Short-Term Issues

Conclusions

‘Wiping Every Tear From Every Eye': The JAM Number Trinity Solution
Introduction

Subsidising Whom?

The Case of Kerosene

The Case of Food

The Possibilities Offered by Cash Transfers

The JAM Number Trinity Solution

The Investment Climate: Salled Projects, Debt Overhang and The Equity Puzzle
Introduction

Rate of Stalling and Stock of Stalled Projects

AnAnalysisof Stalled Projects

Balance Sheet Syndrome With Indian Characteristics

What is Impact of Balance Sheet Syndrome on Firm Equity?

Policy Lessons

Credit, Sructure and Double Financial Repression: A Diagnosis of the Banking
Sector

Introduction

Financial Repression ontheLiability Side

Financial Repression on the Assets Side

A Comparative Analysis of Banking and Credit

Are Public Sector Banks Uniform in performance?

Policy Implications

(i)



10

R8BI

101

102
102
103
105

14

117
17
117

118
119
120
120
120
121

122

123
125
125
125
128

129

129
129
131
134
137

Putting Public Investment on Track: The Rail Route to Higher Growth
Introduction

Effects of Increasing Public Investment on Overall Output and Private investment
The Case for Public Investment in Railways

Policy Recommendations-Key Takeaways

What to Make in India? Manufacturing or Services?

Introduction

Desirable features of Sectors that can Serve as Engines of Structural Transformation
The Manufacturing Scorecard

The Service Scorecard

Summary Scorecards and Conclusions

A National Market for Agricultural Commaodities- Some | ssues and Way Forward
Introduction

APMCs Levy Multiple Fees, of Substantial Magnitude, that are Non-transparent, and
hence a Source of Political Power

Essential Commodity act, 1955 vs APMC Act

Model APMC Act

Karnataka Model

Inadequacies of Model APMC Act

Alternative ways of Creating National Market for Agricultural Commodities

Using Constitutional Provisionsto Set up Common market

From Carbon Subsidy to Carbon Tax: India’s Green Actions
Introduction

Excise Duty on Petrol and Diesel as an Implicit Carbon Tax

How Does India Compare with Other Countries?

CO2 Emission Reductions From Petrol and Diesel Taxes and Coal Cess
Translating Coal Cessinto Carbon Tax

Conclusions and Key messages

The Fourteenth Finance Commission (FFC) - Implications for Fiscal Federalism
in India?

Introduction

Major Recommendations of FFC

Implications of FFC Recommendationsfor Fiscal Federalism: A way Ahead

Balancing Fiscal Autonomy and Fiscal Space

Caveats and Conclusion

(ii)



NOTES

The following figures/units are used in the Economic Survey:

BCM billion cubic metres kg kilogram

BU billion units ha hectare

MT illion t

miion tonnes Bbl billion barrels per litre
lakh 1,00,000

million 10 lakh billion 1,000 million/100 crore

crore 10 million trillion 1,000 billion/100,000 crore

-

/

-

Acknowledgements

The Economic Survey is aresult of teamwork and collaboration. | was assisted in the coordination
tasksby Anandi Subramanian and N.K. Sinha. Contributorsto the Survey from the Economic Division
include: H.A.C Prasad, D.S. Kolamkar, IlaPatnaik, Anandi Subramanian, K.L Prasad, A.S. Sachdeva,
Rajat Sachhar, Rajasree Ray, Antony Cyriac, R. Sathish, P. K. Abdul Kareem, N. K. Sinha, PriyaNair,
Rajmal, J.K. Rathee, K.M. Mishra, Rangeet Ghosh, Abhishek Acharya, Kapil Patidar, Syed Zubair
Husain Nogvi, Neha Yadav, Aakanksha Arora, Rabi Ranjan, Deepak Kumar Das, Vijay Kumar, M.
Rahul, Rohit Lamba, Siddharth Eapen George, SutirthaRoy, V.K. Mann, Riyaz A. Khan, Shobeendra
Akkayi, Salam Shyamsunder Singh, Md. Aftab Alam, Sanjay Kumar Das, Subhash Chand, Praveen
Jain, Narendra Jena, Pradyut Kumar Pyne, JyotsnaMehta, Kanika Grover and Rajesh.

Thesurvey hasgreatly benefited from the commentsand inputs of officials, specifically, Ragjiv Mehrishi,
Saurabh Chandra, Sudhir Kumar, Arbind Modi, K.P.Krishnan, UKS Chauhan and Arunish Chawla;
and anumber of external collaborators, including Anant Swarup, Apoorva Gupta, Bimal Jalan, Devesh
Kapur, Fan Zhang, Harsha Vardhana Singh, Jean Dreze, Josh Felman, Karthik Muralidaran,
Krishnamurthy Subramanian, Manish Sabharwal, Mohit Desai, Muthukumar Mani, NamitaMehrotra,
Nandan Nilekani, Nick Stern, NishaAgrawal, P.S Srinivas, Partha M ukhopadhyay, Pranjul Bhandari,
Pratap Bhanu Mehta, Raghuram G Rajan, Rgjiv Lall, Rakesh Mohan, ReetikaKhera, Richard Bullock,
Rohini Malkani, Sgjjid Chinoy, Sandip Sukhtankar, Sonal Verma, T.V.Somanathan Tushar Poddar and
Vijay Kelkar.

Apart from the above, various ministries, departments, and organisations of the Government of India
made contributions on their respective sectors. Able administrative support was given by Agam
Aggarwal, Sadhna Sharma, Suresh Arora, Amit, Rajat Verma and staff members of the Economic
Division. Amarnath and histeam of trandlators carried out the Hindi translation, while Shalini Shekhar
adeptly edited the document. The Government of India Press, Minto Road and Mayapuri undertook
the printing of the English and Hindi versions of the survey.

Arvind Subramanian
Chief Economic Adviser
Ministry of Finance
Government of India

~

(iii)



PREFACE

The Economic Survey is a collective effort, of numerous contributorsin government and outside, as well as
analysts abroad, but above all, of the dedicated staff of the Economic Division of the Department of Economic
Affairs. To al of themis owed gratitude and thanks for hard work done, and done well and cheerily, meeting stiff
deadlines and contending with the vicissitudes of rules and personalities.

All Economic Surveys bear theimprint of the incumbent Chief Economic Adviser. And soitiswiththisone.
But the desire for change must be balanced by the imperative of maintaining continuity, in order to be respectful of,
and gain from, traditions that have survived the tests of time, whim, fashion, and politics.

Inspired by the IMF s World Economic Outlook, this Survey departs structurally from its predecessors and
presentsits output in two volumes. Volume 1 discusses the outlook and prospects aswell as anumber of analytical
chapters addressing topical policy concerns. Volume 2 describes recent developmentsin all the major sectors of the
economy and containsall the statistical tablesand data. In asense, Volume 1 isforward-looking but gaining from the
perspective provided by the recent past which is the subject of Volume 2.

In deciding the content of Volume 1 of the Survey, one challenge was to reconcile the vaguer claims of
posterity and the clearer demands of the pressing present. Another related challenge wasthe hardy perennial: depth
or breadth?

John Maynard Keynesfamously said that it is necessary to distinguish theimportant from the urgent. At this
juncture, with anew government in power and about to present itsfirst full budget, and given the constraints of time
and resources, this Survey hastaken Keynes' adviceto heart. The Survey favoursthe present, erring on the side of
being expansivein scope even if the consequence has been to privilege cursory examination over in-depth analysis.

The broad themes of the Survey are “creating opportunity and reducing vulnerability.” Growth is the
prerequisite for achieving many economic and indeed other objectives. Maximizing the benefits of growth will, of
course, require complementary public actions, but without growth, possibilities across the income spectrum shrink.
Increasingly, the debate on reducing poverty and vulnerability more generally is less about “whether” and more
about “how best” direct government support can complement broader economic growth. Growth versusdistribution
is, asit always should have been, afalse choice.

Volume one begins with a chapter on the macroeconomic outlook and prospects for the Indian economy
which sets the context for brief discussions of the policy issues focused on “creating opportunity and reducing
vulnerability.” These issues are then elaborated in the following nine chapters.

Growth requires macroeconomic and hencefiscal stability (Chapter 2). A re-visiting of thefiscal framework is
also necessary because thisisthefirst full budget of the government and because of the reported recommendations
of the Fourteenth Finance Commission that could decisively shape center-statefiscal relations. Thisisfollowed by
achapter on“wiping every tear from every eye” wherethefocusison how support isbest provided and therol e that
technology can play in this regard.

Thefollowing chapters cover the state of stalled projectsand their implicationsfor private and publicinvestment
going forward (Chapter 4); abrief diagnosis of the banking system and itsimplicationsfor reforming it (Chapter 5);
and theroleof railwaysindriving future Indian growth (Chapter 6). Thereisamore academic discussion that speaks
to the Make in Indiainitiative, shedding light on the debate between manufacturing and services and suggesting
alternative ways of thinking about transformational sectors (Chapter 7). Completing the discussion of sectorsisa
chapter on creating asingle market in agriculture from what are in effect thousands of markets (Chapter 8).

Climate changeisincreasingly central to economic devel opment and creates challenges. These are discussed
in Chapter 9. Chapter 10 deals with what is a dramatic re-shaping of Centre-State fiscal relations. It provides a
preliminary analysis of theimplications of the recommendations of the Fourteenth Finance Commission.

For the attention deficit-challenged, the outlook could be the port of only call, while others may find the
detailed chapters of additional interest. Within Volume 1, thereis some repetition, although that isinherent to having
to cater to multiple audiences.

The Survey places apremium on new ideas or new perspectives both of an academic and policy nature. The
limitations of time and resources mean that new ideas may not pass the most rigorous standards of the academy. But
the approach is to find new data or present old data in a new form, to make connections, and to draw insights
wherever possible, all with the aim of shedding light on policy. The aim is to provoke and stimulate debate and
discussion, thereby enriching the process of policy-making, and hopefully, improving its outcome.

The survey also aimsto be readable, rising to the challenge of making dry economics as accessible as an op-ed (or

perhaps a blog) without fully sacrificing the rigor of a more serious tome. The discipline may be dismal but, dear
reader, it should not be dreary.

Arvind Subramanian

Chief Economic Adviser

Ministry of Finance, GOI
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Economic Outlook, Prospects, and

Policy Challenges
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1.1 INTRODUCTION

A political mandate for reform and a benign
external environment have created a historic
moment of opportunity to propel India onto
a double-digit growth trajectory. Decisive
shifts in policies controlled by the Centre
combined with a persistent, encompassing,
and creative incrementalism in other areas
could cumulate to Big Bang reforms.

Asthenew government presentsitsfirst full-year
budget, amomentous opportunity awaits. India
hasreached asweet spot—rarein the history of
nations—inwhichit couldfinaly belaunchedona
double-digit medium-term growth trgiectory. This
trgjectory would allow the country to attain the
fundamenta objectivesof “wiping every tear from
every eye” of thetill poor and vulnerable, while
affording the opportunitiesfor increasingly young,
middle-class, and aspirational Indiatoredizeits
limitlesspotentid.

Thisopening hasarisen becausefactsand fortune
havedignedinIndia sfavour. Themacro-economy
has been rendered more stable, reformshave been
launched, the decel eration in growth has ended
and the economy appears now to berecovering,
theexterna environmentisbenign, and challenges
in other major economies have made Indiathe
near-cynosure of eager investors. Daunting
chdlengesendure, whichthisSurvey will notignore,
but the strong political mandate for economic
change has imbued optimism that they can be
overcome. India, in short, seems poised for
propulsion.

Any Economic Survey has to grapple with
prioritization, to navigatethe competing pitfalsof
beingindiscriminatorily indusiveand contentioudy
selective. Accordingly, thisSurvey will focuson
thetwo broad themes—creating opportunity and
reducing vul nerability—becausethey arethetwo
pressing themes of the day and which between
them encompassthemany key policy chalenges
that the new government must address.

Theoutlinefor thisvolumeof the Economic Survey
isasfollows. A brief macroeconomic review and
outlook will set the context for the broader
thematic and policy discussionsthat follow. The
importance of economic growth, both for lifting
up those at the bottom of theincome and wealth
distribution, and providing opportunities for
everyoneinthat digtribution, cannot beovergated.!
Rapid, sustainable, and all-encompassing growth
requiresastrong macroeconomic foundation, key
towhichisfiscal disciplineand acrediblemedium
term fiscal framework. These prerequisitesare
discussedin Sections 1.2 and 1.6.

But “wiping every tear from every eye’ also
requires proactive support from the government
intheform of awell-functioning, well-targeted,
leakage-proof safety net that will both provide
(minimum income) and protect (against adverse
shocks). Thisisaso true in rural India where
economic conditionsfor farmersand labourersare
under stress. The policy issue now isno longer
whether but how best to “provide and protect,”
and technol ogy-based direct benefit transferswill
play animportant roleinthisregard (discussedin
Section 1.7.

1 Bhagwati, J. and Arvind Panagariya, “ Why Growth Matters. How Economic Growth in India Reduced Poverty and
the Lessons for Other Devel oping Countries’, 2013, A Council on Foreign Relations Book, Public Affairs Books.
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Perspiration and inspiration, investment and
efficiency, repectively, determinelong-rungrowth.
But theIndian privateinvestment climateisclouded
by the experience of the last decade. A
combination of factors—weak corporate ba ance
sheets, animpaired banking system, difficulty of
exit, the deficiencies of the public private
partnership (PPP) modd ininfrastructure—could
hold back private investment going forward.
Privateinvestment must remainthemainengineof
long-run growth. But, intheshort tomediumterm,
as the near-intractable problems get slowly
resolved, public investment, especially by the
railways, will haveto play acatalyticrole. These
issues and how the banking system can play a
supportive role are the focus of discussionsin
sections1.8and 1.9.2

Manufacturing and trade have been theengines of
growthinthepost-war period for most economies,
especidly inAsia Thevalidity of that experience
for India, which acquiressalienceinthe context of
the* MakeinIndid initiative, isthefocusof section
1.10. The following section then takes up
challengesrelated totrade.

Sections 1.12 and 1.13—on climate change and
gender equality respectively— deal withissues
which Indiacannot and must not ignore. These
are central to the challenges of growth,
development and equality of opportunity. The
objective of protecting the vulnerable must
specifically takeaccount of thefact that whilelndia
is increasingly young, middle-class, and
aspirationdl, itisstill persistently stubbornly male.

All these policy issues and challenges are
elaborated in Chapters 2-10inthisvolume. The
last section ded swithwhat isadramatic re-shaping
of Centre-State fiscal relations. It provides a
preliminary andlyssof thekey implicationsof the
recommendations of the Fourteenth Finance
Commisson.

Giventheexpectationssurrounding theupcoming
budget, one question needsto be addressed head-
on: Does India need Big Bang reforms? Much

of the cross-country evidence of the post-war
yearssuggeststhat Big Bang reformsoccur during
or intheaftermath of mgjor crises. Moreover, Big
Bang reformsinrobust democracieswithmultiple
actorsand ingtitutionswith the power to do, undo,
and block, arethe exception rather thantherule.
Indiatoday isnot in crisis, and decision-making
authority isvibrantly and frustratingly diffuse.

Not only aremany of theleversof power verticaly
dispersed, reflected in the power of the states,
policy-making has also become dispersed
horizontally. The Supreme Court and the
Comptroller and Auditor Generd haveall exerted
decisveinfluenceover policy actionand inaction.

Moreover, some important reforms such as
Improvementsto tax administration or easing the
cost of doing business, require persistence and
patiencein their implementation, evoked in Max
Weber’smemorablephrase, “d ow boring of hard
boards’.

Hence, Big Bang reforms as conventionally
understood are an unreasonable and infeasible
standard for eval uating the government’sreform
actions.

Equally though, the mandate received by the
government affordsauniquewindow of political
opportunity which should not beforegone. India
needstofollow what might becalled* apersstent,
encompassing, and creative incrementalism’
but with bold stepsin afew areasthat signal a
decisvedeparturefromthe past and that areaimed
at addressing key problems such as ramping up
investment, rationalizing subsidies, creating a
competitive, predictable, and clean tax policy
environment, and accel erating disinvestment.

Thus, Weber’s wisdom cannot be alicence for
inaction or procrastination. Boldnessin areas
wherepolicy leverscan bemoreeasily pulled by
the center combined with that incrementalismin
other areasisacombination that can cumulate over
timeto Big Bang reforms. That isthe appropriate
standard against which future reforms must be
assessed.

2 Financial sector issues were discussed extensively in last year’s Survey.
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1.2. MACROECONOMIC REVIEW AND
OUTLOOK

Macroeconomic fundamentals have
dramatically improved for the better, reflected
in both temporal and cross-country
comparisons.

Start first with the changing macro-economic
circumgtances. Thechanging fortunesof Indiahave
been nothing short of draméticaly postive (Figure
1.1). Inflation has declined by over 6 percentage
points since late 2013, and the current account
deficit has shrivelled from apeak of 6.7 percent
of GDP (in Q3, 2012-13) to an estimated 1.0
percentinthecoming fiscal year. Foreign portfolio
flows(of US$38.4 hillionsinceApril 2014) have
stabilized therupee, exerting downward pressure
onlong-terminterest rates, reflected intheyield
on 10-year government securities, and contributed
tothesurgeinequity prices (31 percent snceApril
in rupee terms, and even more in US dollars,
rankingit thehighest amongst emerging markets).
In a nearly 12-quarter phase of deceleration,
economic growth averaged 6.7 percent but since
2013-14 has been growing at 7.2 percent on
average, the later based on the new growth
estimates (see Box 1.1 on how to interpret them).

As a result of these improvements, India's
macroeconomic position now compares
favourably with other countries. Figure 1.2 depicts
anoveral macro-vulnerability index (MVI) that
combinesacountry’sfisca deficit, current account
deficit, andinflation. Theindex isthuscomparable
across countriesand acrosstime. In 2012, India
wasthe most vulnerable country as measured by
itsindex value of 22.4, comprisinganinflation
rateof 10.2 percent, abudget deficit of 7.5 percent
and a current account deficit of 4.7 percent of
GDP, wdl abovethat intheother countries. Turkey
in 2014 surpassed I ndiabecause of high current

account deficit (of nearly 8 percent). Today, Indias
fortunes haveimproved dramatically and India
demonstrated the greatest improvement in the
MV I whilemany othersmaintained the statusquo
or showed only a marginal improvement or
deteriorated dramatically (Russia@). Indiaisstill
more vulnerable than the mean of countriesinits
investor rating category (BBB) butislessso than
many of itslarger emerging market peers.

If macro-economic stability isonekey elementin
ngacountry’ sStuation/potentid, itsgrowth-
actual and prospective- isanother. A smpleway
therefore to compare the relative economic
situation isto supplement the macro-economic
vulnerability index witha" Rationd Investor Ratings
Index (RIRI).”3In ngtherisksand rewards
of competing destinations, rationd investorstake
into account not just macroeconomic stability
(which proxiesfor risks) but a so growth which
crucialy determinesrewardsand returns.

Infigure 1.3thisindex isdepicted for Indiaanda
number of comparator countries, including the
BRICS, other major emerging markets (Turkey)
as well as countries in India’s investor rating
category (BBB) and category (A) that isabove
India's. Regardless of whether Indian growthis
measured according to the old methodol ogy or
thenew methodology (seeBox 1.1), Indiaexhibits
adramaticimprovement intheindex.

Indiaranksamongst themodt attractiveinvestment
destinations, well above other countries. It ranks
well above the mean for its investment grade
category, and also above the mean for the
investment category aboveit (onthebasisof the
new growth estimates). Amongst BRICS (and
other comparabl e countries) only Chinascores
abovelndia Theredlity and prospect of highand
rising growth, combined with macroeconomic
sability, isthe promiseof Indiagoing forward.

3The RIRI is computed by averaging a country’s GDP growth rate and its macro-economic indicators; the latter
measured as the average of the fiscal deficit, current account deficit, and inflation (all with negative signs). Thus,
equal weight is given to growth and macroeconomic stability. The greater the number, the better should be its
investor rating. Since, updated WEO forecasts are not publicly availablefor all countries, dataare from Citi Group
and have been updated in January assuming an oil pricein therange of US$58-60 per barrel for 2015. Datafrom other

sourcesyield very similar estimatesfor the RIRI.
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1.2A. Macro-economic management and
policy reforms

Reforms have been initiated in a number of
areasand major onesareon thehorizon. The
macroeconomic response to the favourable
terms of trade shock has led to an
appropriately prudent mix of increased
government savingsand private consumption.

Thepolicy reformsof thenew government—actud
and prospective—have attracted worldwide

attention. The cumulativeimpact of thesereforms
on reviving investment and growth could be
significant. Equally important though has been
macro-economic management which needsto be
assessedinsmpleanalytical terms.

Since June 2014, India has experienced avery
favourableterms-of-trade shock asaresult of a
50-55 percent declineinthepriceof crude-oil and
other commodities. The accepted injunction from
the standard macroeconomic manual is that
responses to terms-of-trade shocks should be
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Notwithstanding the new estimates, the balance of evidence and caution counsel in favour of viewing India as
arecovering rather than surging economy.

On January 30, the Central Statistics Officereleased anew GDP seriesthat entailed shifting the base year from 2004-
05 to 2011-12 but also using more data.and deploying improved methodol ogies (Chapter 1 in the second volume of
the Survey provides greater details). New estimates for GDP have been provided for theyears 2011-12 to 2014-15.

How should one view these estimates? First, theimprovement in data.and methods puts I ndia.on par with international
standards of GDP estimation. Indiais perhapsuniqueinthat GDP revisionsresult in lower numbersrather than the
typically high upward revision seenin many countries. The key estimate for the level of GDPfor 2011-12, whichis
the new base year, is actually 2 percent lower than previously estimated.

However, the growth estimates warrant further reflection. On the one hand, directionally the growth estimate for
2014-15relativeto that for 2013-14 seems plausible and consistent with the fact of improving investor sentiment and
reform actions.

On the other, both directionally and in level terms, the growth estimate for 2013-14 is puzzling. According to the new
estimates, growth at market prices in 2013-14 apparently accelerated by 1.8 percentage pointsto 6.9 percent (1.5
percentage points for growth at basic prices).

These numbers seem difficult to reconcile with other developmentsin the economy. 2013-14 was a crisis year—
capita flowed out, interest rates were tightened, there was consolidation—and it is difficult to see how an economy’s
growth rate could accelerate so much in such circumstances. Also, imports of goodsin 2013-14 apparently declined
by 10 percent, which, even accounting for the squeeze on gold imports, is high. Growth booms are typically
accompanied by import surges not import declines. This boom was one over-reliant on domestic demand because
the contribution of net external demand was substantially negative.

This growth surge also appears to have been accompanied by dramatic declinesin savings and investment ratios.
For example, grossfixed capital formation declined from 33.6 percent in 2011-12 to 29.7 percent in 2013-14 while
gross domestic savings declined from 33.9 percent to 30.6 percent. The implication isthat the growth surgein the
crisisyear of 2013-14 was also amassive productivity surge, reflected in anincremental capital ratio that declined
by about 30 percent, and total factor productivity growth that improved by over 2 percentage points. The data
show that private corporate investment increased robustly in 2013-14 which seems at odds with stressed balance
sheets and the phenomenon of stalled projects.

Some clues to understanding the new series are provided in the chart below which decomposes the differences
between the new series into those relating to real GDP growth and those to the deflator. This decomposition is
shown sectorally.

Thelargest discrepancies between thetwo seriesarisein 2013-14 and rel ate to real GDP growth for the manufacturing
sector, where the magnitude is 6 percentage points! Even in 2012-13 the divergence between the two seriesin
manufacturing is’5 percentage points. Jumpsin the level of the manufacturing share of GDP can be attributed to the
new methodology but it isstill unclear why the rate of growth should diverge so much from previous estimates and
from other indicators of manufacturing growth (viz. theindex of industrial production). Even allowing for the fact
that the latter isavolume index and the former avalued-added index, the discrepancy remainslarge. Clearly, these
issues need to be examined in greater detail.

Until alonger dataseriesisavailablefor analysis and comparisons, and until the changes can be plausibly ascribed
to the respective roles of the new base, new data, and improved methodol ogy, the growth narrative of the last few
years may elude afuller understanding. Regardless, the latest numbers will have to be the prism for viewing the
Indian economy going forward because they will be the only ones on offer. But, the balance of evidence and
caution counsel in favour of an interpretation of arecovering rather than surging Indian economy.
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determined by their nature: apositive shock that
isperceived to be permanent should lead tolarger
consumption increases because the country’s
permanent income has increased; on the other
hand, temporary positive shocks should lead to
greater savings. What has Indiadone?

Given the uncertainty about the nature of the
shock, Indiahasappropriately hedged. Figure 1.4
bel ow comparesthedeclineininternationd crude-
oil prices with the corresponding decline in
domesticretail pricesof petrol and diesal. Since
end-June 2014, theinternational price declined
by about 50 percent. Of this, about 17 percent
(representing about 34 percent of the overall
decline) was passed on to consumerswhilethe
government retained therest. In other words, 66
percent of thetermsof trade shock went into the
government’ssavingswith therest being passed
ontoconsumers. (Asdetailedinsection 1.12, the
government’sactionsinthisregard aredsohelping
inform of ade-facto carbon tax.) Accounting for
uncertainty about the future movement of prices,
the macro-economic response has appropriately
balanced savings and consumption, and by
favouring theformer, provided anecessary cushion
to absorb the effects of higher oil pricesin the
future,

1.2B OutLook FOR GROWTH

In the short run, growth will receive a boost
from lower oil prices, from likely monetary
policy easing facilitated by lower inflation
and lower inflationary expectations, and
forecastsof anormal monsoon. Medium-term
prospectswill be conditioned by the* balance
sheet syndromewith I ndian characteristics,”
which has the potential to hold back rapid
increases in private sector investment.

In the coming year, real GDPgrowth at market
pricesisestimated to beabout 0.6-1.1 percentage
pointshigher vis-a-vis2014-15. Thisincreaseis
warranted by four factors. First, the government
hasundertakenanumber of reformsandisplanning
several more(Box 1.2). Their cumulativegrowth
impact will bepositive.

A further impetusto growth will be provided by
decliningail pricesandincreas ng monetary easng
facilitated by ongoing moderation ininflation.
Smulatingtheeffectsof tax cuts, dediningail prices
will add spending power to househol ds, thereby
boosting consumption and growth. Oil isalsoa
ggnificantinput in production, and declining prices
will shore up profit margins and hence balance
sheetsof thecorporate sector. Declining input costs
arereflected inthewholesale priceindex which
moved to deflationterritory in January 2015.
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Further declines in inflation and the resulting
monetary easing will provide policy support for
growth both by encouraging household spending
ininterest-sensitive sectorsand reducing the debt
burden of firms, strengthening their balance sheets.
Thefind favourableimpulsewill bethe monsoon
whichisforecast to be normal comparedto last
yeart, Using the new estimatefor 2014-15 asthe
base, thisimpliesgrowth at market pricesof 8.1-
8.5 percent in 2015-16.

Thepower of growthtolift al boatswill depend
critically onitsemployment creation potentid. The
data on longer-term employment trends are
difficult tointerpret because of the bewildering
multiplicity of data sources, methodol ogy and
coverage (seeBox 1.3). Onetentative conclusion
isthat there has probably been adeclineinlong
run employment growth in the 2000srel ativeto
the 1990s and probably also a decline in the

Economic Survey 2014-15

employment elasticity of growth: that is, agiven
amount of growth leadsto fewer jobscreated than
inthepast. Giventhefact that labour forcegrowth
(roughly 2.2-2.3 percent) exceeds employment
growth (roughly about 1v2 percent), the challenge
of creating opportunitieswill remain sgnificant.

1.2C Outlook for reforms

In the months ahead, several reformswill help
boost investment and growth. The budget should
continue the process of fiscal consolidation,
embedding actionsin amedium-term framework.
India’s overall revenue-to-GDP ratio (for the
generd government) for 2014 isestimated at 19.5
percent by the IMF. Thisneedsto movetoward
levelsin comparator countries—estimated at 25
percent for emerging Asian economies and 29
percent for the emerging market countriesinthe
G-20. Atthesametime, expenditure control should
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Since assuming office in May 2014, the new government has undertaken a number of new reform measures
whose cumulative impact could be substantial.

These include:

® Deregulating diesel prices, paving the way for new investments in this sector;

e Raising gaspricesfrom US$ 4.2 per million British thermal unit to US$ 5.6, and linking pricing, transparently
and automatically, to international prices so as to provide incentives for greater gas supply and thereby
relieving the power sector bottlenecks;

® Taxing energy products. Since October, taking advantage of declining oil prices, the excisetax on diesel and
coal wasincreased four times. In addition to resulting in collections of about ¥ 70,000 crore (on an annualized
basis), this action will have positive environmental consequences, as explained in section 1.12;

® Replacing the cooking gas subsidy by direct transfers on a national scale;

® |nstituting the Expenditure M anagement Commission, which has submitted itsinterim report for rationalizing
expenditures;

® Passing an ordinance to reform the coal sector via auctions;

® Securing the political agreement on the goods and servicestax (GST) that will allow |egislative passage of the
constitutional amendment bill;

® |nstituting amajor program for financial inclusion—the Pradhan Mantri Jan Dhan Yojana under which over
12.5 crore new accounts have been opened till mid-February 2014;

e Continuing the push to extending coverage under the Aadhaar program, targeting enrollment for 1 billion

Indians; asof early February, 757 million Indians had been bio-identified and 139-Aadhaar linked bank accounts
created;

® |ncreasing FDI capsin defense;

® Eliminating the quantitative restrictions on gold;

® Passing an ordinance to make land acquisition less onerous, thereby easing the cost of doing business, while
ensuring that farmers get fair compensation;

® Facilitating Presidential Assent for labour reformsin Rajasthan, setting an examplefor further reforminitiatives
by the states; and consolidating and making transparent a number of |abour laws; and

® Passing an ordinance increasing the FDI cap in insurance to 49 percent. Commencing a program of
disinvestments under which 10 percent of the government’s stake in Coal India was offered to the public,
yielding about ¥ 22,500 crore, of which X 5,800 crore wasfrom foreign investors;

® Passing the Mines and Mineras (Development and Regulation) (MMDR) Amendment Ordinance, 2015isa

significant step in revival of the hitherto stagnant mining sector in the country. The process of auction for
allotment would usher in greater transparency and boost revenues for the States.

be consolidated while ensuring that there is  legislation first by Parliament followed by

switching from public consumption to public
investment, with afocuson eiminating leakages
andimprovingtargetingintheprovisonof subsdies

To provide legal certainty and confidence to
investors, theordinanceson coal, insurance, and
land need to betrand ated into legid ation approved
by Parliament. At the sametime, the congtitutiona
amendment bill to implement the goods and
servicestax (GST) also needsto beenshrinedin

retification by the States. A Ssngle GST rate (across
States and products) set at internationally
competitivelevelswith limited exemptionswould
maximizeits pro-growth, pro-compliance, and
pro-singlemarket creating potential.

While the framework for a modern and
comprehensiveindirect tax sysiemisbeing putin
placewith the GST, parallel effortsarerequired
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Estimates of employment growth and its elasticity relative to economic growth vary widely. However, tentatively,
one might say that employment growth and elasticity have declined in the 2000s compared to the 1990s. Since
labour force growth isin excess of employment growth, labour absorption will be a challenge. Reforms and
faster economic growth will be central to meeting it.

If the new GDP estimates have raised questions about our understanding of recent economic developments,
deciphering patterns of employment growth isno lessachallenge. Thereisalmost abewildering variety of estimates
on employment growth in India. Datacome from multiple sources, for different time periods, coverage and sample
sizes, with varying methodol ogies. These are described in the table below.

Sl. Data Source Periodicity Sector Coverage Population/Sample

1 Census Decada All Population

2 Labour Bureau (LB) Annual All Sample (1.37 lakh househol ds,
6.801akh personsin 2013-14
survey)

3 Nationa Sample Quinquennial All Sample(1.021akh households,

Survey (NSS) 4.57 lakh personsin 2011-12

round)

4 Economic Census(EC) Nofixedperiodicity  All establishments Sample (25 lakh households,

including the unorganized 56 million establishmentsin
sector and excluding crop 2014 EC)

production, plantation,

public administration,

defence and compul sory

social security.
5 Annua Survey of Annual All factories registered 2.17lakhfactoriesin 2012-13
Industries (ASI) under Sections 2m(i) and  survey

2m(ii) of the FactoriesAct,
1948 + all electricity
undertakings engaged in
generation, transmission
and distribution of
electricity registered with
the Central Electricity
Authority (CEA)

Notes: 1. Censusclassifies employed as main and marginal.
2. NSS accounts for both principal and subsidiary status of employment.
3. From the Labour Bureau survey, we estimate population for the age group 15 and above.

4. For ASI datafrom 2000-01 to 2003-04, the census field was modified to include units employing 100 and more
workersinstead of 200 and more workers. Therefore post 2000-01 data are not strictly comparable with that of
previous rounds.

What do these sourcestell us about employment growth and the elasticity of employment growth with respect to
GDP growth for the 1990s and 2000s?* The results are summarized in the table bel ow.
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Table: Employment Growth And Employment Elagticities

CENSUS NSS LABOUR ECONOMIC AS
BUREAU CENSUS
1991 2001 1993-94 1999-00 2011-12 1990 1998 1990-91 2003-04
to to to1999- to to to to to to
2001 2011 2000 2011-12 2013-14 1998 2014 1998-99 2012-13
ChangeinEmployment 834 792 255 734 915 129 244 043 507
(million)
Employment Growth 25 18 11 14 10 21 27 06 5.7
GDP Growth 57 17 6.8 73 46 6.1 6.6 55 10.7
Employment Elasticity 044 024 0.16 0.19 022 035 041 012 054

A few very tentative conclusions can be drawn from what are fairly noisy estimates. Aggregate
employment growth has been above 2 percent in the 1990s. The Census and Economic Censusare
fairly closeto each other inthisregard, although the NSS data paintsadifferent picture. Employment
growth declinesto between 1.4 and 1.8 percent in the 2000s according to both the Censusand NSS.
In contrast, employment growth in organized industry exhibitsthe opposite temporal pattern, with
substantialy higher employment growth in the 2000s compared with the 1990s.

A similar patternissuggested for theemployment e asticity of growth: higher elasticity of about 0.35-
0.44 in the 1990s and a drop to close to 0.2 in the 2000s. The most recent data from the Labour
Bureau indicatesthat since 2011-12 too, the employment elasticity hasremained low. Employment
absorption wasevidently lesssuccessful inthelast decade.

Regardless of which datasourceisused, it seemsclear that employment growth islagging behind
growth in the labour force. For example, according to the Census, between 2001 and 2011, |abor
force growth was 2.23 percent (mal e and female combined). Thisislower than most estimates of
employment growth in this decade of closer to 1.4 percent. Creating more rapid employment
opportunitiesisclearly amagor policy chalenge.

1In computing the employment elasticity, consistency of coverage between the employment and growth datais
ensured to the extent possible. For example, for EC data, manufacturing GDPisused asthe rel evant base; whilefor
ASI data gross value addition (deflated by Manufacturing GDP) is used as the base in the computations.

References: Misra, Sangita and Anoop K Suresh “ Estimating Employment Elasticity of Growth for the Indian Economy” ,
2014, RBI Working Paper Series 6.

Mehrotra, Santosh “Explaining Employment Trends in the Indian Economy: 1993-94 to 2011-12", 2014,
Economic and Political Weekly, XLI1X(32).

onthedirect tax side. The objective should beto
create a competitive, predictable, clean, and
exemptions-light tax policy regimethat will lower
thecost of capitd, incentivizesavings, andfecilitate
taxpayer compliance.

The government and the RBI need to conclude
the monetary policy framework agreement to
consolidatetherecent gainsininflation control and
codify into aningtitutional arrangement what has
becomethe defacto practice. Thiswould signal

that both government and RBI jointly sharethe
objectivesof low and stableinflation.

Reformsof labor and land laws and reducing the
costs of doing business will need to be ajoint
endeavor of the Statesand Center (see Box 3 of
the Mid-Year Economic Analysis 2014-15 for
an elaboration). The game-changing potential of
implementing the GST and moving to technol ogy-
enabled Direct Benefit Transfers—whichwecal
the JAM (Jan Dhan-Aadhaar-M obile) Number
Trinity solution-should not be underestimated.
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1.3 INFLATION AND M ONEY

Structural shifts in the inflationary process
are underway caused by lower oil prices and
deceleration in agriculture prices and wages.
These are simultaneously being reflected in
dramatically improved household inflation
expectations. The economy is likely to over-
perform on the RBI’s inflation target by
about 0.5-1.0 percentage point, opening up
the spacefor further monetary policy easing.

As elaborated in the Mid-Year Economic
Analysis2014-15, theevolutionininflation has
surprised market participantsand policy makers,
including the RBI. The momentum, measured as
the three month average seasonally adjusted and
annualized, hasdeclined from nearly 15 percent
to below 5 percent (Figure 1.5).° Interestingly, the
momentum of food priceshasdeclined evenmore
andisat levelsbelow overall inflation.

Goingforward, thismomentumislikely topersst
because of three striking devel opmentsin three
areasthat Sgnd agtructura shiftintheinflationary
process in India: crude-oil, agriculture, and
inflation expectations.

Crude-ail pricesareexpectedtoremainbenignin
the coming months. Indeed, the average of
estimatesby theMFfor (crude spot) and by the
USEnergy InformationAdministration (EIA) for
Brent and West TexasIntermediate crudeindicates
that oil priceswill be about 29 percent lower in
2015-16 compared with 2014-15 (US$ 59 versus
US$82) (Figure 1.6).

Therisk that thedeclineinoil priceswill reverse
itself dwaysexistsbecause of unpredictablegeo-
political developments. However, the persistence
of moderated oil pricesseemshighly probablefor
at least three reasons. weaker global demand,
increased supplies, and the global monetary and
liquidity environment.

Demand will remain soft because of dow growth
inmajor areas of theworld economy, including
Chinaand Europe. Supply shiftsare occurring
related to theincreasein crude-oil and shalegas
production inthe USand the concomitant decline
inthe oligopolistic power of OPEC, notably its
swing producer, Saudi Arabia(which decided not
to react to the increase in supply from other
sources). Going forward, pricescould increasingly
be determined by the marginal cost of shae
production estimated at around US$ 60-65 per
barrel .6

Finally, the anticipated end to the abnormally low
interest cycleinthe USand the prospect of future
rateincreaseswill favour extraction of oil over
keepingitintheground, thereby further boosting
supply and keeping prices soft. Higher rateswill
asoleadtofinancial asset-redlocation away from
commodities, especidly oil, asaclassinto US
financid ingruments.

Onelesson of the2000sisingtructive. Thisdecade
witnessed an across-the-board increase in
commodity prices partly on account of excess
liquidity, created by synchronized monetary policy
easing in the advanced countries. That
synchronization hasbeen broken by thediverging
macro-economic pathsof theUnited States, where
recovery will leadtoareversontonorma monetary
policy, on the one hand, and Europe and Japan,
ontheother, where policiesmay remainloose. Of
course, if China starts slowing and responds
through a combination of cheaper credit and a
depreciating exchangerate, global liquidity could
surge again but the USwill still beintightening
mode.

Second, inadditionto il prices, India’sinflation
will be shaped by pressures from agriculture,
foreign and domestic. According to World Bank
projections, global agricultura priceswill remain
muted- alikely decline of 4.8 percent in 2015

5 Figure 1.5ishased on the new, re-based (from 2010 to 2012) CPI index.

5 Arezki, R & Olivier Blanchard, “The 2014 oil price slump: Seven key questions’, January 2015 accessed at
http://www.voxeu.org/article/2014-oil-price-slump-seven-key-questions.
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relativeto 2014. Thiswill likely haveakey impact
in moderating increases in domestic support
prices.’

Themogt dramatic structurd changerelatestowage
pressures. AsshowninFigure 1.7, wage growth
has declined to about 3.6 percent from over 20
percent. If thesetrendscontinue, rurd wagegrowth
can continue to decel erate, further moderating
inflationary pressures.

Thethird factor relatesto inflation expectations.
Until recently, household surveys of inflation
expectation conducted by the RBI showed that
expectations have been stubbornly persistent and
a levelswdl aboveactud inflation. Butinthemost
recent survey they dropped by nearly 7-8
percentage pointsover al horizons(Figure 1.8).
If thischange conveyssomeinformation, inflation

expectationswill increasingly beanchored a more
reasonablelevels, moderating wage setting.

In sum, the structural shift that wasarguedinthe
Mid-Year Economic Analysis 2014-15 seems
well under way. Consumer priceinflationwhichis
likely to print at 6.5 percent for 2014-15islikely
to declinefurther. Our estimatefor 2015-16isfor
CPI inflation to bein 5.0-5.5 percent range and
for the GDP deflator to bein the 2.8-3.0 percent
range. Theimplication isthat the economy will
over-perform on inflation which would clear
the path for further monetary policy easing.

Trendsinfinancia marketssuggest that therehas
been agradual easing of deposit ratesin recent
few monthsasyie dson 10 year government bonds
have been falling consistently during this period
(Figure 1.9). Declining yields could trigger
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" The domestic production of oilseedsand pulsesislikely to be below target, but greater imports could help dampen

inflationary impul sesfrom this sector.
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reductioninlending ratesby banksinthe coming
months. With theeasing of inflationary conditions,
theRBI hasdready sgndled ashiftinthemonetary
policy stancewhenit cut policy repo ratesby 25
basispointsto 7.75 percent in January 2015. In
someways, further monetary policy easngwould
entall thepolicy ratecatching upwith market rates.

Liquidity conditions have remained broadly
balanced so far during 2014-15. The
implementation of arevised liquidity management
framework hashelpedinreducing volatility inthe
overnight inter-bank segment and better anchoring
the call rate near the policy rate. With thefiscal
deficittoremain under control andthenew liquidity
management framework in place, liquidity
conditionsare expected to remain comfortablein
2015-16.

1.4 EXTERNAL SECTOR

The outlook is favourable for the current
account and its financing. A likely surfeit,
rather than scarcity, of foreign capital will
complicate exchangerate management. Risks
from a shift in US monetary policy and
turmoail in the Eurozone need to be watched
but could remain within control.

Theoutlook for theexternal sector isperhapsthe
most favourable since the 2008 global financial
criss, and especidly compared to 2012-13, when
elevated oil and goldimportsfudled asurgeinthe
current account deficit. Global crude petroleum
prices averaged about US$ 47/ bbl in January
2015 and about US$ 90/bbl for theyear asawhole
(April 2014-January 2015). Assuming afurther
moderation in average annual price of crude
petroleum and other products, the current account
deficitisestimated at about 1.3 per cent of GDP
for 2014-15 and lessthan 1.0 per cent of GDPin
2015-16.

A ruleof thumbisthat aUS$10 reductioninthe
priceof oil helpsimprovethe net trade and hence
current account balance by US$ 9.4 hillion.
Moderated gold importswill also help sustaina
manageabl e current account deficit. Sincethe
elimination of restrictionson goldin November,
goldimportshavefalenwell below theelevated
levels seen in 2013. Declining international

pricesaswell asmoderating inflation have meant
that gold imports averaged US$ 1.3 hillionin
December 2014 and US$ 1.6 billionin January
2015 compared with US$ 4.2 billionin October
2014 and US$ 5.6 billionin November 2014.
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The outlook for external financing is
correspondingly favourable, and surfeit rather than
scarcity may posethegreater chalenge. Financia
flowsin 2014-15 arelikely to bein excessof US$
55 hillion, leading to a sizeable accretion to
reserves by about US$ 26 billion, to about US$H
340billion (Figure1.10). Thishasbeenfacilitated
by extensive RBI exchange market intervention.
Theseinflowsarelikely to continuethroughalarge
part of 2015-16. A key implicationisthat if the
current account deficitislower, agivenlevel of
capita inflowswill creategreater upward pressure
ontherupee.

One source of concern is muted export growth
and rising non-oil, non-gold importswhich could
be affected by India's deteriorating
competitiveness, reflected in the appreciation of
thereal effective exchangerate by 8.5 per cent
since January 2014. Theinteresting fact hereis
that higher inflationin Indiarelativeto trading
partnersiscontributing only 2.3 percentage points,
with theremaining 6.2 percentage pointsaccounted
for by the rupee strengthening in nominal terms
against other currencies. In other words, surging
capita inflows, notwithstanding theintervention by

the RBI both in spot and forward markets,
accounts for the bulk of the deteriorating
competitiveness.

Reconciling the benefits of theseflowswiththeir
impact on exportsand the current account remains
animportant challengegoing forward. The RBI,
inother words, will beonthetrident of themacro-
economictrilemma, struggling to reconcile capital
account openness and surging inflows, monetary
policy independence, and the economy’s
competitiveness.

Four factorsposerisksto theexterna situation:

e renewed financial market volatility in
response to US Federal Reserve
monetary tightening which is expected
later thisyear;

e possible turmoail if the viability of the

Eurozone were to come into question
in the event of a Greek exit;

e a spike in oil prices related to
geopolitical events; and

e a slowly deteriorating international
trade environment.
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Two pointsareworth noting ontherisksemanating
from the Fed and Eurozone.

Firg, Indiamay bevulnerablebecauseasubgtantia
portion of theforeign flowssinceMarch 2014 are
interest sengtive. Of thetotd portfolio cumulative
flows (US$38.4 billion), about US$ 23.8 billion
havebeen portfoliodebt flows. Thededineinyidds
on government and corporate bonds shown in
Figure 1.9 reflects these flows. Fed tightening
could lead to reversal of some of theseinflows,
placing downward pressure on the rupee.

However, Indiaismoreresilient today thanin 2014
or 2013 not only because of greater reserves, but
more importantly, due to a healthier macro-
economic position. While complacency isnever
warranted, over-anxiety should also be kept at
bay. Inthe medium-term, it is perhapsthetrade
challengethat isagreater source of concern (see
section 1.11 below).

A larger issueontheexterna frontisgeo-drategic.
If power used to flow fromthebarrel of agun, in
anincreasingly inter-dependent economicworld,
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hard and soft power derive from awar-chest of
foreign exchange reserves. China's abundant
reserves have highlighted this fact. Reserves
provide a cushion against shocks, creating
economic and financial resilience. But they also
creategeo-paliticd influence.

Today, China has de-facto become one of the
lendersof last resort to governmentsexperiencing
financial troubles. It has a so becomeone of the
bigger providersof development assi stance both
bilaterally and plurilateraly. China, initsown
heterodox and multipleways, isassuming theroles
of both an International Monetary Fund and a
World Bank as a result of its reserves. The
acquisition of reservesisnot costless becauseit
requiresapolicy of mercantilismand consequentia
distortion of financial and exchange markets. But
thereisacost-benefit analysisthat needsto be
undertaken. The question for India, asarising
economic and political power, iswhether it too
should consider a substantial addition to its
reserves, preferably its own reserves acquired
though running cumulative current account
surpluses, possibly targeting alevel of US$ 750
billion- 1trillion over thelongrun.

1.5 AGRICULTURE

TheFirs Advance Estimate of Kharif crops(July-
September 2014) indicates lower production
compared tothelast year. However, the estimate
isgenerally revised upwards. TheRabi cropsdata
released by the Directorate of Economics and
Statisticsrecently indicatesthat although the total
areacoverage hasdeclined, areaunder whesat has
gone down marginally by 2.9 per cent.
Neverthdess, for 2014-15, the CSO hasestimated
apostivegrowthrateof 1.1 per cent for agriculture
despitelower rainfall that wasonly 88 per cent of
long-period average, and following abumper year
in 2013-14. The CSO estimate is value-added
while agricultural production data are volume

based, hencepositiveagricultura GDPgrowthis
not incond stent with volumedeclinesbecauseinput
costshavedeclined sharply.

But perhapsadeeper shift in agriculturemay be
under way which callsfor greater atentiontothis
sector. Thedecadelong shift inthetermsof trade
toward agriculture may have cometo anend as
global agricultural prices have peaked. Thisis
illustrated infigure 1.12 which plotstheterms of
tradefor agriculture according to two different
measures. Both show ad ow decline after 2010-
11, following severa yearsof improvement.®

As the terms of trade deteriorate and as rural
incomes come under pressure (see also Figure
1.7), thepalitical pressurefor support will increase.
Already, there have been proposa storaisetariffs
inanumber of sectorslike oilseeds and pulses
and to provide export subsidiesin sugar.

Oneresponsein the short run must beto enhance
targeted support for thevulnerableinagriculture,
namely thesmall farmer and agricultura [abourer.
The MGNREGA program hasthevirtueof being
reasonably well-targeted. Thechalengehereisto
build on thisfeatureand usethe program to build
assetssuch asrural roads, micro-irrrigation and
water management, while also shoring up rural
incomes.

In the medium-term, thetimeisripefor amore
broad-based response to the challenges in
agricultureand to ensurethat agriculturegrowsat
about 4 percent on asustained basis.

One of the most striking problems is how
unintegrated and distortions-ridden are our
agricultural markets(seechapter 8 of thisvolume,
which aso offerspossible solutions). Indianeeds
a national common market for agricultural
commoditiesby making theAgricultural Produce
Market Committees (APMCs) just one among

8 The TOT indices are based on the following formulae adopted by the Group (WG) in May 2012 under the

chairmanship of Professor S. Mahendra Dev.

Index of Price Receivedfor FarmProducts

(1) Index of Termsof Trade=

(2) Index of Termsof Trade=

Index of Price Receivedfor FarmProducts and Agricultural Wages

X
Index of PricePaidfor FarmInputs, Final Consumption and Capital Investment

X100

Index of PricePaidfor FarmInputs, Final Consumption and Capital | nvestment
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many optionsavailablefor thefarmersto sdll their
produce.

Rationalisation of subsidiesand better targeting of
beneficiaries through direct transfers would
generate part of the resources for the public
investment that isessentid inresearch, education,
extension, irrigation, water-management, soil
testing, warehousing and cold-storage. Digtortions
emerging from various policies, including,
exempting user chargesfor electricity and water
need to be reduced, though better targeting and
eliminating leskages.

The recommendations of the Shanta Kumar
Committeeprovideuseful suggestionsfor thefuture
road-map of food-policy. Thefunctioning of the
Food Corporation of Indianeedsto be revamped
substantiadly.

Therearedsowidedifferencesintheyieldswithin
sates. Eventhebest of the tateshavemuch lower
yiddindifferent cropswhen compared to the best
intheworld. Thisisevident fromtheTable 1.1
below.

Vast amountsof cropped area (approximately 41
percent) arestill unirrigated. Providing irrigation
canimproveyiedssubstantially. For ashiftinthe
underlying productionfunction, invesmentinbasic
research will be necessary. Thisprovidesample

opportunity toincrease production by bridging the
yield-gap tothe extent feasiblewithin theclimatic
zone. Indtitutionally, thetimemay beripefor re-
assessing the role of the Indian Council of
Agricultural Research (ICAR), itsrelationships
with the state agricultural universitiesaswell as
withindividud inditutes(say thelndianAgricultura
Research Ingtitute or theNationa Dairy Research
Ingtitute), and whether research, education, and
extension should be separated.

To provide efficient advance price-discovery to
farmersand enable them to hedge pricerisksthe
Forward Markets Commission is being
strengthened. The concern that there may be
unnecessary speculation should be addressed
though moreeffectiveregulation aong thelinesof
therecommendationsmadeby the Financid Sector
Legidative ReformsCommisson (FSLRC).

1.6 THE GROWTH-FISCAL POLICY
CHALLENGE

India can balance the short-term imperative
of boosting public investment to revitalize
growth with the need to maintain fiscal
discipline. Expenditure control and
expenditure switching, from consumption to
investment, both in the upcoming budget and
in the medium term will be key.
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Crop IndiaHighest Yield (Sate) World Highest Yield
Paddy Punjab - 3952 China- 6661

Wheat Punjab - 5017 UK - 7360

Maize Tamil Nadu - 5372 USA - 8858
Chickpeas AndhraPradesh - 1439 Ethiopia- 1663
Cotton Punjab - 750 Australia- 1920
Rapeseed/Mustard Seed Gujarat- 1723 UK - 3588

Note: Figuresarein yield/kg/hectare and pertain to 2012.

The Medium-Term Fiscal Framework

Notwithstanding the challenging nature of the
2014-15 budget, elaborated in the Mid-Year
Economic Analysis 2014-15, the Government will
adhereto thefiscal target of 4.1 per cent of GDP.
Despite weakness in revenue collection and
delayed disnvestment, new excisesondiesel and
petrol (revenueyield of about ¥ 20,000 crores),
reduced subsidies, and expenditure compression
will ensurethe commitment todiscipline.

India can reconcile the requirements of fiscal
consolidation andtheimperativeof boosting public
investment to revivegrowth and crowd-in private
investment provided theright lessonsarelearnt.
How s0?

Since this is the first full budget of the new
government, and especially in light of the far-
reaching recommendations of the Fourteenth
Finance Commission, thetimeisripefor reviewing
the medium-term framework and setting targets
for theupcoming year againgt that background and
taking account of the lessons of recent history
(Figure1.13).

Three phases marked recent fiscal history. Inthe
first (2002-08), rapid growth improved all fiscal
aggregates, flowsand stocks. But failureto control
expenditure, especially revenue expenditure,
towards the end of that phase, combined with
excessive counter-cyclica policiesinthesecond
phase (2009-12) ledto alossof fiscal control that
contributed to the near-crisisof 2013. A casualty
has been low and stagnating capital expenditure.
In the third phase (2013-today), amodicum of

fiscal stability has been restored. This history
suggeststhefollowing strategy going forward.

First, in the medium term, India must meet its
medium-term target of 3 percent of GDP. This
will providethefiscd pacetoinsureagaing future
shocks and aso to move closer to the fiscal
performance of itsemerging market peers. It must
also reverse the trgjectory of recent years and
move toward the ‘golden rule’ of eliminating
revenue deficitsand ensuring that, over thecycle,
borrowingisonly for capitd formation.

Second, theway to achievethesetargetswill be
expenditurecontrol and expenditureswitching from
consumptiontoinvestment. And thesecular decline
in capital expenditure in the last decade has
undermined India slong rungrowth potentia. From
2016-17, asgrowth gatherssteam and asthe GST
isimplemented, the consequentia tax buoyancy
when combinedwith expenditurecontrol will ensure
that medium term targets can be comfortably met.
Thisbuoyancy isassured by history becauseover
the course of thegrowth surgeinthelast decade,
theoverall tax-GDPratio increased by about 2.7
percentage points, from 9.2 percent in 2003-04
t0 11.9 per cent in 2007-08 even without radical
tax reform.

Third, themedium-term commitment todiscipline
cannotresultinanAugustinian deferment of actions
Intheupcoming year, too, fisca consolidation must
continue. However, theneed for acce erated fiscal
consolidation has lessened because macro-
economic pressureshavesgnificantly abated with
thedramatic declineininflation and turnaroundin
thecurrent account deficit. Inthesecircumstances,
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especidly if theeconomy isrecovering rather than
surging, pro-cyclicd policy islessthanoptimal.

Debt dynamics also remain favourable going
forward, ensuring asteady strengthening of public
sector balance sheets. Further, accelerated fiscal
consolidation will haveto be conditionedinthe
upcoming fiscal year by a number of new and
exceptional factors, such asimplementing the
recommendations of the Fourteenth Finance
Commission, dearing thecompensation obligations
tothe statesfor thereductioninthe central sales
tax in 2007-08 and 2008-09, and the need to
increase publicinvestment.

Nevertheless, to ensure fiscal credibility, and
consistency with the medium-term goals, the
upcoming budget should initiate the process of
expenditure control to reduce both thefiscal and
revenuedeficits. At the sametime, thequality of
expenditure needsto be shifted from consumption,
by reducing subsidies, toward investment. Broadly
gpeaking, theadditiona spaceopened up, including
through a reduction in subsidies and higher
disinvestment proceeds, should be occupied by
publicinvestment. Increasesin thetax-GDPratio,

stemming from the excise tax increases on
petroleum products, will also help achieveboth
short and medium term fiscal goals.

1.7 WIPING EVERY TEAR FROM EVERY
EYE: THE JAM NUMBER TRINITY SOLUTION

The debateis not about whether but how best
to provide active government support to the
poor and vulnerable. Cash-based transfers
based on the JAM number trinity—Jan Dhan,
Aadhaar, Mobile— offer exciting possibilities
to effectively target public resourcesto those
who need it most. Success in this area will
allow prices to be liberated to perform their
role of efficiently allocating resources and
boosting long-run growth.

Sixty eight years after Independence, poverty
remainsone of India’slargest and most pressing
problems. No nation can become great whenthe
lifechancesof so many of itscitizensare benighted
by poor nutrition, limited by poor learning
opportunities, and shrivelled by gender
discrimination (discussedin section 1.13). The
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recent Annua Survey of Education Report (ASER),
which showsstagnationinlearning outcomesover
the past decade, makesfor sobering reading (see
Box inVolume 2, Chapter 9).

Economic growth is good for the poor, both
directly becauseit raisesincomesand becauseit
generatesresourcestoinvestinthe public services
and social safety netsthat the poor need. Growth
—andthe prospectsand opportunitiesthat it brings
—adsoencouragesindividuastoinvestintheir own
human capita. A recent study found strikingly that
merely informing families in villages outside
Bangalorethat call centreswerehiring educated
women increased the likelihood that adolescent
girlsinthosevillages completed school®.

However, growth must be complemented with
effective state-delivered programsthat raisethe
living standards of themost vulnerablein society.
To be successful, anti-poverty programs must
recognise that policies shape the incentives of
individualsand firms, and a so acknowledgethe
limited implementation capacity of the state to
target and deliver public servicesto the poor.

Boththe central and state governmentssubsidise
a wide range of products with the expressed
intention of making these affordablefor the poor.
Rice, wheat, pulses, sugar, kerosene, LPG,
naphtha, water, electricity, fertiliser, iron ore,
raillways—thesearejust asubset of the products
and servicesthat thegovernment subsidises. The
estimated direct fiscal costs of these (select)
subsidiesare about ¥ 378,000 crore or about 4.2
percent of GDR Thisisroughly how muchitwould
cost to raise the expenditure of every household
to that of ahousehold at the 35th percentile of the
income distribution®® (which iswell above the
poverty lineof 21.9 percent™ ). Table 1.2 below

presentssomerough, illustrative estimates of the
cost of these subs diesand who benefitsfromthem.

Price subsidies, no doubt provide help, but they
may not have a transformative effect on the
economic lives of the poor. For many subsidies,
only asmadl fraction of the benefitsactudly accrue
to the poor. For example, electricity subsidies
benefit mainly the (relatively wedlthy) 67.2 percent
of householdsthet aredectrified. A largefraction
of subsidiesallocated to water utilities are spent
on subsidising private taps when 60 percent of
poor householdsget their water from public taps'3.

Moreover, theimplementation of subsidiescanbe
fiendishly complex. Inthe case of fertilizers, they
arefirm-gpecific and import-cons gnment specific,
they vary by typeof fertilizer, and someareona
fixed-quantity basswhileothersarevariable.

Subsidies are a so susceptibleto the brutal logic
of self-perpetuation. Inthe case of sugar, to protect
sugar cane producers high support prices are
awarded; to offset thistax on mill owners, they
are supported through subs dized loansand export
subsdies, and thenthey areagain taxed by placing
restrictionson salesof molassesthat are produced
asaby-product.

Different subsidiesalso interact to hurt the poor.
For example, fertiliser manufacturersdo not have
theincentiveto sall their product in hard-to-access
regions, Since price controlsmean that pricesare
amilar everywhere, sofreght subsdiesonralways
have beenintroduced to incentivise manufacturers
to supply their producewiddy. But thosesubsidies
aresometimesinsufficient, sincefreight ratesare
among the highest intheworld, and intentiona ly
S0, to cross-subsidise artificially low passenger
fares. Thisisan example of how amesh of well-
meaning price controlsdistort incentivesinaway
that ultimately hurt poor households.

9 Jensen, Robert, “ Do Labor Market Opportunities Affect Young Women’s Work and Family Decisions? Experimental
EvidencefromIndia” 2012, Quarterly Journal of Economics.

10 Economic Survey of India2014-15, Val. |, Chapter 3.

11 Planning Commission, July 2013, reporting on the Tendulkar Commission (http://planningcommission.nic.in/

news/pre pov2307.pdf)
12 Censusof India(2011), Source of Lighting.

13 Do Current Water Subsidies reach the poor?, MIT and World Bank working paper (http://web.mit.edu/
urbanupgrading/waterandsanitati on/resources/pdf-fil es/\Water Tariff-4.pdf)
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The bottom 80 percent of
households constitute only

28.1 percent of total passenger
through fare on railways

The bottom 50 percent of
households only consume 25
percent of LPG

41 percent of PDS kerosene
alocation are lost as leakage, and
only 46 percent of the remainder is
consumed by poor households

Urea and P& K manufacturers
derive most economic benefit
from the subsidy, since farmers,
especialy poor farmers, have
elastic demand for fertiliser

15 percent of PDSriceislost as
leakage. Householdsinthe
bottom 3 deciles consume 53
percent of the remaining 85 percent
that reaches households

54 percent of PDS wheat is lost as
leakage. Householdsin the bottom
3 deciles consume 56 percent of the
remaining 46 percent that reaches
households

The bottom 3 deciles consume
36 percent of subsidised pulses

Average monthly consumption

of bottom quintile =45 kWh vstop
quintile= 121 kwWh. Bottom quintile
capturesonly 10 percent of thetotal
electricity subsidies, top quintile
captures 37 percent of subsidy
Most water subsidies are allocated
to private taps, whereas 60 percent
of poor households get their water
from public taps

48 percent of PDS sugar is lost
asleakage. Householdsinthe
bottom 3 deciles consume

44 percent of the remaining

52 percent that reaches households

Total

X 377,616 4.24

All expenditure deciles are based on datafrom the househol d expenditure modul e of the 68" Round of the NSS (2011-12)
Railways—www.ncaer.org/free-download.php?pl D=111 , p107 & NSS 68th round

L PG — Computationsfrom the 68" Round of the NSS (2011-12)
Kerosene — Economic Survey of India 2014-15, Vol. | ,Chapter 3.
Fertiliser — Agricultural Input Survey, http://inputsurvey.dacnet.nic.in/national tabl e3.aspx
Rice & wheat — Economic Survey of India 2014-15)\ol. |, Chapter 3.
Pulses— Computations from the 68" Round of the NSS (2011-12)
Water — Report by MIT and World Bank http://web.mit.edu/urbanupgrading/waterandsanitati on/resources/pdf-
files’'Water Tariff-4.pdf , p2

Sugar — Department of Food & Public Distribution (http://df pd.nic.in/fcamin/sugar/Noticel.pdf)
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Fertiliser subsidesillustrate another difficulty with
using price subsidies as a core anti-poverty
srategy. Thetrueeconomicincidence of asubsidy
dependsonthereative dadticities of demand and
supply, with the party less responsive to price
changes benefiting more from a subsidy. The
ultimateaim of subsidising fertiliser isto provide
farmers with access to cheap fertilisers to
incentivise usage and cultivation of high-yielding
varieties. Yet because it islikely that farmers

demand for fertiliser ismore sensitive to prices'
than fertiliser manufacturers’ supply, thelarger
shareof economic benefitsfromthe price subsidy
probably accrueto thefertiliser manufacturer and
thericher farmer who accountsfor alarger share
of fertiliser consumption, not the beneficiary most
in need, namely the poor farmer.

High minimum support for riceand whest distort
crop choice, leading to water-intensive cultivation
in areaswhere water tables have been dropping
like astone, and ultimately induce greater price
volatility in non-M SP supported cropswhich hurts
consumers, especialy poor householdswho have
volatileincomesand lack the assetsto weather
economic shocks. High M SPsa so pendiserisk-
taking by farmerswho have ventured into non-
traditiona crops.

At firgt glance, kerosene seemsagood candidate
for pricesubsidiesasit ispopularly conceived to
be consumed mostly by the poor, and yet work
donein this Survey (Chapter 3) based on NSS
data show that only 59 percent of subsidised
kerosene allocated via the PDS is actually
consumed by households, with theremainder lost
to leakage, and only 46 percent of total
consumption isby poor households. Eveninthe
case of thefood distributed viathe PDS, leakages
arevery high (about 15 percent for riceand 54
percent for wheat, with most of these leakages
concentrated inthe APL segment).

This illustrates the importance of basing anti-
poverty policy on data rather than popular
perception. It also underscores the need for
policymakers to acknowledge as a first-order
concernthegae sown condraintsinimplementing
effective, well-targeted programs.

Technology isincreasingly affording better means
for the government toimprovetheeconomiclives
of thepoor. The JAM Number Trinity—Jan Dhan
Yojana, Aadhaar and M obile numbers— might
well be agame changer becauseit expandsthe
set of welfare and anti-poverty policiesthat the
gate canimplement infuture. Thesetechnologica
innovationshaverenewed academicinterestinthe
potentia of direct cashtransfersto help the poor.
Recent experimental evidence documents that
unconditional cash transfers—if targeted well —
can boost household consumption and asset
ownership and reducefood security problemsfor
theultra-poor.”®

Cashtransfers can a so augment the effectiveness
of existing anti-poverty programs, like the
MGNREGA. A recent study?® reported evidence
from Andhra Pradesh where MGNREGA and
social security payments were paid through
Aadhaar-linked bank accounts. Households
received paymentsfaster with the new Aadhaar-
linked DBT system, and |eakages decreased so
much that the value of thefiscal savings—dueto
reduced | eakages—were 8 times greater thanthe
cost of implementing the program. Much of the
leakage reduction resulting from biometric
identification semsfromfewer ghost beneficiaries.
Indeed, the government isalready realizing the
gainsfromdirect benefit trandfersareasby paying
cooking gas subsidies directly into the bank
accountsof 9.75 crorerecipients.

For theagriculture sector which iscurrently under
dress, thisevidence createspossihilities. Thevirtue

14 One estimate suggests that farmers' demand for fertiliser falls by nearly 6.4 percent for a 10 percent increasein
fertiliser prices. Dholakia, R.H. and Jagdip Majumdar, “ Estimation of Price Elasticity of Fertilizer Demand in

India”, 2006, Working Paper.

15 Johannes Haushofer & Jeremy Shapiro, “Household Response to Income Changes: Evidence from an
Unconditional Cash Transfer Programin Kenya”, 2013, Working Paper.
16 Karthik Muralidharan, Paul Niehaus & Sandip Sukhtankar, “Building State Capacity: Evidence from Biometric

Smartcardsin India”, 2014, Working Paper.
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of MGNREGA, for dl itsdeficiencies, isthat itis
self-targeting. If the program could lead to the
cregtion of rurd assetssuch asrurd roads, micro-
irrigation and water management infrastructure,
and if leakages could be minimized through the
JAM number trinity, rural Indiacould witnessboth
the creation of opportunity and protection of the
vulnerable.

Today thereareabout 125.5 million Jan Dhan bank
accounts’’, 757 million Aadhaar numbers, and
approximately 904 million mobilephones®®. Itis
possibleto envisage that when the JAM trinity
becomeslinked, thegod of periodic and seamless
financial transfers to bank accounts after
identification through the Aadhaar number canbe
implemented withimmeasurable benefitsto he ping
thelives of the poor. The heady prospect for the
Indian economy isthat, with strong investmentsin
state capacity, that Nirvana today seemswithin
reach. It will beaNirvana for two reasons—the
poor will be protected and provided for; and many
pricesin Indiawill beliberated to perform their
roleof efficiently dlocating resourcesand boosting
long-run growth. Even asit focuses on second and
third generation reformsin factor markets, India
will then be able to complete the basic first
generationreforms. Thiswill bethegrand bargain
inthepolitica economy of Indian reforms.

1.8 GROWTH, PRIVATE AND PUBLIC
INVESTMENT

“The balance sheet syndrome with Indian
characteristics” creates a web of difficult
challenges that could hold back private
investment. Private investment must remain
the primary engine of long-run growth. But
in theinterim, to revive growth and to deepen
physical connectivity, public investment,
especially in the railways, will have an
important role to play.

Sincethe new government assumed office, adew
of economicreformshasledto apartia reviva of

investor sentiment. Tentative sgnsthat theworst
isover areevident for examplein datathat shows
that therate of stdled projectshasbeguntodecline
and that the rate of their revival isinching up
(Figure1.14).

But increasing capital flowsareyet to trandate
into adurable pick-up of red investment, especidly
in the private sector. This owesto at least five
interrelated factorsthat lead to what the Mid-Year
Economic Analysis called the “balance sheet
syndromewith Indian characteristics.”

First, hobbled by weak profitability and weighed
down by over-indebtedness, the ndian corporate
sector islimitedinitsability toinvest going forward
(the flow challenge). One key indicator of
profitability—theinterest cover ratio, whichif less
thanoneimpliesfirms cashflowsarenot sufficient
to pay thelr interest costs—hasalsoworsenedin
recent years (Figure 1.15). Further, asthe Figure
1.16 shows, the debt-equity ratios of thetop 500
non-financia firmshave been steadily increasing,
and their level now isamongst the highest inthe
emerging market world.

Second, weak ingtitutionsrelating to bankruptcy
meansthat the over-indebtedness problem cannot
be easily resolved (the stock and * difficulty-of-
exit’ chdlenge). Thisisreflectedinthe persstence
of stalled projects which have been consistently
around 7 to 8 percent of GDPinthelast four years.

Third, evenif someof these problemswere solved,
the PPPmodéd at least ininfrastructurewill need
to be re-fashioned to become moreviable going
forward (theingtitutiona chalenge).

Fourth, snceasgnificant portion of infrastructure
was financed by the banking system, especialy
the public sector banks, their balance sheetshave
deteriorated.’® For example, the sum of non-
performing and stressed assets hasrisen sharply,
and for the PSBsthey account for over 12 percent

17 Pradhan Mantri Jan-Dhan Yojana progress report (http://www.pmjdy.gov.in/account-stati stics-country.aspx)

18 http://www.trai.gov.in/WriteReadData/\WhatsNew/Documents/Presspercent20Rel ease-TSD-Mar, 14.pdf .

% According to RBI's Financial Stability Report, December 2014, the contribution of mining, iron and steel, textiles,
aviation and other infrastructure to total advances stands at 28 percent whereas their contribution in stressed

assets is 54 percent.
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of total assets (Figure 1.17). Uncertainty about
accounting and va uation, and indeed the history
of banking difficulties across time and space,
counsel in favor of over- rather than under-
recognizing the severity of the problem. When
banks' balance sheetsare stressed they are less
able to lend, leading to reduced credit for the
private sector (thefinancing challenge).

Findly, inapeculiarly Indian twigt, thisfinancing
problem isaggravated by generdized risk-aversion
(thechdlengeof inertia decison-making). For the
public sector banks in particular, which are
exposed to governmental accountability and
oversght, lendinginasituation of NPAsisnot easy
because of ageneric problem of caution, afflicting
bureaucratic decis on-making.

Actions being undertaken by the government to
enhancethe supply of critical inputssuch as coal
and gas, aswedl asregulatory reform, will dleviate
someof these constraints, especidly inthe public
sector where the data identify them as being
regulatory in character (clearances and land
acquisition). Stepsare being taken to addressthe
institutional problem, by creating a better
framework for PPPs and for infrastructure

investment in general. The RBI ismaking efforts
to get banksto recogni ze their bad |oan problems,
and addressthem. But theimpact of theseinitiatives
hassofar beenlimited. Thestock of staled projects
remains extraordinarily high; firm profitability,
especially for firmsworking intheinfrastructure
sector, remainslow. So, questionsonthe paceand
strength of recovery of private sector investment
remain open.

If theweakness of privateinvestment offersone
negativeor indirect rationalefor increased public
investment, there are also more affirmative
rationales. India's recent PPP experience has
demonstrated that given weak institutions, the
private sector taking on project implementation
risksinvolves costs (delaysin land acquisition,
environmental clearances, and variability of input
supplies, etc.). In some sectors, the public sector
may be better placed to absorb someof theserisks.
Further, there continue to remain areas of
infrastructure — rural roads and railways that
provide basic physical connectivity- in which
private investment will be under-supplied. One
irony isthat whilefinancid and digita connectivity
are surging ahead, basic physical connectivity
appearsto lag behind.

20 Suggestions on how capital markets can play agreater rolein infrastructurefinancing are elaborated inlast year’s

Economic Survey.
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Therefore, as emphasized in the Mid Year
Economic Analysis2014-15 it seemsimperative
to consider the casefor reviving targeted public
investment asan engineof growthinthe short run
not to substitute for private investment but to
complement it and indeed to crowd it in. Thetwo
challenges of raising publicinvestment relate to
financing and capacity. Financing issues were
addressed in section 1.6.

Public sector implementation capacity inIndiais
variable. But theandyssin chapter 6 of thisvolume
suggeststhat the Indian Railwayscould bethe next
locomotive of growth. Greater publicinvestment
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intherailwayswould boost aggregate growth and
the competitiveness of Indian manufacturing
subgtantidly. In part, theselarge gainsderivefrom
the current massive under-investment in the
rallways. For example, Chinaand Indiahad Smilar
network capacitiesin until the mid-1990s but
becauseit invested e eventimesasmuch asindia
in per-capita terms, China's capacity and
efficiency have surged (Figure 1.18). In contrast,
gagnant investment hasled to congestion, strained
capacity, poor services, week financia hedlth, and
deteriorating competitivenessof logidics-intendve
sectors, typicaly manufacturing. Congestion has
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effectively led to therailways ceding asignificant
shareinfreight traffic to theroads sector. Thisis
not awel come development sincerail transportis
typicaly morecost and energy efficient. Theprofits
generated by freight serviceshave cross-subsidised
passengersservicesand Indian freight rates (PPP
adjusted) remain among the highest intheworld.

What the previousNDA government did for roads,
the present government could do for therailways,

grengthening the physica connectivity of thelndian
population, with enormous benefitsin terms of
higher standards of living, greater opportunities,
andincreased potentid for human fulfillment.

1.9 THE BANKING CHALLENGE

Banking is hobbled by policy, which creates
doublefinancial repression, and by structural
factors, which impede competition. The
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solution lies in the 4 Ds of deregulation
(addressing the statutory liquidity ratio (SLR)
and priority sector lending (PSL)),
differentiation (within the public sector
banks in relation to recapitalisation,
shrinking balance sheets, and ownership),
diversification (of source of funding within
and outside banking), and disinterring (by
improving exit mechanisms).

Discussions of banking in India have recently
focused on the problem of stressed and
restructured assets, thechalengesin acquiring the
resources to meet the looming Basel Il
requirements on capital adequacy, including the
respective contributions of the government and
markets, and the need for governance reform
reflected in the 2013 Nayak Committee Report.
Stepping back from these proximateissuesalows
adeeper andytical diagnosisof the problems of
Indian banking whichinturn providethe basisfor
more calibrated solutions.

A firg questionthat arisesiswhether Indiaiscredit-
addled and overbanked.

Oneway to assessthisisto see whether Indian
banks were unusually imprudent in the boom
phase.? Figure 1.19 plotsthe domestic credit to
GDP of anumber of countries, asdefined by the
World Bank, during their period of rapid growth
(these periodsvary acrosscountries) Sncetheyear
of “takeoff”. It showsthat while the boom years
of thelast decade both spawned and werefed by
acredit boom, originating in the public sector
banks, irrationally exuberant behaviour was not
out of line with similar experiences in other
countries. Indian credit grew no morerapidly than
elsewhere. For example, the Jgpaneseand Chinese
financid sysemslent much moreduring their take-
off years.

Onthe question of Indiabeing over-banked, we
assesstheshare of banksintota credit for across-
section of countries(Figure 1.20). Thefigureplots
the ratio of banking credit to total credit in the
economy lessthegovernment, whichincludesfirms
and household?, against theleve of development,
asmeasured by thelog of GDP per capitain PPP
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Source: World Bank. Notes: Years of takeoff- Brazil, Japan and Korea: 1961, China: 1978, India: 1979.

2L n Chapter 5 of thisvolume, we a'so test for how credit-addled Indiais based on other cross-sectional and time-

Sseries comparisons.

2 As defined by the Bank for International Settlements, this includes credit to non-financial corporations (both
private-owned and public-owned), households and non-profit institutions serving households as defined in the

System of National Accounts2008.
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terms. The chart showsthat Indiaisnot anouitlier:
that isfor itslevel of development, the share of
bank credit isneither unusualy high nor low. Of
course, if Indiagrowsat 8 percent ayear for the
next twenty years, arapid shift in thecomposition
of India sfinancia sector away from banking may
be necessary and desirable.

Economic Survey 2014-15

Wherethen doesthe problemlie? The problems
intheIndian banking system lieelsewhereand fall
into two categories. policy and structure.

Thepolicy chdlengerdatestofinancid represson.
Thelndianbanking sysemisafflicted by what might
be called “ double financial repression” which
reduces returns to savers and banks, and mis-
alocates capital toinvestors. Financia repression
on the asset side of the balance sheet is created
by the statutory liquidity ratio (SLR) requirement
that forces banksto hold government securities,
and priority sector lending (PSL) that forces
resource deployment in less-than-fully efficient
ways®. Financial repression ontheliability side
hasarisen from highinflation since 2007, leading

to negativered interest rates, and asharp reduction
in household savings. AsIndiaexitsfromliability-
siderepression with declininginflation, thetime
may be appropriate for addressing its asset-side
counterparts.

Thestructurd problemsrelateto competition and
ownership. First, there appears to be alack of
competition, reflected in the private sector banks
inability toincreasetheir presence. Indeed, one of
the paradoxes of recent banking history isthat the
share of the private sector in overall banking
aggregates barely increased at atime when the
country witnessed itsmost rapid growth and one
that wasfuelled by the private sector. It wasan
anomal ous case of private sector growth without
private sector bank financing. Evenalowing for
the over- exuberance of the PSBsthat financed
thisinvestment-led growth phase, the reticence of
the private sector was striking (see Figure 1.21).

Second, thereiswidevariationinthe performance
of the public sector banks measured in terms of
prudence and profitability. Figure 1.22 plotsthe
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2 More details can be found in Chapter 5 of this volume.
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Leverage Ratio and Return on Assets of public
sector and private sector banks?. In addition it
plots(asdottedlines) thevariaion withinthe public
sector banks. In terms of actual numbers of
leverageratios, taking athree year average, the
most prudent PSB was 1.7 timesmore capitalised
than the most imprudent one.

Despitethe significant variation in public sector
banks, it isalso striking that on these measures,
the best public sector banks perform well below
private sector banks on average, recognising of
coursethat PSBs may be burdened with greater
socid obligationsthat placesthem at acompetitive
disadvantagerelative to the private banks. The
subtler problem with public sector ownershipis
that exit from debt difficultiesis proving very
difficult. If that iss0, thereisextrareasontoworry
about public sector ownership ex-ante.

Thediagnosisabove (and in chapter 5) leadsto a
four-fold policy response captured in 4 Ds:
deregulate, differentiate, diversify, and disinter.

Asthebanking sector exitsthefinancia repression
ontheliability sde, aided by thefall ininflation,
thisisagood opportunity to consider relaxing the
asset siderepression. Easing SLR requirements
will provideliquidity to the banks, depth to the
government bond market, and encourage the
development of the corporate bond market.
Second, PSL normstoo can bere-assessed. There
aretwo options. oneisindirect reform bringing
more sectorsinto the ambit of PSL, until inthe
limit every sector isapriority sector; and theother
isto redefinethe normsto dowly make PSL more
targeted, smaller, and need-driven.

There must be differentiation between the PSBs
and the recent gpproach to recapitalization adopted
by the government isastep intheright direction.
Onesizefitsall approaches such asgovernance
reform cannot be the most appropriate.
Differentiationwill dlow afull menu of optionssuch
as selectiverecapitaization, diluted government
ownership, and exit.

% Leverage ratio is defined by the RBI as ratio of total assets to total capital (Tier 1 + Tier 2), the international
definition, for exampleaslaid out by the Bank for International Settlements, istypically theinverse. For the purpose
of thisvolumewewill usetheinternational definition. Return on Assets (ROA) isaprofitability ratio which indicates
the net profit (net income) generated on total assets. It is computed by dividing net income by average total assets.
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“Diversify” impliesthat there must be greater
competition within the banking system, including
liberd licensng of morebanksand different types
of banks. Theremust also be greater competition
from capitd, especidly bond, markets. Facilitating
that will requireexiting from asset Sderepresson,
namdy the phasing down of the SLRswhichwould
also help develop bond markets.

“Disinter” implies that exit procedures must
become moreefficient. Debt Recovery Tribunas
areover-burdened and under-resourced, leading
to tardy resolution. The ownership structureand
efficacy of Asset Restructuring Companies, in
which banksthemsd ves have sgnificant stakes of
banks, creates misaligned incentives. The
Securitization and Reconstruction of Financial
Assets and Enforcement of Security Interest
(SARFAESI) Act seemsto beimplemented most
vigorously against the smallest borrowers and
MSEs. Mechaniamsfor digributing pan efficiently
amongst promoters, creditors, consumers, and
taxpayerswithout creating mora hazardincentives
forimprudent lending by banksare necessary. One
important lessonisthat the clean-up isasimportant
astherun-up.

1.10 MANUFACTURING, SERVICES AND THE
CHALLENGES OF ““MAKE IN INDIA”

Transformational sectors could be in
registered manufacturing or services. Raising
economy-wide skillsmust complement efforts
toimprovethe conditionsfor manufacturing.

ThePrimeMinister hasmadetherevival of Indian
manufacturing atop priority, reflectedinhis“Make
inIndia’ campaignand dogan. Theobjectiveisas
laudabl e asthe challengesit faces are daunting
because I ndian manufacturing has been stagnant
at low levels, especidly when compared with the
East Asian successes™.

Two questions arise. Ismanufacturing the sector
that Make in India focus on? What instruments
should be deployed to realize the objective?
Consider eachinturn.

New academic work suggests that there is a
complementary way of thinking about
transformational sectorsinand for devel opment.
Growth theory suggests that transformational
sectors should be assessed in light of their
underlying characteristicsand not just in terms of

% Therecent upward revisionsto thelevel of manufacturing sharein GDP are to some extent statistical rather than
“real”. Moreover, even the revised data do not change the pattern of trend decline in this share. What has
happened is the statistical opposite of the technological change which Jagdish Bhagwati [ Splintering and
Disembodiment of Servicesand Developing Nations” , 1984, The World Economy, 7(2)] referred to as* splintering’

services from goods.
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thetraditional manufacturing-servicesdistinction
(Table 1.3). Five such important characteristics
can beidentified.

¢ Highlevdsof productivity, sothat incomes
canincrease;

¢ Rapidrate of growth of productivity in
relationto theworld frontier (internationa
convergence) as well as rapid growth
toward the national frontier (domestic
convergence);

¢ A strong ability of the dynamic sector to
attract resources, thereby spreading the
benefitsto therest of the economy;

4 Alignment of the dynamic sector witha
country’s underlying resources, which
typically tendsto be unskilled labor; and

¢ Tradability of the sector, because that
determineswhether the sector can expand
without running into demand congtraints,
a feature that is important for a large
country likelndia

In India, it isimportant to remember that when
thinking about manufacturing asatransformetiona
sector it isregistered or forma manufacturing that

33

possesses some of thecritical prerequisitessuch
as high productivity and rapid growth in
productivity. Unregistered manufacturing cannot
be a transformational sector. Thus, efforts to
encourageformdization will becritical.

ThelIndian evidenceisthat some sub-sectorsin
services such astelecommunications and finance
arelikeregistered manufacturing in being highly
productive and dynamic. However, these sectors,
like registered manufacturing, have not been able
toattract largeamountsof unskilledlabour, limiting
the benefitsof theunderlying dynamism. In other
words, thedynamic sectorshavetended to be kill-
intensive sectors in which India does not
necessarily have comparative advantage. An
exceptioniscongructionwhichisunskilled |abour-
intensive and which has been fairly dynamic.
Construction, however, isnot atradabl e sector,
whichadsolimitsitspotentid asatransformationa
sector.

Onepolicy conclusion that followsisthat efforts
to improve the conditions for labor-intensive
manufacturing need to becomplemented withrgpid
skill upgradation because skill-intendve sectorsare
dynamic sectors in India and sustaining their
dynamismwill requirethet thesupply of skillskegps

Feature Registered Trade Hotds, Transport, Financial Real Estate Construc-
Manufactu- and Sorageand Servicesand and Business tion
ring Restaurants Communi-  Insurance  Services, etc.

cations
1 Highproductivity  Yes No Not really Yes Yes No
2A. Unconditional Yes Yes Yes Yes Yes Yes
domestic
convergence
2B. Unconditional Yes, but not No No Yes Yes Yes
international for India
convergence
3. Converging sector No Somewhat Somewhat No Somewhat Yes
absorbs resources
4, Skill profilematches Not really Somewhat Somewhat No No Yes
underlying
endowments
5. Tradable and/ Yes No Somewhat Yes Somewhat No

or replicable
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pace with the rising demand for these skills;
otherwise even these sectors could become
uncompetitive. In other words, the Prime
Minister’s Skill India objective should be
accorded high priority along with, andindeed in
ordertoredize, *MakeinIndia’.

We turn next to the means. What policy
interventionscan helprealize“Makein India’
They can be placed in three categories in
decreasing order of effectivenessand increasing
order of controversy.

Theuncontroversa responsescons s of improving
the business environment by making regulations
and taxeslessonerous, building infrastructure,
reforming labour laws, and enabling connectivity—
all thesewould reducethe cost of doing business,
increase profitability, and hence encourage the
private sector, both domestic and foreign, to
increase investments. Indeed, these measures
would not just benefit manufacturing, they would
benefit all sectors.

Thenext set of responses—what might loosely be
called “industrial policy”— would target the
promotion of manufacturingin particular: providing
subgidies, lowering the cost of capital, and creating
special economic zones (SEZs) for someor all
manufacturing activity inparticular.

Thefinal set of responses—what might be called
“protectionist”—would focus on thetradability of
manufacturing, and hence consist of actionsto:
shield domestic manufacturing from foreign
competition via tariffs and local content
requirements; and provide export-related
incentives. The effectiveness of these actionsis
open to debate given past experience. Moreove,
they would run up against India’s external
obligations under the WTO and other freetrade
agreements, and dso undermine India sopenness
credentias.

Therisk to avoid isunduereliance on the latter
two, especially if it leads to detailed micro-
intervention, involving sector-specific tariff and tax

changesand sector-specific grant of incentives. In
thiscontext, aninterventionthat canbeimmediady
implemented, that can havelargeimpacts, and that
Iswin-win, isto eliminate the current negative
protection facing Indian manufacturing (Box 1.4)

1.11 THE TRADE CHALLENGE

Trade outcomes have been stagnating. The
trading environment is becoming more
challenging as the buoyancy of Indian
exports has declined with respect to world
growth, and as the negotiation of mega-
regional trading arrangements threatens to
exclude India.

Rapid and sustained rates of growth are associated
with rapid rates of export growth. Few countries,
if any, have grown at 7 plusgrowth rateson the
basis of the domestic market alone. Indeed, as
Odry &t. d. (2006)* show, sustained growth spurts
areadmost dwaysassociated with an averagerise
in manufacturing exportsto GDPratiosover their
growth episodes of about 36 percentage points.
Indiashould not expect to be any different.

If that isso, what isthe prognosisfor India? During
India’srapid growth phase between 2002-03 and
2008-09, theratio of exportsof servicesto GDP
increased dramaticaly, from 4.0 percent to nearly
9.0 percent. In contrast, manufacturing exports
werelessbuoyant (Figure 1.23). After theglobal
financia crisis, however, therolesseemto have
been reversed; manufacturing exportsseemto have
done better than services exports. More
worrisome, however, both have dowed downin
thelast five yearswhich doesnot augur well.

A similar pattern emergeswhen we computethe
buoyancy of Indian export growth (of goodsand
services) with respect to GDP growth of theworld
(Figure 1.24). Inthe early 2000s, thisbuoyancy
washighandrigng, particularly for services. Every
1 percent growth in world GDP was associated
witha3 percent growthinIndian exportsof services
in 2001, which roseto over 8 percent afew years

% Johnson, Simon, Jonathan D. Ostry, and Arvind Subramanian, “ The Prospects for Sustained Growth in Africa;
Benchmarking the Constraints,” 2007, IMF Working Papers 07/52, International Monetary Fund.
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Eliminating all the exemptionsfor the countervailing duty (CVD) will eliminate the negative protection facing
Indian manufacturers, and helpthe* Makein India” initiative, without violating | ndia’sinternational obligations.

Thereis one response that would help manufacturing and the “Makein India” initiative without being as difficult
asimproving the business environment, and as controversial and expensive astheindustrial policy or protectionist
response; eliminating the exemptionsin the countervailing duties (CV D) and special additional duties (SAD) levied
on imports. Why will thishelp?

It isawell-accepted proposition in tax theory that achieving neutrality of incentives between domestic production
and imports requires that al domestic indirect taxes also be levied on imports. So, if acountry levies a sales tax,
value added tax (VVAT), or excise or GST on domestic sales/production, it should also be levied on imports.

India'scurrent indirect tax system, however, acts sometimesto favour foreign production over domestically produced
goods.

The CVD, whichislevied to offset the excise duty imposed on domestic producers, is not applied on awholerange
of imports. These exemptions can be quantified. The effective rate of excise on domestically-produced non-oil
goodsisabout 9 percent. The effective collection rate of CV Ds should theoretically be the same but isin actual fact
only about 6 percent. The difference not only representsthefiscal cost to the government of ¥ 40,000 crore, it also
represents the negative protection in favour of foreign produced goods over domestically produced goods.

Threeimportant nuances need to be noted here. First, it might seem that CV D exemptions oninputs help manufacturers
by reducing their input costs. But under the current system and in future when the GST isimplemented, the CVD on
inputs can always be reclaimed as an input tax credit. So, CVD exemptions do not provide additional relief.

The second relates to a situation when both the excise and CVD are both exempted. This may seem apparently
neutral between domestic production and imports but it is not. The imported good enters the market without the
CVD imposed on it; and, because it is zero-rated in the source country, is not burdened by any embedded input
taxes on it. The corresponding domestic good does not face the excise duty, but since it has been exempted, the
input tax credit cannot be claimed. The domestic good isthus|ess competitive relative to the foreign good because
it bears input taxes which the foreign good does not.

Third, the rational e advanced for exempting many imported goodsfrom CV D isthat thereis no competing domestic
production. Thisargument isfaulty because the absence of competing domestic production may itself be the result
of not having the neutrality of incentivesthat the CV D creates. Domestic producers may have chosen not to enter
because the playing field is not level.

Indian tax policy istherefore effectively penalising domestic manufacturing. How can this anomaly be remedied?
Simply by enacting awell-designed GST preferably with one, internationally competitive rate and with narrowly
defined exemptions. In one stroke the penalties on domestic manufacturing would be eliminated because the GST
(central and state) would automatically belevied on importsto ensure neutrality of incentives. In effect, Indiawould
be promoting domestic manufacturing without becoming protectionist and without violating any of itsinternational
trade obligations under the World Trade Organisation (WTO) or under Free Trade Agreements (FTAS).

In the meantime, the effect of the GST can be partially simulated by eliminating the exemptionsappliedto CVD. The
default situation should be an exemptions-freeregime. If particular sectors seek relief from the CVD, they should be
required to maketheir case at the highest political level.

Inasense, Indiafindsitself in ade-facto state of negative protection on the one hand, and callsfor higher tariffson
the other. It iswin-win to resist these calls that would burnish India’'s openness credentials and instead eliminate
unnecessary and costly negative protection.

|ater, stabilizing at around 5just prior tothefinancial ~ One Thepattemisbroadly similar for manufactured
crisis Theresfter, it hasbeenin deady declineand ~ ©<POrts dthoughitwaslessbuoyant than services
the most recent estimate suggestsabuoyancy of 1N theboom phase.””

27 The declining elasticity of global trade to global growth is documented in Constantinescu, C., A Mattoo and M
Ruta (2015) “The Global Trade Sowdown: Cyclical or Sructural?” World Bank Policy Research Working
Paper, WPS-7158.
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Combining thetwo charts, themessagefor India
seemsto bethat the externa trading environment
is encountering two sets of headwinds: first, a
slowdown in world growth which will reduce
Indian exports; and second, for any givenworld

growth, export growth will be even lower because
of trade'sdeclining responsiveness.

And, India must be especially watchful about
services exports—an engine of growth—which
have dowed markedly. These headwinds are, of
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course, in addition to the domestic factorsthat are
contributing to the slowdown of export growth:
wesk infrastructure and challenging labour lawsin
the case of manufacturing, and risng wagesand
scarcity of skilled labour inthe case of services.

In addition to the deteriorating external
environment for trade, Indiahasto contendwitha
rapidly changing policy environment. Asthe new
government preparesto re-invigoratethe Indian
economy, it will encounter that the international
trade landscapeis substantially changinginthree
ggnificant ways.

First, the phenomenon of global value-added
chainsbasad on fragmenting/unbundling successive
stages of production and locating them at lowest
cost destinations have becomeadefining, evenif
declining, featureof trade, especialy inAda India
has been dowly integrating into these chains, but
at lower levelsthan most other dynamic Asian
€conomies.

Second, negati ationson megarregiond agreements
have been serioudly initiated. Trade integration
withinAsaand between Asaand theUnited States
will advancesignificantly if and whenthe Trans-
Pecific Partnership (TPP) isnegotiated and ratified.
Similarly, the markets of North American and
Europewill be brought together if and whenthe
Trans-Atlantic Trade and Investment Partnership
(TTIP) are concluded. Together, these two
agreementswill cover about half of world trade.

And third, China, which until recently hasbeen
comfortable with the status quo, may be onthe
vergeof changing from passvebystander to active
participant, wanting to engagein, and possibly
shape, the formation of the next round of trade
rules. Thischangeisareaction to the domestic
imperatives of re-balancing the economy, which
will requiremajor liberalization of the Chinese
economy; and to thefear of being excluded by
Americantradeinitiatives, induding TPPand TTIP.
China is also at the center of the Regional
Comprehensive Economic Partnership (RCEP)
whichindudesIndia, theAssociation of South East
Asian Nations (ASEAN) countries, aswell as
Japan, Korea, Australiaand New Zealand.

How should Indiareact tothisglobd shiftintrade
redlities? It hastwo choices: measured integration
(the status quo and/or RCEP) or ambitious
integration (viathe TPP). Measured integration
would involveadow but steedy pace of domestic
reform dictated by India’spolitical constraintsand
capacity which could only sustain regional
agreements of thekind Indiahas negotiated with
Asanpatners reatively few obligations, generous
exemptionsand exceptions, and lenient timetables
forimplementation.

Therisk inthe status quo scenarioisoneof India
being excluded from large integrated markets
with reduced trading possibilities, and because
of the nature of global value chainsinwhich
trade, investment, and intellectual property are
enmeshed, also reduced investment possibilities.
(Joining RCEP might help but not fully since the
expectationisthat the overall standardsin RCEP
will beweaker than under the TPPand TTIP).
Therewill not only be the standard diversion
emanating from Indian exportershaving to face
higher tariffsin large, growing markets, but
increasingly they will have to contend with
different and higher product and sustainable
development standards, placing them at an even
greater disadvantage. In the context of the
slowdown in both world growth and India’'s
export buoyancy, any possible exclusion from
the mega-regionals would be additionally
worrisome.

Ambitiousintegrationwould essentidly mean India
joining, or rather seeking tojoin, at somefuture
date the TPP. Thereis considerable uncertainty
surrounding this option because the timing and
termsof the TPParestill unclear. What isclear,
however, is that the substantive liberalization
obligationsunder any future TPPwill be greater
than those under India’s current FTAs and
probably ahead of India's planned pace of
domestic reform. A significant upgrading of Indian
trade capability will be necessary for Indiato be
abletojoin thesemega-regionalsshould it chose
to do so.
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1.12 CLIMATE CHANGE

Economic Survey 2014-15

India has taken a number of green actions,
including imposing significantly higher
taxation of petroleum products and re-
energizing therenewable energy sector. It can
make a positive contribution to the
forthcoming Paris negotiations on climate
change.

Later thisyear, Heads of Statesfrom around the
world will meet in Paristo conclude negotiations
on anew agreement under the United Nations
Framework Convention on Climate Change
(UNFCCC) by December 2015. The expectation
isoneof action by al countrieson climate change
from 2020 onwards in accordance with the
principle of common but differentiated
responghbilities.

Thelntergovernmenta Pandl on Climate Change
(IPCC) initsrecent report —the Fifth Assessment
Report (AR5), publishedin 2014 — hasobserved
that, there has been an increasing trend in the
anthropogenic emissions of greenhouse gases
(GHG) sncetheadvent of theindudtrid revolution,
with about haf of theanthropogenic carbon dioxide
(CO2) emissionsduring thisperiod occurringin
thelast 40 years. The period 1983-2012islikely
to have been the warmest 30 year period of the
last 1400 years. CO, emissionsfrom fossil fuel
combustion and industria processes contributed

amgor portion of tota GHG emissonsduring the
period 1970 - 2010.

Thechangeintheclimate systemislikely to have
adverseimpactson livelihoods, cropping pattern
and food security. Extreme heat eventsarelikely
to be longer and more intense in addition to
changes in the precipitation patterns. Adverse
impactsarelikely to befdt moreacutely intropica
zone countriessuch asIndia, and within India, the
poor will be more exposed.

India can make a significant contribution in
addressing climate change. Unlike some countries,
it has taken substantial actions to eliminate
petroleum subsidies and gone beyond to impose
substantial taxes on these products.

These actions have taken India from a carbon
subsidization regimeto one of significant carbon
taxation regime—from a negative price to an
implicit positive price on carbon emissions. And
the shift hasbeen large. For example, the effect of
the recent actions since October 2014 hasbeena
defacto carbon tax equivalent to US$ 60 per ton
of CO, in the case of (unbranded) petrol and
nearly US$ 42 per ton in the case of (unbranded)
diesdl. In absoluteterms, theimplicit carbon tax
(USS$ 140 for petrol and US$ 64 for diesel) is
substantially above what is now considered a
reasonableinitial tax on CO, emissionsof US$
25 per ton (Figure 1.25). Indianow ranks quite
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highin terms of taxation of petroleum products.
Therecent actionsa onehavesgnificantly burnished
India' sgreen and climate change credentials.

Inaddition Indiahasincreased the coa cessfrom
Rs. 50 per ton to Rs.100 per ton, which is
equivalent to a carbon tax of about US$ 1 per
ton. The hedth cost of cod for power generation
inIndiaisestimated to rangefrom US$ 3.41 per
tonto US$51.11 per ton depending on thevaue
of datigtica life. Theaveragenumber isUS$27.26
per ton. The health costs of emissionsfrom coal
fired power plantsinclude costs associated with
premature cardiopulmonary deathsand illnesses
from the chronic effectsof long-term exposureand
the acute effects of short-term exposure. Higher
taxes on coal to offset these purely domestic
externalitieswould need to be balanced against
their implicationsfor power pricing and hence
accessto energy for the 300 million households
dtill without eectricity.

Thistrade-off suggeststhat alternative pathsto
energy access need to be considered, including
renewables. The Jawaharla Nehru National Solar
Mission launched in January 2010 seeks to
establish Indiaasaglobal leader in solar energy
by creeting policy conditionsfor itsdiffusion across
the country. The Twelfth Plan financid outlay for
thisschemeisX 8795 crore. The Solar Missionis
now being scaled up five-fold from 20,000
megawattsto 100,000 megawaitts. Thisin effect
requiresan additiona investment of 100 billionUS
dollars. Theaimof thisinitiativeisprimarily to
provide energy access to nearly 300 million
households. Thecollatera benefit would belower
annual emissions of CO, by about 165 million
tonnes.

Reconciling India's climate change goals and
energy imperatives will require a major
technological breakthrough to makethe burning
of cod cleaner and greener. If Indiaistofocuson
becoming green, correspondingly theworld must
devote more resources into coa technology
research. That meansgreater internationa public
investment in R&D for improving coal
technologies. And if the private sector isto be

incentivized to undertake thisresearch, highand
rising carbon pricing by advanced countries must
becomean immediate priority. (An elaboration of
the contours of anew type of globa deal and the
required contribution from advanced and emerging
economies can be found in Aaditya Mattoo
and Arvind Subramanian’s Greenprint: A New
Approach to Cooperation on Climate
Change).

1.13 EmroweRING WOMEN: UNLEASHING
NAARI SHAKTI

I mproving the status and treatment of women
iIsamajor development challenge. In theshort
run, family planning targets and the
provision of incentives are leading to an
undesirable focus on female sterilization.

On January 22", 2015, the Prime Minister
launched the Beti Bachao, Beti Padhao campaign
from Panipat in Haryana. Thecampaignisaimed
at increasing thevery low vauethat Indian society
putson agirl child. But Indiais somewhat of a
paradox on gender issues. Ontheonehand, India
has had prominent and visiblewomen leaderssuch
asafemale President, afemale Prime Minister,
severa female heads of large political partiesat
thenational and Satelevels, savera Cabinet rank
ministers, and several captains of industry
(particularly inthe banking sector).

And yet, according to the UNDP'slatest Human
Devel opment Report (2014), Indiaranks 135 out
of 187 countrieson the Human Devel opment Index
(HDI) and 127 out of 152 countrieson the Gender
Inequality Index (GlIl). The Gl isacomposite
measure reflecting inequality in achievement
between women and men in three dimensions:
reproductive health, empowerment and thelabor
market. Thisputs|Indiainthe bottom 25 percent
of all countriesonthe HDI and even lower—in
the bottom 20 percent on the GlI. Furthermore,
thechild sex ratio—the number of girlsto boysat
birth—isreatively low intheworld, and moreover
declined from 927 girlsper 1000 boysin 2001 to
918 girlsfor every 1000 boysin 2011 (Figure
1.26). Chinaisone of the few countrieswith a
moreadverse child sex ratio.
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But the November 2014 tragedy in Bilaspur,
Chhattisgarh in which 13 young womenwith very
young childrenlost their lives, and forty-fivemore
weretaken critically ill, highlightsaspecific and
seriousproblem that needsurgent attention: female
derilization. Thethird round of the Nationa Family
Health Survey (NFHS-3, 2005-06) reportsthat
even in developed states like Tamil Nadu and
Maharashtrafemal e sterilisation accountsfor 90
per cent and 76 percent of all contraceptive use,
respectively; the median age at sterilisation for
women wasreported at 24.9 yearsin both Tamil
Nadu and M aharashtra

There gppearsto berenewed focuson controlling
the rise in population, directed in particular at
women, and through means that blur the lines
between persuasion and coercion. Persuasion
takestheform of incentivesoffered not just to poor
couplesfor erilisation but rewardstoloca bodies
for their performance, euphemistically described
as “promotional and motivational” measures,
resulting in the organi zation of mass campsfor
femdederilization. India spopulation policy seems

focused on extending family planning measures,
mainly contraceptivesfor women, leaving them
with little reproductive choice or autonomy.

Of thetotal sterilisation operationsperformedin
2012-13, tubectomy/laproscopic sterilisations
account for 97.4 percent, while male vasectomy
operations, considered less complicated risky,
account for only 2.5 percent (Figure 1.27).
Government expenditures are d so skewed toward
femal e sterilization. Out of the budget of Rs397
croresfor family planning for 2013-14, 85 percent
(X 338 crore) isspent on femal e sterilization. By
contrast 1.5 percent of thetotal budget is spent
on spacing methods and 13 percent on
infragtructure and communications.

Thenegativefdloutsof pursuing apopulation policy
that largely focuseson birth control aso contributes
todeclining child sex ratios: if every family isto
havefewer children, thereisagrester anxiety that
at least one of them should bemale.

In this instance, there may be a case for the
government to undo asmuch asto dofor example,



Economic Outlook, Prospects, and Policy Challenges 41

5000
4500

~

/
/

4000
3500
3000
2500
2000 /
1500
1000
500

AT —e

~u

el ¢
0 = —— —t -
1980 -81 1990 -91 2000 -01 2010 -11 2012 -13 2013 -14
—@— Vasectomy —fll— Tubectomy

Source: Ministry of Health & Family Welfare, Government of India.

by not setting targets (EL Asor expected level sof
achievement), withdrawing incentivesfor femae
sterilization and for mass camps. In addition, the
government could:

(i) Reviewthefamily planning programin
India and reorient it such that it is
aligned with reproductive health rights
of women, and needs of India’s
population.

(i) Increase budgets for quality services,
static family planning clinics and
guality monitoring and supervision.

(iif) Address youth needs, induct more
counsellors for sexual health, more
youth-friendly services, and adequate
supply of spacing methods.

1.14 CoOPERATIVE FEDERALISM AND THE
RECOMMENDATIONS OF THE FOURTEENTH
Finance Commission (FFC)

Far-reaching changesfor sharing of revenues
between the Center and the Sates, on theone
hand, and between the Sates, on the other,

have been recommended by the FFC.
Successful implementation will advance the

cause of cooperative federalism that the new
government has enthusiastically embraced.

The Fourteenth Finance Commission (FFC) has
recently submitted its recommendations for
devolution of taxesand other transfersfrom the
center to the states, and between the states, for
the period 2015-16 to 2020-21. They arelikely
to have major implications for Center-State
relations, for budgeting by, and thefisca Stuation
of, the Center and the States. Some of the
recommendationsare asfollows.

The FFC hasradically enhanced the share of the
statesin the central divisible pool of taxesfrom
the current 32 percent to 42 per cent whichisthe
biggest ever increasein vertica tax devolution. The
last two Finance Commissionsviz. Twelfth (2005-
10) and Thirteenth (2010-15) had recommended
a state share of 30.5 per cent (increase of 1
percent) and 32 per cent (increase of 1.5 percent),
respectively inthecentral divisible poal.

The FFC has also proposed a new horizontal
formulafor thedistribution of thedivisible pool
among the States. There are changesbothinthe
variablesincluded/excluded aswell astheweights
assgnedtothem. Rdativetothe Thirteenth Finance
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Commission, the FFC hasincorporated two new
variables: 2011 population and forest cover; and
excludedthe variablerelating tofisca discipline
(see Chapter 10for greater details.)

I mplementing these recommendationswill move
the country toward greater fiscal federalism,
conferring morefiscal autonomy onthe States. For
example, based on assumptions about nominal
GDP growth and tax buoyancy and the policy
measuresthat are contemplated for 2015-16, itis
estimated that the additiona revenuefor the states
could beas much asX 2 lakh croresrelative to
2014-15. Of this, asubstantia portion represents
thedifferencethat ispurely dueto the changein
the States shareinthedivisible pool.

Economic Survey 2014-15

Preliminary estimates shown in Table 1.4 suggest
that all Sates stand to gain from FFC transfers
in absolute terms. However, to assess the
distributional effects, the increases should be
scaled by population, Net State Domestic Product
(NSDP) at current market price, or by States own
tax revenuereceipts. Theseareshownin columns
4-6 of Table 1.4. Thebiggest gainerswhen scaed
by any of theseindicatorstend to be the Special
Category States (SCS, mostly thoseinthe North-
East) and by orders of magnitude. The major
ganersin per cgpitatermsturn out to beArunacha
Pradesh, Mizoram and Sikkim for the SCS states
and Kerala, Chhattisgarh and Madhya Pradesh
for other states (GCS or Generd Category States).

Sate Category  Benefitsfrom  Benefits Per Benefits as Benefits as

FFC (incrore) capita(R) percentof OTR percent of NSDP
1 2 & 4 5 6
Andhra Pradesh (united) GCs 14620 1728 214 22
Arunachal Pradesh XS 5585 40359 17581 510
Assam XS 7295 2338 %5 58
Bihar GCs 13279 1276 1053 49
Chhattisgarh GCs 7227 2829 675 52
Goa GCs 1107 7591 441 30
Gujarat GCs 4551 73 103 08
Haryana cCs 1592 78 05
Himachal Pradesh XS 8533 12430 20717 146
Jammu & Kashmir XS 13970 11140 2044 24
Jharkhand GCs 6196 1878 8.1 48
Karnataka GCs 8401 1375 181 18
Kerda GCs 9508 2846 370 31
Madhya Pradesh GCs 15072 2075 559 45
Maharashtra GCs 10682 *xl 122 09
Manipur XS 2130 8286 5787 195
Meghalaya XS 131 4655 1980 86
Mizoram XS 2519 22962 14101 33
Nagaland XS 264 13616 8865 187
Odisha GCs 6752 1609 502 32
Punjab GCs 3457 1246 183 14
Rajasthan GCs 6479 A5 255 16
Skkim XS 1010 16543 3437 107
Tamil Nadu GCs 5973 100 09
Tripura XS 1560 247 181.8 69
Uttar Pradesh GCs 24608 1232 46.8 35
Uttarakhand XS 1303 1292 232 14
West Bengal GCs 16714 1831 670 30
Total 204198 1715

Source : Ministry of Finance.

GCS : General Category States. SCS : Special Category States.
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Clearly, this increase in taxes to the States is
sudtainablefor thecenter, only if thereisareduction
in the central (“Plan”) assistance to the states
(CAS). In other words, States will now have
greater autonomy both on the revenue and
expenditurefronts.

Itisalso possibleto tentatively estimate what the
FFC recommendationswould do to net spending
capacity of the States, where net refers to the
difference between the extraFFC transfersand
thereduced CA Sthat will berequired by the FFC
recommendations.Broadly, the Special Category
Stateswill bethebiggest gainers. In addition, there
arenine Statesamong the GCSwhich are expected
to get more than 25 per cent of their own tax
revenue (for details, see Chapter 10).

A collateral benefit of moving from CASto FFC
transfersisthat overdl progressivity will improve;

that is, on average, Stateswith lower per capita
NSDPwill receive morethan those with ahigher
per capitaNSDP. Thisresultsfrom thefact that
CAStransfers, which tended to be discretionary,
wereless progressive than Finance Commission
trandfers.

Tobesure, therewill betrangtiona costsentailed
by thereductionin CAStransfers. But the scope
for dislocation has been minimized becausethe
extraFFC resourceswill flow broadly to the sates
that havethelargest CAS-financed schemes.

In sum, thefar-reaching recommendations of the
FFC, along with the creation of theNITI Aayog,
will further the government’ svision of cooperative
and competitivefederalism. The necessary, indeed
vita, encompassing of citiesand other local bodies
within theembrace of cooperative and competitive
federalismisthenext policy chalenge.
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2.1 INTRODUCTION AND SUMMARY

Santayana once warned that those who ignore
history are condemned to repeat it. For that
reason, it’sworth examining India’srecent fiscal
past, to seeif there arelessonsfor the country’s
future fiscal trgjectory. A look back at recent
history isespecialy warranted now because India
today isinavery similar situation to that in the
early 2000s, with comparable fiscal deficit (4
percent of GDP) at abroadly smilar state of the
macroeconomic cycle. Today, likethen, inflation
iscloseto 5 percent. Today, likethen, the current
account deficit ismanageably low. And, today,
likethen, the economy is poised to attain afaster
growthtrgjectory.

So, itisworth asking: What arethelessonsfrom
recent fiscal performancein India? How should
they informfiscal policy inthisyear’sbudget and
for the medium term? This chapter attemptsto
answer these questions. The major conclusions
ae

First, in the medium term, India must meet its
medium-term fiscal deficit target of 3 percent of
GDP Thiswill providethefiscal spacetoinsure
againgt future shocks and also to move closer to
thefiscal performance of its emerging market
peers. It must a so reversethetrgectory of recent
years and move towards the golden rule of
eliminating therevenue deficit and ensuring that,
over the cycle, borrowing is only for capital
formation.

Second, theway to achievethesetargetswill be
expenditure control, and expenditure switching
from consumption to investment. The loss of

expenditure control and hence fiscal space
contributed to the near-crisis of 2013. From
2016-17, asgrowth gatherssteam and asthe GST
isimplemented, the consequentia tax buoyancy
when combined with expenditure control will
ensure that medium term targets can be
comfortably met. Thisbuoyancy isassured by
history because over the course of the growth
surge over thelast decade, the overdll tax-GDP
ratio increased by about 2-2.5 percentage points
with somebut not radical increasesinthetax rate
and base.

Third, in the upcoming year, the pressuresfor
accelerated fiscal consolidation have been
lessened because macro-economic pressures
havedgnificantly abated with thedramatic decline
ininflation and turnaround in the current account
deficit. Inthese circumstances, especialy if the
economy isrecovering rather than surging, pro-
cyclica policy will belessthan optimd.

Moreover, growth will ensure favourable debt
dynamics going forward which alleviates
consolidation compulsions emanating from
concerns about public sector indebtedness.
Further, accel erated fiscal consolidation will dso
belimited intheupcoming fiscd year by anumber
of new and exceptional factors, such as
implementing the recommendations of the
Fourteenth Finance Commission, clearing the
compensation obligations to the statesfor the
reduction in the central salestax in 2007-08 and
2008-09, and the need to modestly ramp-up
investment.

Findly, nevertheless, to ensurefiscal credibility
and consgtency withthemedium-term god's, the



upcoming budget should initiate the process of
expenditure control to reduce both thefiscal and
revenue deficits. At the sametime, the quality of
expenditure needsto be shifted from consumption,
by reducing subsidies, towards investment.
Increasesinthetax-GDPratio semming fromthe
taxation of petroleum products will aso help
achieve short and medium termfiscal goals.

2.2 BACKGROUND AND HISTORY
L EssoNs

India’s macroeconomic improvement has been
nothing short of dramatic—inflation hasbeen cut
in half to about 5 percent today, underlying rura
wage growth has declined from over 20 percent
to below 5 percent, and the current account deficit
hasshrivelled from over 6.7 percent of GDP (inQ
3, 2012-13) to an estimated 1.0 percent in the
comingfisca year.

That said, there is hardly room for fiscal
complacency. To understand why, toredizewhere
Indianeedsto go, it isimportant to understand
whereit has been, and to draw lessonsfrom this
experience. Thesmilarity between India sStuation
today and in the early 2000s makesthisexercise
especialy important.

Key fiscal indicatorsfor the central government
aresummarizedin Table2.1. At least three phases
of policy can bedigtinguished sncetheearly 2000s:
2002-2007; 2008-2011; and post-2012 (Figures
2.1-2.3 describe these phases in terms of the
overal flow aggregates (Figure 2.1), debt stocks
(Figure 2.2), and quality of expenditure (Figure
2.3).

In the first phase, all key measures of fisca
performanceimproved dramaticdly, drivenlargely
by rapid growth. Thefiscal deficit of the centra
government declined by nearly 3.2 percentage
points, accounted for largely by anincreaseinthe
tax-GDPratio (3.4 percentage points) dong with
a decline in other non-debt receipts (1.4
percentage points) and the rest by expenditure
reductions (1.2 percentage points). Growth drove

1 (Roughly, if g-r-pd = 0, the debt-GDPratio remains stabl €)
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theincreaseintax-GDPratio but therewas some
expansionintheindirect tax baseandincreasesin
ratesrelating to the servicetax (Figure2.1). This
tax waslevied on 52 services at arate of 5 per
cent, yielding X 4122 crorein 2002-03 but was
expanded to 98 servicesat therate of 12 per cent,
resulting in revenues of ¥ 51301 crore in
2007-08.

On the stock side, debt declined because of a
grongimprovement inthe* debt-dynamicwedge’,
defined asthe difference between thereal rate of
economic growth (g) on the one hand, and the
real cost of borrowing (r, which is itself the
difference between the interest on government
securitiesand inflation as per the GDP deflator)
and the primary deficit (pd) ontheother.! (Figure
2.2).

Thiswedgeincreased by about 9 percentage points
inthisperiod, resulting in adeclinein the debt-
GDPratio of 8 percentage points. It isimportant
to note that growth wasthe primary driver of this
improving wedge, directly (by increasing g) and
indirectly viaimproving the primary balance.

Two noteworthy conclusions can be drawn from
thisperiod. Firgt, nearly dl theimprovement inthe
fiscd indicatorsstermmed from rgpid growth, which
averaged about 8 percent in this phase. Second,
and onewith important lessonsfor thefuture, was
the ratcheting up of overall expenditures. Until
2005-06, the expenditure to GDPratio declined
inlinewithrisng growth but in thefollowing two
years, it increased—at a time when growth
averaged 9.5 percent. In other words, real
expendituresgrew at astaggering 10 percent.

Rapid expenditure growth over 2005-06 to 2007-
08 did not stem from any increasein the subsidy
burden. Rather, it largely reflected higher growth
ininterest payments (13.2 percent average annual
growth) and an increase in non-plan grants
recommended by the Twe fth Finance Commission
for state-level fisca reforms. Unavoidablethough
some of these expenditures may have been, the
consequence wasto limit the favourabl e fiscal
impact of rapid growth.
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Growth drives fiscal improvement Loss of fiscal control due to counter-

Gradual stabilization
cyclical tax policy and high
expenditures

2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

M Total revenue (before devolution) Total expenditure (including tax devolution) ——— Fiscal deficit (RHS)

Favourable Debt Dynamic Wedge drives
debt reduction
(Average wedge = 5.5 %)

Debt reduction slows
down as growth declines
(Average wedge = 2.1%)

Debt reduction continues
despite deteriorating primary deficit
because inflation increased
(Average wedge = 5.7%)
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=== (Central government liabilities/GDP ===== General government liabilities/GDP

Numbersfor the year 2013-14 and 2014-15 for Central government are revised estimates and budget estimates respectively. For
General government, numbers for the year 2012-13 and 2013-14 are revised estimates and budget estimates, respectively.

Revenue expenditure follows the cycle but non-defence capital expenditure steadily declines
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Source: Budget documents and CSO.
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The second and difficult phase of Indian fiscal
history began with the Lehman crisisin 2008-09
and lasted four years. Inthisperiod nearly al the
positive trends of the previous six years were
reversed. Thefiscal deficit increased by about 4
percentage points, shared equally between revenue
reductions (owing to largeindirect tax cuts) and
expenditureincreases. Intheinitial years (2008-
09 to 2011-12), current expenditures (public
consumption) increased dramatically dueto the
rising subsidy bill (up by 1 percentage point of
GDP); theincreasein pay and dlowancesbecause
of implementation of the Sixth Pay Commission
recommendations (0.4 percent of GDP); and
schemesthat built in permanent entitlementssuch
as MGNREGA (0.3 percent of GDP).
Meanwhile, thequdity of spending suffered asnon-
defence capital expenditure stagnated while
current expendituresrose by about 2 percentage
pointson average during the period (Figure 2.3).

Despitethedeterioration inthe deficit, government
debt continued to decline. Thebasic debt dynamic
wedge becamelessfavourableinitially because of
the increase in the primary deficit but was
subsequently shored up by high growth, andrisng
inflation and the associated financial repression
which lowered thereal cost of borrowing for the
government.

Inthethird and most recent phase, from 2012-13
to 2014-15, which was characterized by asharp
growth dowdown, thefiscd pogtionfinaly began
toberepaired. Thefiscd stimulusprovidedinthe
post-L ehman phase was unwound, with equal
contributions from revenue increases and
expenditure reductions, bringing the deficit close
to the level prevailing in the early 2000s, at a
comparable stage of the businesscycle.

Even so, devel opmentsin other key indicatorshave
been|essencouraging. During this phase, the debt-
GDPratio sopped declining on account of dowing
growth and still-high deficits, which rendered the
debt dynamic wedgelessfavourable. Moreover,
non-defence public capital expendituresremained
exceptionally low, significantly below thelevel
recorded in the early 2000s. M ost significantly,

Indiaexperienced anear-crisisduring July/August
2013, as the conjunction of the U.S. Federal
Reserve' sdecisonto taper itsmonetary stimulus
and India sgrowing current account deficit, high
inflation, and till-largefiscd deficitscaused capita
to fleethe country. Thisepisode underscored the
final and most critical lesson, namely that India
needsto create additiond fisca space, inorder to
ensure macro stability and to create buffersfor
economic downturnsin thefuture.

2.3 MEDIUM-TERM STRATEGY

To createthisfisca space, amedium-term fiscal
strategy needs to be put in place, based on
fundamentd principles, aswell ason legacy and
credibility issues. InIndia' s case, both of these
considerations point in the samedirection.

2.3.11nvestment and thegolden rule

Thecasefor increased publicinvestment hasbeen
madeearlier inthis Survey. What arethe medium
termimplications? Thegoldenruleof fiscd policy
isthat governments are expected to borrow over
the cycle only to finance investment and not to
fund current expenditures. This implies that
achievement of the government’s fiscal
consolidation should ideally take place over the
business cycle and short-term targets should be
set accordingly.

Inthefirst phase of recent fiscal history, Indiadid
move toward the golden rule by narrowing
revenue deficits. But the period from 2008-09 to
2012-13 saw a reversal. Looking ahead and
beginning in thisbudget, the government should
target geady dedinesintherevenuedeficittomove
closer tothe golden rule. Thiswould also assist
the government to take the economy back to a
durably higher growth path.

2.3.2 L egacy/credibility

Reinforcing these condderationsarelegacy issues.
India’'s FRBM Act as well as the Kelkar
Committee (2012) established the principle of
aiming to bring the centre’ sfiscal deficit downto
3 percent of GDP. Adhering to thisobjectiveis



essentia for maintaining credibility and asotobring
Indiacloser inlinewithitsemerging market peers.
For example, the average general government
deficit for Indiain 2013-14 isabout 4.8 percentage
points higher than the average for countriesin
India's investment grade rating®. States are a
constant while governmentscomeand go. Inthis
regard, if every new government decided to
change the rules of the game, volatility and
uncertainty would be the rule and the overall
credibility of the state and the country would suffer
asaresult.

Moreover, even if there were good reasons to
changetherulesof thegame, thereisasignalling
problem. Fiscally responsible governments may
not be ableto credibly convey tothe market early
in their tenure that they are indeed fiscally
respongble. Inthisstuation, until they can establish
atrack record, governmentswill berequired to
adhereto previous commitments.

Accordingly, the medium-term fiscal strategy

should be based on two pillars. First, the fiscal
deficit should be reduced over the medium-term
to the established target of 3 percent of GDP.
Second, and mindful of the experience of the past
decade, effortsto achieve this objective should
be based on firm control over expenditures, most
notably by eliminating leakagesin subsidiesand
socid expenditures.

Further, switching from public consumption (via
therationdisation of subsdies) to publicinvestment
will, for any givenleve of overal pending, mitigete
long-runinflationary pressures becausethelatter
will add to capacity and boost the aggregate supply
potential of the economy. Also, asset sales to
finance investment is consistent with boosting
growth without adding to aggregate demand
pressuresin the short run.

If expenditure control is maintained, revenue
increaseswill flow straight through to theflow and
stock fiscal aggregates. Thiseffect should belarge,
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since accel erating growth and theintroduction of
the GST in2016-17 could raiseIndia stax-GDP
ratiofromthecurrent level of 17.5 percent toclose
to 20 percent for the general government.
Moreover, debt dynamicswill then work strongly
inIndiasfavour. Smple ca culations suggest that
if growth averages 9 percent over the next three
years, and red interest ratesremain broadly where
they are, overall debt-to-GDP ratios (more
precisaly, theratio of total outstanding liabilities®
to GDP) for the central government could decline
to around 40 percent in 2017-18 from the current
level of 49.8 percent and would be associated with
asimilar declinein the general government debt.
Thiswould create the buffersto insure against
future downturns.

2.4 SHORT-TERM ISSUES

Against this medium-term background, what
should be the stance of fiscal policy inthe short
term?A number of perspectives help shapethis
answer, including cyclica consderationsand one-
off factors.

1. Cyclical considerations

Intheshort-run, fisca policy servesasacushion,
stabilizing demand and growth. A generally
accepted ruleisthat from ademand management
perspective governments should not run apro-
cyclicd fiscal policy unlessthereare compelling
factors such as macro-economic overhegting. Put
differently, if short run growth isbelow potential
growth or the actual level of output is below
potentia output, actud fiscal deficitscanincrease
without reflecting any weakening of fiscal
discipline.

Asdiscussed earlier, macro-economic pressures
have abated sgnificantly. And, notwithstanding the
new GDP growth estimates, the Indian economy
appearsto bereviving rather than surging. Both
these factors weaken the case for pro-cyclical

policy.

2 IntheFitchratings, for example, Indiaisinthe BBB (investment grade) category.

8 Total outstanding liabilities are derived by adding ‘other liabilities' (that includes national small savings fund,
state provident funds and other accounts) to the central government’s public debt.
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2. One-off/new factors

Thebudget for 2015-16 will be confronted by a
number of one-off factors. One one-off factor/
windfal that favoursfurther consolidation stems
from the windfall reduction in prices that will
reduce the subsidy burden by about 0.2-0.3
percent of GDP. However, there are three
countervailing factors.

»  TheFourteenth Finance Commissonhas
just submitted itsrecommendationson
thetransfer of resourcesto the states. It
ispossiblethat implementing them will
entail the centre having to pay an
additional codt.

* Negotiations on the GST had been
stalled on account of a trust deficit
between the centre and stateswhich had
arisen because the centre had not
compensated the statesfor the reduction
of the CST (Central Sales Tax) from 4
percent to 2 percent in the aftermath of
the global financia crisis. Securing
political agreement tolaunchthe GST in
2016/17 wasfacilitated by the offer of
the government to compensatethe states
for the backlog of CST compensation
of up to 25,000 crores.

*  Asdiscussedin Chapter 4 of thisVolume,
thereisapressng needtoincreasepublic
investment to revive private investment
and growth.

2.5 CoNCcLUSIONS

M acro-economic circumstances haveimproved
dramatically in India. Macro-economic pressures
have abated and as per thelatest estimatesfor the
GDP (2014-15), the GDP growth has exceeded
that in most countriesincluding China. Provided
that fiscal disciplineismaintained, India’s debt
dynamicswill consequently remain exceptionally
favourablegoing forward.

Atthesametime, India'sfisca Stuationiscloseto
that about ten years ago at acomparabl e stage of
thecycle. Inother words, thestimulus provided in
thelast few yearshasmostly been withdrawn. All

of thesefactors suggest that in the short-run, the
pressuresfor sharp further fiscal consolidetion have
lifted to some extent.

But thereisno ground for complacency. Theloss
infiscal disciplineled to the near-crisisin 2013
and on purefiscal measures, Indiadoes not rank
asfavourably asitsinvestment grade peers. Even
alowingfor thefact that anarrow focus on fiscal
measures doesnot capturethefull range of factors
that go into serious investors' risk-reward
calculation when allocating portfolios across
countries, Indiamust meet itsmedium-term target
of fiscal deficit of 3 percent of GDP. Indiamust
also reverse the trgjectory of recent years and
movetoward thegoldenruleof diminating revenue
defictsand ensuring that, over thecycle, borrowing
isonly for capita formation.

Inthislight, thelessonsof recent fisca history are
clear.

For India, thekey to achieving medium-termfiscal
targetsresidesin expenditure control, thefailure
to do so during the boom growth years between
2005-06 and 2008-09, playing amajor rolein
theloss of macro-economic control and the near-
crissof July/August 2013.

Ancther cogt of thefailureto maintain expenditure,
and hencefisca control wasthequdity of spending,
with publicinvestment being the casudty and public
consumption the beneficiary. This, inturn, has
affected India’'smedium-term growth potential .

Thesetrendsneed to bereversed, and thenation’'s
public finances need to be set back on the path
toward fiscal deficit of 3 percent of GDP, as
planned in FRBM (Amendment) Act 2012. To
do this, concrete actions will be needed in this
budget to control expenditure via subsidy
reductions, improveitsquality in atering the mix
between public consumption and investment in
favour of thelatter, and move Indiatoward the
goldenruleof borrowingonly for publicinvesment.
Broadly, theincreaseinfiscal space, including that
gained from subsidy reductions and higher
disinvestment proceeds should be devoted to
publicinvesment.



Even with these measures, progresstoward the
medium-termtarget may belimitedin theupcoming
fiscal year by anumber of new and exceptiona
factors, such asimplementing therecommendations
of the Fourteenth Finance Commission, clearing
the compensation obligationsto the statesfor the
reductionin the central salestax, and theneed to
modestly ramp-up investmen.

Subsequently, with current expenditureson a
downward path and the quality of spending
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improving through a switch away from public
consumption to investment, India’'s growth,
introduction of the GST, and the associated
revenue buoyancy can comfortably ensurethe
attainment of medium-term targets. Thisbuoyancy
isassured by history because over the course of
thegrowth surge over thelast decade, the overall
tax-GDP ratio increased by about 2-2.5
percentage points even without radical tax
reform.



‘Wiping every tear from every eye':
the JAM Number Trinity
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3.1

Sixty-eight years after Independence, poverty
remains a pressing problem. No nation can
becomegreat when thelifechancesof so many of
itscitizensare benighted by poor nutrition, limited
by poor learning opportunities, and shrivelled by
gender discrimination (discussedinsection 13in
this Volume). The recent Annual Survey of
Education Report (see Box 9.2 of Volume 2,
Chapter 9), which documentsthat only aquarter
of standard Il students could do a two-digit
subtraction and read astandard 11 text, makesfor
particularly sobering reading.

I NTRODUCTION

Any government must have an agendaon how to
hel p thosel eft behind. Thischapter laysout some
simple facts and analysis on the current
mechanisms employed to help the poor, the
efficacy of those mechanisms, and prospective
reformsgoing forward.

Economic growth hashistorically been good for
the poor, both directly becauseit raisesincomes,
andindirectly, becauseit givesthe stateresources
to provide public servicesand social safety nets
that the poor need (morethan anyoneelse). The
opportunitiesthat growth createsal so encourage
individuastoinvest intheir ownhuman capitd. A
recent study found strikingly thet merely informing
familiesinvillagesoutsdeBangd orethat call centres
were hiring educated women increased the
likelihood that adol escent girlsinthosevillages
completed school .

But growth needsto be complemented with active
government support toimprovetheeconomiclives
of the poor and vulnerable—about that thereisno
debate. The issue is how best to deploy fiscal
resourcesin support of that goal . Effective anti-
poverty programsought to be:

() based on data rather than popular
perception,

(i)  mindful of how policies shape—indeed
frequently distort — the incentives that
individualsandfirmsface, and

(i) acutely conscious of the state’s own
limited implementati on capacity to target
and deliver servicesto the poor.

Price subsidieshaveformed animportant part of
the anti-poverty discourse in India and the
government’sown policy toolkit. Both the central
and state governmentssubsidisethe priceof awide
range of productswith the expressed i ntention of
meaking them affordablefor the poor. Rice, whest,
pulses, sugar, kerosene, LPG, naphtha, water,
electricity, diesdl, fertiliser, iron ore, railways—
thesearejust afew of thecommoditiesand services
that the government subsidises. The estimated
direct fiscal cost of this illustrative subset of
subsidiesisabout X 378,000 crore or about 4.24
percent of GDP. Just to giveasense of how large
thisamount is: ¥ 394,000 isroughly how muchit
would cost to raise the expenditure of every
household to that of a household at the 35th
percentileof theincomedistributior? (whichiswell
abovethe poverty lineof 21.9 percent).?

1 Jensen, Robert “ Do Labor Market Opportunities Affect Young Women's Wor k and Family Decisions? Experimental
EvidencefromIndia” , 2012, Quarterly Journal of Economics, 127(2), p. 753-792.

2 Economic Survey of India2014-15, Chapter 3.

3 Planning Commission, July 2013, reporting on the Tendulkar Commission (http://planningcommission.nic.in/

news/pre_pov2307.pdf)
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Primafacie, price subsidiesdo not appear to have
had atransformative effect ontheliving standards
of the poor, though they have helped poor
househol dswegther inflation and pricevolatility. A
closer look at the price subsidy landscapereveals
why they may not bethegovernment’ sbest wegpon
of choiceinthefight against poverty.

3.2 SUBSIDISING WHOM?

Table 3.1 offers a rough illustration — not an
exhaustive compilation—of severa pricesubsidies
thegovernment offers, and juxtaposestheintended
beneficiarieswith smple datacomputationsthat
suggest how much of these benefitsactually reach
the poor. We make three observations based on
thetable.

3.2.1 Pricesubsidies are often regressive

By regressive, we mean that a rich household
benefits more from the subsidy than a poor
household. If onewereto plot thedistribution of
welfare gains against income, the benefits of a
regressive price subsidy would increase aswe
moveup theincomedistribution.

For astart consider pricesubsidiesin electricity.
Notefirst that these subsidies can only benefit the
(rdlatively wesdlthy) 67.2 percent of householdsthat
are electrified.* Second, note that even among

160

M [ndirect Benefit

140 = Kerosene
m LPG
120 Petrol
Diesel
100

80

60

40

20

Ist 2nd 3rd 4th 5th  6th 7th  8h 9th 10th

Source: IMF working paper

4 Censusof India(2011), Sourceof Lighting

electrified households, richer households
(predictably) use much more power: Table 3.1
shows that the bottom quintile of households
consume on average 45 kWh per person per
month (or 10 percent of thetota subsidy amount)
while the top quintile consumes 121 kWh
(capturing 37 percent of power subsidies).

Fuel subsidiescanbesmilarly regressive. Figure
3.1 graphsthe benefitsthat fuel price subsidies
confer on householdsof variousincomedeciles®
Thewelfare gainsfor householdsin the second
decileareabout X 20 per capitaper month, while
households in the top decile gain about X 120.
The story is similar when one just considers
subsidiesfor Liquefied Petroleum Gas (LPG).
From the tablewe note the striking fact that the
poorest 50 percent of households consume only
25 percent of LPG. Figure 3.1 shows that the
bottom 3 decilesgain very little from subsidised
L PG —themonthly welfaregain fromtheir LPG
subsidiesislessthan¥ 10 per capita—whereas
thetop decile gainssignificantly (their monthly
welfaregainiscloseto 80 per capita).

Now move further down thefuel quality ladder
and consider kerosene. At first glance, kerosene
seemsagood candidatefor pricesubsidiesasitis
popularly conceived to be consumed mostly by
the poor. Yet, as Table 3.1 shows, only 46 percent
of total consumption of subsidised keroseneisby
householdswith aBelow Poverty Line(BPL) or
AntyodayaAnnaYojana(AAY) card®, and only
49 percent is consumed by households in the
bottom 3 deciles of the expenditure distribution.
Popular perception is thus partly correct: poor
householdsareindeed morelikey to usekerosene
than rich households, but amajority (51 percent)
of subsidised keroseneis consumed by the non-
poor and dmost 15 percent of subsidised kerosene
isactualy consumed by therdatively well-off (the
richest 40 percent).

5 Rahul Anand, David Coady, Adil Mohommad, Vimal Thakoor, and JamesP. Wal. “ The Fiscal and Welfare Impacts
of Reforming Fuel Subsidiesin India”. May 2013, IMF Working Paper.

6 AAY cards are intended for the poorest 5 percent of households.
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Product Producer Consumer Fiscal Fiscal What share of benefits accrue
subsidy subsidy expen expen- to the poor?
diture diture
(percent of
2011-12 GDP)

Railways N/A Subsidised 3 51,000 0.57 The bottom 80 percent of households
passenger constitute only 28.1 percent of total
fares passenger through fare on railways

Liquefied N/A Subsidy (now 3 23,746 0.26  The bottom 50 percent of households only

petroleum gas via DBT) consume 25 percent of LPG

Kerosene N/A Subsidy viaPDS X 20,415 0.23 41 percent of PDS kerosene allocation are

lost as leakage, and only 46 percent of the
remainder is consumed by poor households

Fertiliser & Firmand . Maximum Retall I 73,790 0.82 Urea and P&K manufacturers derive most

nitrogenous nutrient Price for urea economic benefit from the subsidy, since

commaodities specific is determined farmers, especially poor farmers, have
subsidiesto by the elastic demand for fertiliser
manufac- government
turersthe
Import of
urea
regulated by
government
Rice (paddy) ) 15 percent of PDS rice is lost as leakage.
Price floor S Households in the bottom 3 deciles
(minimum Subsidy via T 129,000 1.14 consume 53 percent of the remaining
;‘:ﬁg)’rt PDS 85 percent that reaches households
Wheat 54 percent of PDS wheat is lost as leakage.
Households in the bottom 3 deciles consume
56 percent of the remaining 46 percent that
reaches households
Pulses Price floor  Subsidy via T 158 0.002 The bottom 3 deciles consume 36 percent
(MSP) PDS of subsidised pulses
Electricity Subsidy Capped below T 32,300 0.36  Average monthly consumption of bottom
market price quintile = 45 kWh vs top quintile = 121
kWh. Bottom quintile captures only
10percent of the total electricity subsidies,
top quintile captures 37 percent of subsidy
Water N/A Subsidy T 14,208 0.50 Most water subsidies are allocated to private
taps, whereas 60 percent of poor households
get their water from public taps
Sugar Minimum Subsidy viaPDS X 33,000 0.37 48 percent of PDS sugar is lost as leakage.
price for Households in the bottom 3 deciles
sugar cane consume 44 percent of the remaining 52
farmers, percent that reaches households
subsidy to
mills

Total X 3,77,616 4.24

All expenditure deciles are based on data from the household expenditure module of the 68" Round of the NSS (2011-12)

Railways — www.ncaer.org/free-download.php?plD=111 , p107 & NSS 68th round

LPG — Computations from the 68" Round of the NSS (2011-12)

Kerosene — Economic Survey of India 2014-15, Vol. | ,Chapter 3.

Fertiliser — Agricultural Input Survey, http://inputsurvey.dacnet.nic.in/nationaltable3.aspx

Rice & wheat — Economic Survey of India 2014-15,\ol. |, Chapter 3.

Pulses — Computations from the 68" Round of the NSS (2011-12)

Water — Report by MIT and World Bank http://web.mit.edu/urbanupgrading/waterandsanitati on/resources/pdf-files/Water Tariff-
4.pdf , p2

Sugar — Department of Food & Public Distribution (http://dfpd.nic.in/fcamin/sugar/Noticel.pdf)
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Subsidised water is amost as regressive as
subsidised heat and light. Table 3.1 showsthat a
largefraction of pricesubsidiesalocated to water
utilities—by one estimate up to 85 percent’ —are
spent on subsidising privatetapswhen 60 percent
of poor households get their water from public
taps.

It is not just commodity subsidies that are
sometimesregressive; subsidised servicescanbe
aswell. Passenger tariffs on railways are held
atificdly low—snce 1993, the CPI hasincreased
by over 4times, whereas average passenger rates
have not even doubled (from 16.7 paise per
passenger-km in 1993-94 to 31.5 paise per
passenger-km in 2013-148; Figure 3.2).
Controlled rail prices actually provide more
benefits for wealthy households than poor
households, since the bottom 80 percent of
househol ds congtitute only 28.1 percent® of total
originating passengerson non-suburbanrail routes.

The exercise above illustrates the value of
complementing conventiond wisdomwithharddata
when forming opinions about the likely
beneficiariesof subsidies.

3.2.2 Price subsidies can distort markets in
ways that ultimately hurt the poor

In amarket economy, prices play akey rolein
allocating scarce resourcesto different agents.
Subsidiescan distort theincentivesof consumers
and producers, and result in misallocation of
resources across sectors and firms, which
lowers aggregate productivity and often
disproportionatdly hurtsthe poor and vulnerabl €.

Consider for examplerice and wheat subsidies.
The government provides both producer and
consumer subsidiestotalling about I 125,000
crore. Wheat and riceare procured from farmers
at guaranteed above-market minimum support

prices (MSPs—X 14/kg of wheat, ¥ 13.6/kg of
rice).

High M SPsinduce distortions, some of which
ultimately hurt the poor. Here aretwo examples.

(@ Ramaswami, Seshadri and Subramanian
(2014) describehow high M SPsresultin
farmersover-cultivating riceand whest,
which the Food Corporation of Indiathen
purchases and housesat great cost. High
IM SPsa so encourage under-cultivation of
non-M SP supported crops. Theresultant
supply-demand mismatch rai sesprices of
non-M SP supported crops and makes
them morevolatile. Thiscontributesto
food priceinflation that disproportionately
hurts poor householdswho tend to have
uncertain income streams and lack the
assetsto weather economic shocks.

(b) HighMSPsand pricesubsidiesfor water
together leed to water-intensivecultivation
that causes water tablesto drop, which
hurtsfarmers, especially those without
irrigation.

The railway passenger subsidies described in
section 3.2.1 are not just regressive; they also
inducethefollowing digtortions:

(@ loss-making passenger transit services
mean that the railways cannot generate
sufficient internal resources to finance
capacity expangoninvestments,

(b) thehighfreighttariffswhichcrosssubsdise
passenger fareshasresultedindiversion
of freight traffic to road transport. This
entailsnot only financial and efficiency
costsbut a so acute costs associ ated with
emissions, traffic congestion, and road
trafficaccidents;

7 Do Current Water Subsidies reach the poor?, MIT and World Bank working paper (http://web.mit.edu/
urbanupgrading/waterandsanitati on/resources/ pdf-fil es/\Water Tariff-4.pdf)

8 Economic Survey of India 2015, Volume 1, Chapter 6 (on Railways)
9 www.ncaer.org/free-download.php?pl D=111, p107 & 68" Round of the NSS
10 Hsieh, Chang-Ta and Klenow, Peter J, “Misallocation and manufacturing TFP in China and India”, 2009, The

Quarterly Journal of Economics124(4), pp. 1403—1448.
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(¢) inordertocross-subsidiselow passenger
fares, freight tariffsareamong the highest
intheworld (see Chapter 6 on Railways
in this Volume). This reduces the
competitivenessof | ndian manufacturing
and raisesthe cost of manufactured goods
that all households, including the poor,
consume.

Fertiliser subsdiesillustrateanother difficulty with
using price subsidies as a core anti-poverty
drategy. Thetrueeconomicincidenceof asubsidy
dependsontheredativedadticitiesof demand and
supply, with the party less responsive to price
changes benefiting more from a subsidy. The
ultimateaim of subsidising fertiliser isto provide
farmers with access to cheap fertilisers to
incentiviseusage and cultivation of high-yielding
vaieties Yet becausefarmers demandfor fertiliser
islikely to be more sensitive to prices' than
fertiliser manufacturers supply, thelarger share of
economic benefitsfromthe price subsidy probably
accrueto thefertiliser manufacturer and thericher
farmer, not theintended beneficiary, thefarmer.

Different subsidiesmay asointeract to hurt thepoor.
For exampl e, fertiliser manufacturersdo not have
anincentiveto sdll their product ingeographicaly
isolated regions. Since price controls mean that
pricesaresmilar everywhere, freight subsidieson
railways have been introduced to incentivise
manufacturersto supply their producewidely. But
those subs diesare sometimesinsufficient, since
fraght rateson Indianrailwaysareamongthehighest
in the world to cross-subsidise artificialy low
passenger fares. Thisisan exampleof how amesh
of well-meaning pricecontrolsdigtort incentivesin
away that ultimately hurt poor households

Theimplementation of subsidiescan befiendishly
complex, and are susceptibleto the brutal logic of
self-perpetuation. Inthe case of fertilisers, they
arefirm-specificandimport-consignment specific,
they vary by typeof fertiliser, and someareona
fixed-quantity basiswhileothersarevariable. In

the caseof sugar, to protect sugar cane producers,
high support pricesare awarded; to offset thistax
on mill owners, they are supported through
subsidised loans and export subsidies; and then
they areagaintaxed by placing restrictionsonsdes
of molassesthat are produced asaby-product.

The associated distortionsmakethetotal cost of
subsidiesmuch greater thanthedirect fiscal cogt,
and many of thesedigtortionsultimately hurt those
who aremost vulnerableand havetheleast cushion
to bear them.

3.2.3 Leakages seriously undermine the
effectiveness of product subsidies

ThePrimeMinister recently stated that eakages
insubsidiesmust be eliminated without reducing
thesubsidiesthemsalves.

Pricesubsidiesare often chalenging for the state
toimplement becausethey offer largerent-seeking
opportunitiesto black marketers. Weusetheterm
leakagesto describethe subsidised goodsthat do
not reach any households. Like the distortions
emphasised above, |eakages not only have the
direct costs of wastage, but also the opportunity
cost of how the government could otherwisehave
deployed thosefiscal resources.

Thegtanceof trying torationalise subsidy leskages
should not be seen asastrike against the poor, for
threereasons. Firg, theregressive nature of many
price subsidiesreducetheir effectivenessasanti-
poverty strategies; second, reducing subsidy
|eakages givesthe government thefiscal space
required for higher-return socia transfer programs
without causingwelfarel osses; and, third, thesame
amount of benefit that households gain through
subsidies can bedirectly transferred to the poor
through lump-sumincometransfers, avoiding the
distortionsthat subsidiesinduce.

Convertingd| subsidiesintodirect benefit transfers
isthereforealaudablegod of government palicy.
But devel oping the state capacity toimplement the
direct transfersto replace subsidieswill taketime

11 One estimate suggests that farmers' demand for fertiliser falls by nearly 6.4 percent for a 10 percent increasein
fertiliser prices. RavindraH. Dholakiaand Majumdar Jagdip” Estimation of Price Elasticity of Fertilizer Demand

inlIndia,”, 2006, Working Paper.
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and should not be alowed to dow down the pace
of reform. Intheinterim, isthegod of maintaining
subsidieswhilecutting leakagesachievable?

Inwhat follows, we estimate leakages using data
fromthecensusand NSS. Our cd culationssuggest
that leakages arelarge, and can—at least inthe
case of kerosene — likely be reduced without
compromising householdwefare.

3.3 THE CASE OF KEROSENE

Eveningsin poor un-electrified householdscan be
cold and dark. The central government thus
subsidiseskerosenetolower the cost of accessing
this particular source of energy. Kerosene
subsidiestotaledX 30,574 croresin 2013-14 and
areexpectedto costX 28,382 croresthisfinancial
year.

Wequantify leskagesof PDSkerosenein different
statesusing datafrom the household expenditure
modul e of the 68" Round of the NSS (2011-12)
and population datafrom the 2011 Census. PDS
|leakages are defined asthe difference between
total allocation of PDS kerosene and actual
household consumption. Based on these data,
wemake5 observations:

e Leakages are large and universal:
Figure 3.2 plotsthe kerosene alocation
per PDS user against the kerosene
consumption per PDSuser across states.
The chart shows that PDS kerosene
allocations significantly exceed
consumptioninnearly every state—that is
to say, nearly al states show a large
amount of PDS kerosene leakage.’ In
absoluteterms, leakagesaregreatest in
UP, West Bengal, Gujarat, and
Maharashtra; in per capitaterms, leakages
are greatest in Haryana, Gujarat, and
Punjab; and in percentage of actual
alocations, they are greatest in the
Northeastern states of Manipur, Sikkim,
and Arunachal Pradesh.

e Leakages increase with the size of
PDSallocations: Figure 3.3 showsthat
thereisapositiverelationship between
leakages and allocations of PDS
kerosene. This positive relationship
remainsinmoreformal analysis—alinear
regression of leakageson alocationsand
controlling for states’ level of economic
devel opment and corruption measures.
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The regression results in Table 3.2
suggest that a 1 percentincreasein PDS
keroseneallocationsare associated with
al.1 percentincreasein PDSleakages.
Inother words, if allocationsarereduced,
|eakages may decrease by amore-than-
proportionate amount. Put differently, in
statesthat get more allocations, we see
the greatest leakages and
misappropriation of their allocations.

e Thepoor consume only 46 percent of
subsidised kerosene, so large PDS

All states ExcludingNorth Only major states
eastern states

L og (per capitaPDSallocation) 1.389*** 1.130*** 1.227%**
(0.000) (0.002 (0.007)

L og (GDP per capita) -0.376 -0.565 -0.558
(0.308) (0.158) (0.174)

M easureof corruption 0223 0.281 0.277
(0.169) (0121) (0134

Observations 2 2 17
Adjusted R-squared 0670 0.702 0.685

p-valuesin parenthesis® p < 0.10, ** p < 0.05, *** p <0.01
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All states ExcludingNorth Only major states
eastern states

L og(GDP per capita) -1.857*** -2.228** -1.620***
(0.004) (0.000) (0.001)

Measureof corruption 00169 0.363* 0.395**
(0963 (0.080) (0049

Observations 0 23 19
Adjusted R-squared 0152 0424 0420

p-valuesin parenthesis* p <0.10,** p <0.05, *** p <0.01

kerosene allocations — far in excess
of actual consumption — are difficult
to justify on equity grounds: Large
allocations of subsidised kerosene are
sometimesjustified on the groundsthat
they are used as a source of lighting by
poor households. Whilethat istrue, Figure
3.4 showsthat PDS kerosene |leakages
are larger in richer states. Reducing
dlocationsinthesestates—whilealowing
abuffer sothat they arestill significantly
above actual consumption levels —is
likely to affect weadlthier states more.
Moreover, the NSS micro datashow that
46 percent of subsidised kerosene is
consumed by households holding aBPL
or AAY card, whichisinconsistent with
thepopular perceptionthat itisexclusvely
poor householdswho use kerosene.

Keroseneisan inferior good: Kerosene
consumption tendsto declineasincomes
rise. As households get richer, they
consumelessof it becausethey substitute
to cleaner, higher quality but more
expensive fuels like LPG. Table 3.3
demondgratesthisintuition by estimatinga
series of linear regressions of total
kerosene per capitaon astate’ s per capita
GDP Theresultsare shownfor different
samplesof statesto check for robustness.
For every 1 percent increasein astate’'s

income, total keraosene consumption tends
to decline by more than 1.5 percent.
Income growth between 2011-12 (68"
Round of NSSO) and the current year
can thus be expected to have reduced
household demand for kerosene rather
thanincreaseit. Thepolicy implicationis
that kerosenedlocationsshould* naturdly’
declineover time.

e PDSallocationsexceedtotal (i.e. PDS
+ non-PDS) consumption of kerosene:
Table 3.4 suggests that in fact PDS
keroseneallocationsare morethan even
the sumof PDSand non-PDSkerosene
consumption. 1.8 million kiloLitres of
allocated subsidised kerosene remains
unaccounted for —that is, unconsumed by
households—and may be indicative of
illicit activitiessuch asadulteration of petrol
anddiesd fuels.

Table 3.4 also shows the fiscal cost of these
leakages. Using aper unit subsidy rateof ¥ 33.9
per litre (columns 3 and 4), we calculate that
kerosene consumption of states can bemet even
if PDS alocations of subsidised kerosene are
reduced by 41 percent fromits current level of
approximately 9 million kilolitresto about 5.3
millionkilolitres. Thefisca cost of theseleakages
isabout X 10,000 crore, and indicates that the
opportunity cost of wasting thesefiscal resources
isindeed significant.
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States Total PDS  Total PDS  Fraction of Excess Leakage  Total PDS Fiscal
allocation consump- consump- PDS (%) consumption cost of
(kiloLitres) tion asper tion by poor allocation of all excess
aggregate  households (kL) ration card PDS
NSS data (%) holders as allocation
2011-12 (kL) per NSS (X crores)

micro data

2011-12 (kl)
All-India 9,028,806 5,349,541 46 3,679,265 41 4,776,000 10,044
Uttar Pradesh 1,590,000 897,104 28 692,896 44 771,600 1,892
West Bengal 963,528 598,645 33 364,883 38 548,400 996
Gujarat 673,416 316,528 45 356,888 53 296,400 974
Maharashtra 730,464 442,258 37 288,206 39 399,600 787
Madhya Pradesh 625,668 339,104 50 286,564 46 291,600 782
Bihar 814,068 537,918 49 276,150 34 453,600 754
Karnataka 522,888 294,351 79 228,537 44 270,000 624
Rajasthan 508,764 294,658 30 214,106 42 262,800 585
Odisha 398,988 217,362 60 181,626 46 176,400 496
Assam 327,966 150,700 50 177,266 54 132,000 484
Andhra Pradesh 465,996 310,257 96 155,739 33 298,800 425
Jharkhand 268,704 116,363 50 152,341 57 91,440 416
Chattisgarh 180,072 118,196 69 61,876 34 105,360 169
Haryana 91,260 37,113 83 54,147 59 36,840 148
Punjab 90,132 44,260 50 45,872 51 38,640 125
Kerda 120,192 79,595 35 40,597 34 78,960 m
Jammu and Kashmir 90,072 56,831 30 33,241 37 43,440 91
Manipur 24,967 3,893 35 21,074 84 2,556 58
Meghalaya 25,943 7,827 62 18,116 70 7,092 49
Nagaland 17,100 579 7 16,521 97 310 45
Tripura 39,179 25,273 37 13,906 35 24,360 38
Himachal Pradesh 24,660 11,394 36 13,266 54 10,560 36
Arunachal Pradesh 11,479 2,766 21 8,713 76 2,016 24
Sikkim 6,348 1,282 67 5,066 80 1,142 14
Mizoram 7,800 3,216 36 4,584 59 2,868 13
A & N islands 6,912 3,100 12 3,812 55 2,832 10
Puducherry 4,440 2,653 76 1,787 40 2,508 5
Dadra& N Haveli 2,280 1,326 41 954 42 1,308 3
Chandigarh 3,528 2,764 52 764 22 2,208 2
Lakshwadeep 1,008 699 16 309 31 583 1
Goa 5,244 5,016 11 228 4 4,884 1
Daman & Diu 876 920 12 (44 (5 533 0)
Delhi - 4,704 51 (4,704) - 3,504 (13)
Uttarakhand 36,168 45,478 31 (9,310) (26) 42,360 (25)
Tamil Nadu 348,696 396,244 39  (47,548) (14) 366,000 (130)

Notess a) The per litre subsidy cost of ¥ 33.9 per litre for 2013-14 was used in the calculations. This data was
provided by the Policy and Analysis Cell of the Petroleum Ministry.
b)  The 68th round of the NSS (2011-12) reports PDS consumption of kerosene for surveyed households.
We scale household consumption by each household’s multiplier which indicates how representative
that household is of the overall sample.
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States Total PDS Total PDS Leakage  Leakages Fiscal cost
offtake  consumption (tonnes) (%) of excess
(tonnes) asper PDS
NSS allocation
2011-12 (R crores)

(tonnes)
All-India 24,325,843 19,188,000 3,639,478.89 15 5,892
All-Indiaex NFSA 17,717,053 13,881,541 3,835,512 22 6,210
Uttar Pradesh 2,824,555 1,635,600 1,188,955 viv} 1925
Maharashtra 1,432,041 892,320 539,721 3 874
Andhra Pradesh 3,031,942 2,960,400 71,542 2 116
West Bengal 1,222,344 798,480 423864 K3 686
Karnataka 1,925,849 1,428,000 497,849 2% 806
Jharkhand 1,000,369 568,800 431,569 3 69
Assam 1,229,041 895,200 333841 27 50
Bihar 1,630,176 1,368,000 262,176 16 24
Kerda 1,155,661 922,800 232,861 2 377
Tamil Nadu 3532541 3,156,000 376541 u 610
Gujarat 305,644 154,800 150,844 29 244
Manipur 124,444 5,268 119,176 % 193
Dehi 120,334 18672 110,712 & 179
Odisha 1,685,706 1,536,000 149,706 9 242
Nagaland 106512 9,780 96,732 a 157
Meghalaya 155,719 90,120 65,599 vivJ 106
Tripura 256,990 225600 31,30 12 51
Himachal Pradesh 190,807 151,200 39,607 21 64
Arunachal Pradesh 75,963 50,760 25,203 K 41
Goa 51,562 28560 23002 45 37
Skkim 42236 22,560 19676 vivg Y
Puducherry 41,209 36,120 5,089 12 8
Uttarakhand 190977 170,400 20577 1 3
Dadra& N Haveli 9219 5340 3879 Vvl 6
Chandigarh 3353 917 2436 73 4
A & Nislands 10873 19,200 (8327) - 77- 13
Daman & Diu 3041 125 2916 £9) 5
L akshwadeep 4,053 4,344 (297) - 7- 0
Punjab 0 534 (534) - 1
Haryana 0 2436 (2/436) - 4
Rajasthan 0 4330 (4,330) - 7
Mizoram 58,378 67,560 (9182 167 15
Madhya Pradesh 404,878 316,800 88,078 2 143
Jammu and Kashmir 522,074 505,200 16,874 3 2z
Chattisgarh 892,302 1,123,200 (230,898) - 26- 374
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States Total PDS Total PDS L eakage Leakages  Fiscal cost
offtake consumption (tonnes) (%) of excess
(tonnes) as per PDS
NSS allocation
2011-12 (X crores)

(tonnes)
All-India 18,776,070 8,592,000 10,184,070 54 12,598
All-India ex NFSA 13,350,441 5,605,725 7,744,716 58 9,580
Uttar Pradesh 3,820,778 1,380,000 3,013,326 69 3,727
Maharashtra 2,107,204 1,088,400 1,018,804 48 1,260
West Bengal 2,058,861 552,000 1,506,861 73 1,864
Gujarat 937,155 312,000 625,155 67 773
Rajasthan 2,078,693 870,000 1,208,693 58 1,495
Madhya Pradesh 2,248,539 1,094,400 1,154,139 51 1,428
Bihar 1,127,174 1,015,200 111,974 10 139
Punjab 686,355 264,000 422,355 62 522
Haryana 586,431 313,200 273,231 47 338
Delhi 415,911 74,760 341,151 82 422
Assam 363,710 12,960 350,750 96 434
Odisha 372,299 88,920 283,379 76 351
Chattisgarh 192,892 116,520 76,372 40 94
Jharkhand 15,669 7,428 8,241 53 10
Uttarakhand 265,889 166,800 99,089 37 123
Keraa 273,146 150,000 123,146 45 152
Himachal Pradesh 321,856 235,200 86,656 27 107
Karnataka 308,763 243,600 65,163 21 81
Nagaland 33,582 109 33,473 100 41
Manipur 20,440 3 20,437 100 25
Tripura 18,391 4,152 14,239 77 18
Meghalaya 26,971 358 26,613 99 33
Chandigarh 30,863 8,820 22,043 71 27
A & Nislands 5,153 3,072 2,081 40 3
Mizoram 7,855 754 7,101 90 9
Goa 8,859 3,984 4,875 55 6
Arunachal Pradesh 7,626 686 6,940 91 9
Daman & Diu 1,628 40 1,588 98 2
Sikkim 2,700 71 2,629 97 3
Puducherry 6,607 9,276 (2,669) (40)- 3
Dadra& N Haveli 1,028 174 854 83 1
L akshwadeep - 42 (42) - -
Andhra Pradesh 33,532 40,680 (7,148) (21)- 9
Jammu and Kashmir 221,411 187,200 34,211 15 42
Tamil Nadu - 352,800 (352,800) - 436

Notes on Tables 3.5 and 3.6:
a) Excess allocations are computed as the difference between PDS allocation and PDS consumption.

b) Thefiscal cost is calculated by multiplying the per quintal subsidy (X 1237 for wheat and ¥ 1619 for rice) by the
total excess allocation.

c) Our proposed allocation is calculated by scaling up the 2011-12 PDS consumption as per NSS by 25 percent
d) Savings due to our proposal is the difference between the PDS allocation and our proposed allocation.

e) Fiscal savingsisagain calculated by multiplying the total savings (in tonnes of grain) by the per quintal subsidy.
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3.4 THe Case oF Foop

A similar situation prevailsin the distribution of
subsidised grainviathe PDS. Table3.5and 3.6
show that leakagesarelarge and present in most
states, and that they are significantly larger for
wheat (54 percent) thanfor rice (15 percent). The
fiscd cost of theseleakagesisa solarge—about X
5800 Cr for PDSriceandX 12,600 Cr for PDS
wheat. Recent academi ¢ research on the subj ect
of PDSleskageshasfoundthat leskagesarefdling
though still unacceptably high'2. Thereisalso
suggestiveevidencethat leskagesarelarger inthe

APL rather than the BPL category™. Wenotethat
any proposa to reducefood subsidy leakageshas
to bear inmindtheprovisonsof theNationd Food
Security Act, which providesfor atotal of 5kg of
subsidised grain (rice, wheat and/or millet at X 3,
2 and 1 per kg, respectively) to households as
well ascash benefitsfor pregnant women and hot
mealsfor young children.

Likefor kerosene, leskagesared solarger in dtates
that have larger allocations (Table 3.7), and
consumption of grains tends to decrease as
householdsget wedlthier (Table 3.8).

All states ExcludingNorth Only major states
eastern states

L og (per capitaPDSallocation) 0.972%** 0.736*** 0.913***
(0.000) (0010 (0.015)

L og(GDP per capita) 0226 0332 0252
0382 (0139 (0340

Measureof corruption 0172 -0.225 -0.270
(0262 (0212 (0.186)

Observations 27 20 17
Adjusted R-squared 0428 0292 0279

Dependent variable is Log(per capita excess PDS allocations)p-values in parenthesis* p < 0.10, ** p < 0.05, *** p <0.01

L og(consumption) L og(consumption) Log(consumption) L og(consumption)

L og (per capitaPDSallocation) -0.142%**

(0.000)
District fixed effects No
Satefixed effects No
Observations 30836
Adjusted R-squared 0019

-0.137%** 0.106*** -0.123+**
(0.000) (0.000) (0.000)
Yes Yes Yes

Yes Yes Yes

3085 18581 1708
0518 0516 0.628

p-values in parenthesis* p < 0.10, ** p < 0.05, *** p <0.01

12 Ashok Gulati and Shweta Saini “ Leakages from Public Distribution System (PDS) and the Way Forward” , 2015,

| CRIER working paper

13 Jean Dreze and Reetika Khera“ Under standing Leakagesin the Public Distribution System” , 2015, Economic

and Poalitical Weekly, February 14.
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3.5 THE POSSIBILITIES OFFERED BY
CASH TRANSFERS

Technology isincreasingly affording better means
for thegovernment toimprovethe economiclives
of the poor. In particular, technol ogiesthat enable
the state to better target and transfer financial
resources to househol ds expand the set of anti-
poverty toolsthe government hasinitsarmoury.
Thesetechnological innovations have renewed
political, policy and academic interest in the
potentia of direct cash transfersto help the poor.
Recent experimental evidence documents that
unconditional cashtransfers—if targeted well —can
boost househol d consumption and asset ownership
and reducefood security problemsfor the ultra-
poor.4

Cashtransferscan a so augment the effectiveness
of existing anti-poverty programs. By reducing the
number of government departmentsinvolvedinthe
distribution process, opportunitiesfor leakage are
curtailed. A recent study®® reported evidencefrom
AndhraPradesh where MGNREGA and Social
Security paymentswere paid through Aadhaar-
linked bank accounts. Households received
paymentson average 10 daysfaster with the new
Aadhaar-linked direct benefitstransfer system, and
leakagesreduced by 10.8 percentage points. The
vaueof thefiscal savings—duetolower leakages
—were8timesgregter thanthecost of implementing
the program. Thisshowsthe high returnsto public
investmentsinthestate capacity requiredto deliver
Secure payments.

In addition to net fiscal savings, incometransfers
can compensate consumers and producers for
exactly thewdfare benefitsthey derivefrom price
subsidieswithout distorting their incentivesinthe
way describedin Section |1 above.

3.6 THeE JAM NumBER TRINITY
SOLUTION

Eliminating or phasing down subsidiesisneither
feasible nor desirable unless accompanied by
other forms of support to cushion the poor and
vulnerable and enable them to achieve their
economic aspirations. The JAM Number Trinity
— Jan Dhan Yojana, Aadhaar and Mobile
numbers—allowsthe state to offer thissupport
to poor householdsin atargeted and lessdistortive
way.

Asof December 2014, over 720 million citizens
had been allocated an Aadhaar card. These
enrolmentsareincreasing at arate of 20 million
per month and by December 2015, the total
number of Aadhaar enrolmentsinthecountry is
expectedto exceed 1 billion. Linking theAadhaar
number to an active bank account is key to
implementingincometranders. Tothiseffect, the
government had seeded over 100 million bank
accountswith registered Aadhaar numbers by
December 2014. Withtheintroduction of Jan Dhan
Yojana, thenumber of bank accountsisexpected
to increase further and offering greater
opportunities to target and transfer financial
resourcesto the poor. Indeed, thegovernment is
aready attempting thistrangitionin certain areas
by paying cooking gassubsidiesdirectly viaDirect
Benefit Transfer into the bank accounts of 9.75
crorerecipients.

We describetwo aternativefinancial delivery
mechanismsbe ow:

e MobileMoney—With over 900 million
cdll phoneusersand closeto 600 million
unique users, mobile money offers a
complementary mechanism of delivering
direct benefitsto alarge proportion of
the population.** Moreover, 370 million

14 Johannes Haushofer & Jeremy Shapiro (2013), Household Response to Income Changes. Evidence from an
Unconditional Cash Transfer Program in Kenya, Working Paper.

15 A group of 158 sub-districtsimplemented this new payment system, but were enrolled in the programin arandom
order, which enabled the researchersto carefully examine the impact of enrolment on leakages of MGNREGA
payments. Karthik Muralidharan, Paul Niehaus & Sandip Sukhtankar (2014), Building State Capacity: Evidence

from Biometric Smartcardsin India, Working Paper.

16 http://www.tr ai.gov.in/Wr iteReadData/WhatsNew/ D ocuments/Presspercent20Rel ease- TSD-Mar, 14. pdf
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of thesecell phoneusersarebasedinrurd
areas, and thisnumber isincreasing at a
rate of 2.82 million every month. Mobile
money therefore offers a very viable
dternativeto meet thechdlengeof last mile
connectivity. Given that Aadhaar
registrationsincludethe mobilenumber of
acustomer, the operational bottlenecks
required to connect mobile numberswith
uniqueidentification codesisaso small.
With several cell phone operators
reportedly applying for apayment bank
licensein February 2015, mobilemoney
platformsoffer tremendousopportunities
to direct Aadhaar based transfers.

o Pogt Offices—Indiahasthelargest Postal
Network intheworld with over 1,55,015
Post Officesof which (89.76 percent) are
intherurd areas.® Similar tothemobile
money framework, the Post Office (elther
aspayment transmitter or aregular Bank)
can seamlesdly fit into theAadhaar linked
benefits-transfer architecture by applying

for an IFSC codewhichwill alow post
officesto start seeding Aadhaar linked
accounts. The post office network also
enjoysalong-standing reputation of using
its deep network to serve many
geographically isolated consumersinthe
country.

If the JAM Number Trinity can be seamlessly
linked, and all subsidiesrolled into oneor afew
monthly transfers, real progressintermsof direct
income support to the poor may finally be
possible. The heady prospect for the Indian
economy isthat, with strong investmentsin state
capacity, that Nirvana today seems within
reach. It will beaNirvanafor two reasons: the
poor will be protected and provided for; and
many pricesinIndiawill beliberated to perform
their role of efficiently allocating resourcesin
theeconomy and boosting long run growth. Even
as it focuses on second generation and third
generation reformsin factor markets, Indiawill
then be able to complete the basic first
generation of economic reforms.

17 http://articles.economictimes.indiatimes.com/2015-02-03/news/58751845 1 payments-banks-small-banks-

shinjini-kumar
18 http://mww.indiapost.gov.in/our_network.aspx.



Thelnvestment Climate: Salled
Projects, Debt Overhang and the

Equity Puzzle

o

4.1 INTRODUCTION

India sinvestment has been much below potential
over the last few years. From a peak of 24 per
centinthelast quarter of 2009-10financial year,
therate of growth of grossfixed capital formation
now languishesaround zero (Figure4.1). Staling
of “projects,” aterm synonymous with large
economic undertakings in infrastructure,
manufacturing, mining, power, etc., iswidely
accepted to bealeading reason behind thisdecline.
The stock of stalled projects at the end of
December 2014 stood at X 8.8 lakh crore or 7
per cent of GDP.

Thisanalysis usesthe CAPEX database in the
Center for Monitoring Indian Economy (CMIE)
platformto analysestalled projects, offering some
ingghtsand policy lessons. Thedatabase contains
alarge sample of firm level public and private

investment data, bal ance sheet reportsand survey
of companies, and thetimeline of projects. This
mix of dataalowsusto generateaplausiblepicture
of theinvestment climatein the country withthe
caveat being that it is a sample and hence not
immuneto selection biases.

This chapter provides five key take-home
messages and two policy lessons. The key
messagesarefollows.

I. The stalling rate of projects has been
increasing a andarmingly highrateinthe
last fiveyears, and therateismuch higher
inthe private sector.

ii. Thegood newsisthat therate of stalling
seemsto have plateaued inthelast three
quarters. Moreover, the stock of stalled
projects has come down to about 7 per
cent of the GDP at the end of the third
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quarter of 2014-15from 8.3 per cent the
previousyedr.

iii. Thedatashowsthat manufacturing and
infrastructure dominate in the private
sector, and manufacturing dominatesin
total value of stalled projectseven over
infrastructure. Thegovernment’sstalled
projects are predominantly in
infrastructure. Unfavourable market
conditions(and not regulatory clearances)
arestalling alarge number of projectsin
the private sector, and in contrast
regulatory reasonsexplainbulk of galing
inthe public sector. Also, clearing thetop
100 stalled projectswill address 83 per
cent of the problem of stalled projectsby
vaue

iv. Stdlingof projectsisseverdy affectingthe
bal ance sheets of the corporate sector and
public sector banks, which in turn is
constraining future private investment,
completing aviciouscircle, characterised
by aninvestment dowdownleadingtoless
financing back to weak investment.

v. Despitehighratesof stalling, and weak
bal ance sheets, the equity market seems
to be performing quitewell. A plausible
hypothesisbeing that equity val uations of
affected companies are not being
sufficiently priced in. Through an event
study we show that thestalling of projects
isindeed not having asignificant impact
onfirmequity. Thismay potentidly bedue
to the pure political economy reason that
themarketisinternalising theexpectaions
of bailouts.

And, thetwo policy lessonsare asfollows.

I.  Combining thesituation of Indian public
sector banks and corporate balance
sheets suggeststhat the expectation that
the private sector will driveinvestment
needsto bemoderated. Inthislight, public
investment may needto stepintorecreste
anenvironment to crowd-in private sector
investment intheshort term.

ii. Efforts must be made to revitalise the
public-private partnership model of
investment, albeitin adifferent manner
(specificdetailsareofferedinBox 4.1).
Inaddition, seriouscons deration must be
given to setting up an Independent
Renegotiation Committee. Inthe presence
of weak mechanismsfor bankruptcy and
exit, we have to think creatively about
distributing pain amongst the stakehol ders
from past deal sgone sour.

4.2 RATE OF STALLING AND STOCK OF
STALLED PROJECTS

4.2.1 Alarmingly high and dominated by the
private sector

Figure4.2 plotsquarterly dataonthegtalingrate,
defined as the stock of stalled projects as a
percentage of thoseunder implementationinterms
of value of projects. It isevident that the stock of
daled projectshasbeenrisngat andarmingrate.
Moreover, it isdominated by the private sector,
especidly inthelast fiveyears. At end of thethird
quarter of the current financid year, for every 100
rupees of projects under implementation, 10.3
rupees worth of projects were stalled, and the
number for private sector stood at 16.

4.2.2 Taperinginthelast threequarters

The stock of stalled projects is driven by two
fectors rateof gdlingandtherateof revivd. Figure
4.3 depictsthegrossvalueof projectsstalled and
revived during the last few quarters. Ascan be
seen both were contributing to the problem, alarge
volume of projectswere being stalled, and not
enough were being revived. However, inthelast
few quartersthere have been someimprovements
on both fronts.

Table 4.1 reportsthe stock of stalled projectsas
afraction of GDP. Staled investmentsat therate
of 8-9 percent of GDP over thelast threefiscal
years have been a leading reason behind the
declineingrossfixed capital formation seenearlier
in Figure 4.1. However, the number has come
downto around 7 per cent of GDP at the end of
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thethird quarter of 2014-15, showing agradual
improvemen.

4.3 AN ANALYSIS OF STALLED PROJECTS

Usingal theavailableinformationinthe CAPEX
database, we analyse the set of stalled projects
along fivedimensions: ownership, value, sector,

geography and reasonsfor stdling (disaggregated
infurther detall inTable4.2).

Figures 4.4 and 4.5 show the sectoral
decomposition of the< 8.8 lakh crore worth of
gtalled projectsfor publicand private sector firms,
respectively. Thefirst thingto noteisthat thepublic
and private sector account for ¥ 1.8 andX 7 lakh
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Year Government Private  Total
2011-12 20% 5.7% 7.7%
2012-13 19% 6.1% 89%
2013-14 18% 6.5% 8.3%
2014-15(till Q3) 14% 55% 6.9%

Source : CMIE and Central Statistics Office

crores, respectively, of thetotal worth of stalled
projects. Intermsof shareintota, electricity and
services dominate for both public and private
sectorst, while manufacturing forms the major
component of staled projectsinthe private sector.

One sector with largeanumber (and total worth)
of stalled projects in both public and private
sectorsiselectricity. At theend of third quarter of
thisfinancial year, 80 projectswere stalled inthe
electricity sector out of which 75 arein generation
and 5indistribution, and 54 of these80 areinfact
private. Itisimportant to notethat almost all the
projectsindectricity under the” private” category

Dimension Components
Ownership  Public, Private (Indian),
Private (Foreign)
Sector Infrastructure: Electricity, Highways,
Airports, Construction
Mining: Coal, Iron
Manufacturing: Steel, Cement, Drugs,
Garments, Processed Food
Geography  States
Vaue In rupees
Reason for  Clearances: Environmental, LandFuel.
Stalling Other raw materials

Market: lack of demand, funds
Source: CMIE

areactually public-private partnerships, which
affectsthe public sector directly.

A moregranular anadysisshowsthat manufacturing,
mining and electricity, inthat order, have had the
highest stdling ratesinthelast few quartersamong
all sectors. Air transport, roadsand shipping are
theather big contributorsininfragructure, and sted,
cements, garments, and food processing arethe

Q3 Q4
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Ql Q2 Q3 4
2010

Ql Q2 Q3 4
2011

Manufacturing B Mining M Electricity

Ql Q2 Q3 Q4

Services (other than financial)

Ql Q2 Q3 Q4
2013

Ql Q2 Q3
2014

2012

B Construction & real estate

Source: CMIE

! Servicesincludes Hotel and Tourism, Wholesale and retail trading, Transport services, Communication services,

IT and other miscellaneous non-financial services.
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largest contributors within the manufacturing
Sector.

Next, in Table4.3, we analyse primary reasons
for stalling in public and private sectors. Itisclear
that private projectsare held up overwhelmingly
duetomarket conditionsand non-regulaory factors
whereasthe government projectsare stalled due
tolack of required clearances.

Perhaps contrary to popular belief, the evidence
points towards over exuberance and a credit

Owner No. of Top Reasons
Projects for Salling
Private(Indian) 585 Unfavourable market
conditions

Lack of promoter interest
Lack of non-environmental
clearances

Government 161 Land acquisition problem
Lack of non-environmental
Clearances

Lack of funds

Source: CMIE

bubble as primary reasons (rather than lack of
regulatory clearances) for stalled projectsinthe
privatesector. Ontheflipside, government projects
were the most severely affected by “policy
paralysis’ of regulatory clearances. Thereare of
course interdependencies, but a private sector
“project bubble”’ isnot incons stent with the data.

Table4.4 showsthetop reasonsfor staling across
sectors. Two lessons are crucial here. First
manufacturing is being stifled by a general
deteriorationinthe macroeconomic environment.
Second, stalled projectsin éectricity areavictim
of lack of coal (or cod linkages).

Table4.5 presentsal the statesthat have stalling
ratesin excessof 10 per cent. Whileitistruethat
some states have largeamounts of projectsunder
implementation to beginwith (thusthelargevolume
of stalled projects may potentially bedriven by
aggregate volume of projectsin the state), our
definition of stalling rate, asthevalue of stalled
projects as a percentage of projects under
implementation, scal esthe numbersappropriately.
On this measure, it seems that with a few
exceptionsstateswith relatively weak indtitutional
environmentshave morestalled projects.
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Industry No. of Top Reasons
Projects
Manufacturing 212 Unfavourable market
conditions
Mining 40  Lack of non-environmental
clearances
Electricity 8  Fue/feedstock/raw materia
supply problem
Services 283 Lack of promoter interest
Construction 143 Lack of non-environmental
and Real Estate clearances
Source: CMIE

Findly what isthedigtribution of thevalueof galed
projects? They aretop heavy inthe sensethat a
smdll fraction accountsfor abulk of thetotal value
of stalled projects. Table 4.6 showsthat clearing
thetop 100 projectsby valuewill address 83 per
cent of theproblem of stalled projects. Thismakes
the problem [ook relatively managegble.

4.4 BALANCE SHEET SYNDROME WITH
INDIAN CHARACTERISTICS

AsreportedintheMid-Year EconomicAnayss
(2014-15), corporate balance sheets in India
continueto be over-extended. Hereweprovidea
deeper empirical analysisof the same, and add
banks' balance sheetstothepicture.

Sate 2013 Q4 2014 Q3
West Bengal A4 289
Himachal Pradesh 202 27
Odisha 114 199
Jharkhand 320 173
Uttar Pradesh 26.2 166
Chhattisgarh 202 154
Andhra Pradesh 123 149
M aharashtra 75 124
Telangana 90 100

Source: CMIE

Percentile Percentageof Total
Top 10 2867%
Top20 4391%
Top50 65.73%

Top 100 82.55%
Source: CMIE

Figure 4.6 showsthe debt to equity ratio of non-
financial corporatesinthe BSE 500 acrosstime
and in comparison to other countries. Debt to
equity is a measure of financial leverage that
indicatesthe proportion of debt and equity used
by the company to finance its assets. An
unambiguousfact emerging from the dataisthat
the debt to equity for Indian non-financial
corporateshasbeenrising at afairly darmingrate
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over timeandissignificantly higher when viewed
against other comparator countries.

Tosomeextent high level sof debt may bejustified
if acompany has sufficient earningsto pay the
interest component of outstanding debt. Thisability
of acompany to pay theinterest onitsoutstanding
debt ismeasured using theInterest Coverage Ratio
(ICR). ICRistechnically defined astheratio of a
company’s earnings before interest and taxes
(EBIT) of oneperiodtoitsinterest expensesover
the same period. An ICR below 1 therefore
indicatesalow EBIT relativetointerest expenses
and highlightsseriouswesknessesinthecompany’s
balance sheset.

Economic Survey 2014-15

Thefigure4.7 showsthe percentage of companies
inalargesampleof 3,700listed companiesinindia
that haveICR <1. Of theseafairly largefraction
havenot been ableto cover interestinthelast four
guarters for which data was available. In fact,
Credit Suissereportsthat of thetotal debt of US$
450bn in the sample, US$ 140bn (about 33 per
cent) iscurrently with companieswith ICR<1. Four
yearsago only 17 per cent of the debt waswith
such companies.

Many countries before, including Japan in the
aftermath of thereal estate and equity boom of

thelate 1980s, have experienced over-extended
corporate balance sheets. However, there is
something fundamentally Indian about this
phenomenon.

Firgt, the debt overhang of the corporate sector is
accompanied by ardatively high growth of around
6to 7 per cent. Second, it hasbeen accompanied
by highinflation (instead of the pricedeflationin
the Japaneseexample), seeFigure 1.1A in Chapter
1. Third, the public sector isexposed to corporate
risk intheform of public private partnerships, and
lending by the public sector banks. Fourth, unlike
many other countrieswith high debt to equity ratios
currently, Indial sdebt isdmost exdusively financed
by public sector banks. Thishastrandated into
high and rising non-performing assetsfor these
banks, see Figure4.8.

Tyingthingstogether- astegp declinein grossfixed
capital formation, alarge volume of projectsin
suspended animation, worryingly high number of
dressed assetsinbanks baancesheetsandahighly
leveraged corporate sector- suggeststhat Indian
firmsfaceaclassic debt overhang probleminthe
aftermath of a debt fuelled investment bubble,
tranglating into a bal ance sheet syndrome with
Indian characteristics.
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4.5 WHAT 1S THE IMPACT OF BALANCE
SHEET SYNDROME ON FIRM EQuiTY?

Figure4.9A showsthe Nifty Index since January
2011. Thereisaclear surgein equity values of
Indian firmsin thelast three years. The puzzle
thoughisthat thissurge coexistiswithrisng staling
ratesof big projects(seeFigure4.2), week balance
sheets (see Figure 4.6 and 4.7), declining new
investmentsintheprivate sector (seeFigure4.9B),
and toxic assets on banks' balance sheets (see
Figure4.8).

Frozen credit and overleveraged balance sheets
should theoretically have adirect impact onthe
stock valueof firms. Theevidencetothecontrary
can bedriven by (i) expectationsof asignificant
turnaround in the macroeconomic environment,
and (i) internalisation of politica economy factors
in that the markets perceive that promotersand
financiersof stalled projectswill beaided by the
government in someway (too bigtofail).

While some indicators in the macroeconomy
(inflationand current account deficit) havedefinitey
turned around, it isavery recent phenomenon.
Moreover, investment hasremained muted (see

Figure4.1and 4.9B). Themarket'sreactiontoa
strong political mandatefor the new government
isdefinitely areason, ascan beseenintherisein
thedopeof theequity surgepost May 2014. But,
can that bethe exclusive explanation?

Therest of this section teststhe hypothesisthat
galing of projectshasnot had asgnificant impact
onfirmequity. Tothat end, we analysethe stock
returnsaround thedate of stalling of all firmswith
galled projectsand comparethesameto the Nifty
Index.

Figure4.10A reportstherate of change of raw
returns of all listed companies with stalled
projects hundred days before and after the date
of stalling, since 2008. The 100 day window is
used to account for uncertainty regarding both
theexact day of stalling andits percelved impact
on the firm. The absolute numbers are
accompanied by the 95 per cent confidence
interval of the sample.?2 Thereisaclear decline
inthevalueof firmswith stalled projectsaround
thedate of staling. Thedeclinestartsabit before
the projects is declared stalled because the
market often internalisesthe status of the project
asbeing stalled before the database declares so.

2 Thevaluesare statistically significant if the confidence interval lies above or below the x-axis.
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Thequestionthoughis- Isthedecline* enough”?
In other words, how much impact doesastalled
project have on afirm’s equity relative to the
index? To answer this question, we plot the
abnormd returnsaround dateof gdlingfor al listed
companies with stalled projects since 2008
(Figure4.10B). Abnormal returnsare defined as
the returns generated by a given security or
portfolio over aperiod of timethat isdifferent from
the expected rate of return. We take the given
portfolio to bethe companieswith stalled projects
and theexpectedrateof returnto bethe Nifty index.
Sincethisisan event study, theanalysisof equity
returnsisconducted around thedate of staling.

We find that the abnormal returns are not
satisticaly different than zero. Thereturnsonthe

firms with stalled projects are not statistically
different thantheNifty index beforestaling and at
least 50 days after stalling of the project. Even
from the 50" to the 100" day after stalling the
returnsdecline by not morethan 5 per cent. This
provides suggestive evidencethat themarket is
not penalising firms severely for the debt pile-up
inthewakeof investmentsturning sour.* Thismay
potentially be dueto the pure political economy
reason that the market is internalising the
expectationsof bailouts.

4.6 PoLicy LEssoNs

Indianeedsto tread the path of investment-driven
growth. Canthe private sector be expectedtorise
to the occasion? Highly leveraged corporate

A. Raw returns

B. Abnormal returns
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Source: CMIE, Prowess and Bloomberg

3 Technically speaking, the null hypothesis iswhether the market penalises firms with stalled projects sufficiently

relativeto the overall Nifty index?

4 Theresult must be caveated in that it isbased on avery reduced form exercise. Though it does provide much food
for thought and an invitation for further exploration of the equity puzzle.
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bal ance sheets, and abanking system under severe
stress suggest that thiswill prove challenging.
Agang thisbackdrop, publicinvesment may need
to be augmented to recreate an environment to
crowd-in private sector investment. Theargument
for desirability of publicinvestment, and finding
thefiscal spacefor itsredisation aredetailedin
Chapters2 and 6.

But, thecdl for publicinvestment isnot acounsel
of despair for privateinvestments going forward,
especially the public-private partnership modd.
Concreteideason re-orienting the public-private
partnership model of investment are providedin
Box 4.1.

The biggest lesson from stalled projectsand the
associated credit aided infrastructure bubbleisthat
perhaps more than a run up problem (over
exuberant and misdirected privateinvesment), we
face aclean-up problem (bankruptcy laws, asset
restructuring, etc.). Creative solutions are
necessary for digtributing pain equally amongst the
stakeholdersfrom past dealsgone sour.

Anideatofix the clean-up problemissetting up
of ahigh powered Independent Renegotiation
Committee. In the presence of a market and
regulatory failure, perhaps acreative step would
be to involve external experts for aquick and
independent resol ution of the problems.

Many infrastructure projects are today financially stressed, accounting for ailmost a third of stressed assets in
banks. New projects cannot attract sponsors, asin recent NHAI bids, and banks are unwilling to lend. Given its
riskiness, pension and insurance funds have sensibly limited their exposure to these projects. This current state of
the public private partnership (PPP) model is dueto poorly designed frameworks, which need restructuring.

Flawsin existing design

First, existing contracts focus more on fiscal benefits than on efficient service provision. For example, in port and
airport concessions, the bidder offering the highest share of gross revenue collected to the government is selected.
Thus, if thisshareis 33% (higher in many actual contracts), the user pays 50% more than what isrequired, sincethe
concessionaireis able to provide service even though it getsonly ~ 1 for every ~ 1.50 charged.

Second, they neglect principlesall ocating risk to the entity best ableto manageit. Instead, unmanageablerisks, e.g.,
traffic risk in highways, even though largely unaffected by their actions, are transferred to concessionaires. Thisis
alsotruefor railwaysandin part, for ports (though inter-terminal competition is possible) and airports.

Third, the default revenue stream is directly collected user charges. Where thisis deemed insufficient, bidders can
ask for aviability grant, typically disbursed during construction. This structure leaves the government with no
leverage in the case of non-performance, with few contractual remedies short of termination.

Fiscal reporting practices also affect this choice. Current accounting rules treat future committed expenditure asa
contingent liability. However, foregone future revenue is not accounted for.

Fourth, there are no ex-ante structures for renegotiation. If abureaucrat restructures a project, there are no rewards;
instead it may lead to investigation for graft. Failed projects|ead neither to penalties nor investigation. With such
asymmetric incentives, bureaucrats naturally avoid renegotiation.

Finally, contracts are over-dependent on market wisdom, e.g., biddersin ultra-mega power projects (UMPP) could
index tariff bidsto both fuel pricesand exchange rates, but amost all chose very limited indexation. When fuel prices
rose and the rupee fell, these bids became unviable. To enforce market discipline and penalise reckless bidding,
these projects should have been allowed to fail.

Needed M odifications

Despite such flaws, PPP generated significant investment. Can these flaws berectified in acountry, like India, which
isreluctant to let concessionaires fail? What should future contracts |ook like?

First, it is better to continue combining construction and maintenance responsibilities to incentivise building

quality. In many projects, especially highways, maintenance costs depend significantly on construction quality. If

asingle entity isresponsible for both construction and maintenance, it takeslifecycle costsinto account. Separating
Contd.
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these responsibilities provide an incentive to increase profits by cutting corners during construction. Suggestions
to let the public sector build assets and have the private sector maintain and operate them ignore this linkage.

Second, risk should only be transferred to those who can manage it. In a highway or arailway project, it is not
sensibleto transfer usage risk sinceit is outside the control of the operator. But, it can be done in telecom projects
and for individual port terminals that compete with each other, where demand can respond to tariff and quality.

Third, financing structures should be able to attract pension and insurance funds, which are a natural funding
source for long-term infrastructure projects.

What does this mean for key sectors? First, rather than prescribe model concession agreements, states should be
alowed to experiment.For example, in ports, terminals can be bid on the basis of an annual fee, with full tariff
flexibility, subject to competition oversight. For electricity generation, bids can be two-part, with avariable charge
based on normative efficiency, or alternatively, determined by regulators and a capacity charge.

Another option, without that drawback, isthe L east Present Value of Revenue (LPVR)? contract, wherethebidisthe
lowest present value (discounted at a pre-announced rate) of total gross revenue received by the concessionaire.
The concession duration is variable and continues until the bid present value amount isreceived. A key advantage
of this contract is that it converts usage risk to risk of contract duration, which is more manageable for financial
institutions. Since the bid is on gross revenue, it also selects bidders who can execute at low cost and demand
relatively lower marginsand by limiting the scope for renegotiation to the remaining uncollected value of the LPVR
bid, it discourages opportunistic bidding. Further, since the present valueis protected, this structure is suitable for
pension and insurance funds.

Restructuring of existing contracts

Revival of privateinterest and bank lending needs existing contractsto be restructured, with burden sharing among
different stakeholders. Lenders may have extended credit without necessary due diligence, assuming that projects
wereimplicitly guaranteed. Without burden sharing, this behaviour will be reinforced. Similarly, many bidders may
have assumed that they could renegotiate in the event of negative shocks. Thus, there was potentialy adverse
selection of firmswho felt they had the capacity to renegotiate; rather than firms better at executing and operating
theproject. In particular, thismay have limited participation by foreign firms. In the absence of burden sharing, such
adverse selection would be supported. Thus, the guiding principle should be to restructure contracts based on the
project's revenues, differentiating between temporary illiquidity and insolvency.

For example, all stressed highway projects could be switched to electronic tolling. All revenues can go, as now, into
an escrow account, but with arevised order of priority. Long-term bullet bonds, at the risk-free government rate, can
be issued to the extent of the debt in the project. After operations and maintenance, interest payments on these
bonds, which may also be guaranteed by the Union government, will befirst in order of priority. Lenders can opt to
switch existing debt to these bonds. Allocations for repayment of their principal will have second priority and
existing debt that has not been switched, the next priority. Equity can bethe residual claimant. If the project makes
money over itslifetime, equity holderswill earn areturn, though some may exit now, at adiscount.

The private sector remains key to rapid delivery of high quality infrastructure. Restructured PPP frameworks will
revive their interest in infrastructure and bring in funding from pension and insurance funds.

* |nputs from Partha Mukhopadhyay (Center for Policy Research, New Delhi) are gratefully acknowledged.

a Engel E, R Fischer and A Galetovic (1997), ‘Highway Franchising: Pitfalls and Opportunities’, The American Economic
Review, 87(2), pp 68-72. Engel E, R Fischer and A Galetovic (2001), ‘L east-Present-Value-of-Revenue Auctions and
Highway Franchising’, Journal of Political Economy, 109(5), pp 993-1020.




Credit, Sructure and Double

Financial Repression:

A Diagnosis of the Banking Sector

g

“ The nature of transactions between creditors
and debtors on which the welfare of the
kingdomdepends, shall always be scrutinized,”

Kautilyain Arthshastra around 3" century BC.

5.1 INTRODUCTION

The policy discoursearound bankingin Indiahas
thrown up many specific ideas and challenges
recently, prominent amongst them being the
problem of stressed and restructured assets, the
difficulty in acquiring the resourcesto meet the
looming Basel 111 requirements on capital
adequacy, and the need for governance reform
(seefor examplethe Nayak Committee Report).*
Stepping back from these proximateissuesalows
adeeper analytical diagnosisof the problemsof
Indian bankingwhichinturn providethebasisfor
morecalibrated solutions.

Wedart withthesizeof creditinIndia Intermsof
anumber of indicators, thelndian financial sector
doesnot gppear to bean outlier. Theoverdl credit-
GDPratio aswell astheproportion of total credit
accounted for by the banking sector isnot out of
linetaking account of India sleve of devel opment.
Moreover, itssize hasn’t increased dramatically
over timecompared to other countries. Whilethe
boom years of thelast decade both spawned and
werefed by acredit boom, originatinginthepublic
sector banks, irrationaly exuberant behaviour was
not out of linewith similar experiencesin other
countries.

Rather, thechallengesintheIndian banking system
lieelsewhereand fall into two categories. policy
and structure.

Thepolicy chdlengerdatestofinancia represson.
Thelndianbanking sysemisafflicted by what might

Assets *

-ve rate of
return on
deposits

Liabilities

NPA: Non-Performing Assets (bad loans), SLR: Satutory Liquidity Ratio, PSL: Priority Sector Lending

! Recapitalisation requirements for Public Sector Banks as estimated by Krishnamurthy Subramanian (1SB and
member of Nayak Committee) range from X 9.6 lakh crore to X 4.8 lakh crore depending on the assumptions on
forbearance and the ratio of restructured assets turning into NPAs.
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becalled “ doublefinancial repression” (Figure
5.1). Financia repression onthe asset side of the
balance sheet iscreated by the statutory liquidity
ratio (SLR) requirement that forcesbanksto hold
government securities, and priority sector lending
(PSL) that forcesresource deployment in less-
than-fully efficient ways. Financia repressonon
theliability sdehasarisenfromhighinflationsince
2007, leading to negativered interest rates, and a
sharpreductionin households financial savings.
Aslndiaexitsfrom liability-siderepressonwith
declininginflation, thetimemay beappropriatefor
addressing its asset-side counterparts.

Thedtructura problemsreateto competitionand
ownership. First, there appears to be alack of
competition, reflected inthe private sector banks

inability toincreasetheir presence. Indeed, one of
the paradoxes of recent banking history isthat the
share of the private sector in overall banking
aggregates barely increased at atime when the
country witnessed itsmost rapid growth and one
that wasfuelled by the private sector. It wasan
anomalous case of private sector growth without
private sector bank financing. Evenallowing for
the irrational exuberance of the Public Sector
Banks(PSBs) that financed thisgrowth phase, the
reticence of the private sector was striking.

Finally, even withinthe public sector banksthere
issufficient variation in performance. Viewing
public sector banks as one homogenous block
would beamistake. Rather than adopting aone-
size-fits-all approach, there needsto be greater
selectivity inrelation to recapitalisation, exit, and
thelevel of government ownership.

The chapter ends with four key policy
recommendations which we call the four Ds:
deregulate (inrelation to financial repression),
differentiate (within the PSBs), diversify (within
and outside banking), and disinter (to create
more efficient exit).

5.2 FINANCIAL REPRESSION ON THE
LiaBILITY SDE

Figure 5.2 plots the average rate of return on
depogitsinal scheduled commercid banksinindia
over thelast 14 years. Theseare calculated asthe
difference between theweighted averagereturn
onterm depositsasreported by the Reserve Bank
of Indiaminusthe CPI-IW inflation ratefor that
year asreported by the Central Statistics Office.
Highinflationand limited return on banks' assets
has ensured that the rates maintained by banks
fetched householdsanegativereal rate of return
on deposits.
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Source : RBI and Central Satistics Office
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2004-05 2009-10 2010-11 2011-12 2012-13  2013-14
Household (Financial) 101 120 99 70 71 72
Household (Physical) 134 132 132 158 148 106
Household (Total) 236 252 231 28 219 178
Gross R4 337 337 313 301 306

Source : Central Satistics Office. Caveat: New method employed in 2013-14.

Household savings continue to be the largest
contributor to grosscapital formation. Household
savings has two components- financial and
physical, wherethelatter typically doesnot lend
itself easily to financial intermediation in the
economy. As can be seen from Table 5.1, the
contribution of phys cd assststo household savings
hasstood stubbornly above 60 per cent al through
thelast decade.

5.3 FINANCIAL REPRESSION ON THE
AssSET SIDE

Financial repression on the asset sidehhashad a
long higtory inIndia. Asthestate expandeditsrole
intheeconomy and especidly thefinancial sector
inthe 1970s, new rules had to beintroduced to
set aside bank capital to providefor it. Two key
legaciesof thispieceof history arethe Statutory
Liquidity Ratio and Priority Sector Lending.

5.3.1 Satutory Liquidity Ratio

The Statutory Liquidity Ratioisarequirement on
banksto hold acertain share of their resourcesin
liquid assets such ascash, government bondsand
gold. Inprinciple, the SLR can performaprudentia
role because any unexpected demand from
depositorscan bequickly met by liquidating these
assets.

SL R requirements havetraditionally been high.
From 38 per cent inthe period before 1991, there
wasadramatic declineto about 25 per cent at the
end of the1990s. Sincethen however, the number
hashovered around the quarter century mark, only

recently falling to 22 per cent. Asof Feb 4, 2015
theminimum requirement is21.5 per cent of total
assets. Bankstypicaly keep morethantherequired
SLR, thecurrent realised SLRisinfact over 25
per cent.? In practice, the SLR has become a
means of financing (at less than market rates
presumably) abulk of the government’sfiscal
deficit, suggesting that SLR cutsarerelatedtothe
government’sfiscal postion.®

Box 5.1 presentsthe casefor gradually reducing
thisrequirement- both to free up capital for the
banks and to make the market for government
bondsmoreliquid.

5.3.2Priority Sector Lending (PSL)

A key component of equality of creditinIndiahas
been the so called “ priority sector lending”. All
Indian banks are required to meet a40 per cent
target on priority sector lending. Thelaw states
that all domestic commercial banks, public or
private, havetolend 40 per cent of their adjusted
net bank credit (ANBC) or credit equivalent
amount of their off balance sheet exposure—
whichever ishigher—to the priority sectors, and
number for foreign banks (with more than 20
branches) is 32 per cent. Further, public sector
banks have clearly defined rules they have to
follow inthe subcategories- agriculture, microand
small enterprises, education, housing, export credit
and others. Themost important amongst themis
that 45 per cent of al priority sector lending must
bemadeto agriculture.

2 This anomaly could probably be the result of the high level of stressed assets which encourage overinvestment in risk free
government securities to maintain a respectabl e risk-weighted capital adequacy ratio. As the financial sector addresses this
problem and the economy creates lending opportunities, this anomaly should be corrected.

3 Vishwanathan, Vivina: “DYK: Difference between CRRand SLR,” Livemint, June 2014
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The SLRisaform of financial repression where the government pre-empts domestic savings at the expense of the
private sector. Real interest rates are lower than they would be otherwise.

Recently, the RBI hastaken commendable and gradual stepsin lowering the SLR from 25 per cent to 21.5 per cent.
The question iswhether the ambitionsin this area should be ratcheted up. Three developments make this question
particularly salient.

The argument has always been that SL Rs can only be reduced if the government’sfiscal situation improves. That
isonly partly correct because stocksrather than flows should condition SLR reform. India’ sfiscal deficit situation
still needs consolidation but the public debt situation has been steadily improving and will continue to improve
because of India’s growth and inflation compared to borrowing costs. Overall indebtedness (center and states) has
declined from over 80 percent to 60 percent in a decade. And this trend will continue because favorable debt
dynamicswill continue to operate in the future as long as growth remains above 8 percent.

This creates the first opening for phasing down the SLR over time. To be sure the government’s borrowing costs
will go up but the magnitudes arelikely to be small for two reasons: first, costswill rise only on debt that is maturing,
which over the next five yearsis about 21.1 per cent of total outstading debt; and second, the macro-environment
and progressin durably reining ininflation may favor lower real interest rates.

The second reason rel ates to the health of the banks. Asinterest rates decline, thereis scopefor capital appreciation
for the banks that hold the bulk of government securities. SLR reductions could allow them to offload G-secs and
reap the capital gainswhich could help recapitalise them, reducing the need for government resources, and hel ping
them rai se private resources. (Thisisabetter and cleaner way of recapitalizing the banksthan to allow banksto mark
their G-secsto market and realize the accounting profits). To avoid any moral hazard issues, gainsfrom recapitalization
should go first towards provisioning against NPAs, and only the surplus should go towards being counted as
capital.

Thethird reason relatesto the recent experience of infrastructure financing. PPP-based proj ects have been financed
either by public sector banks or through foreign currency-denominated debt (ECBs). Theformer has proven tricky
to say the least and the latter contributed to decline in corporate sector profitability especially in the infrastructure
sector: investors borrowed in dollars and their revenues were predominantly in rupees so that when the rupee
depreciated their profitability and balance sheets were adversely affected.

Thetimeisthereforeripefor devel oping other forms of infrastructure financing, especially through abond market.
But SL Rs have also stymied the development of government bond markets which in turn stifles the development of
corporate bond markets. Reducing SL Rs are therefore critical to finding better sources of infrastructure financing.
The end-point of reform should be to combine the SLR and the Capital to risk weighted assets ratio (CRAR)?into
oneliquidity ratio set at adesirable level depending on international norms.

a Capital to risk weighted assetsratio (CRAR) is arrived at by dividing the capital of the bank with aggregated
risk weighted assetsfor credit risk, market risk and operational risk.

To be sure, the social and economic objectives
that underlie PSL make it a salient feature of
bankinginIndia But likeinthe caseof subsidies
anddirect transfers, grester atentionmust begiven
to ensuring that the depl oyed meansarethe most
effectiveto achieving desred ends. Thereishence
greater need for evidence-driven policy and Box
5.2 below illustrates this point in relation to
agriculturd lending.

In this Box, we draw on the results from
Ramakumar and Chavan (2014) and summarize
striking findingson agricultura credit. Themain
takeaway isthat amuch more careful approach
needsto be applied to defining what constitutes
priority sector and closer monitoring of how these
fundsaredisbursed. Thisisespecialy important
because a0 per cent requirement absorbsalarge
fraction of thebanks' resources.
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1 Total agricultural credit hasincreased substantially since the turn of the century. The annual rate of growth that
averaged 6.8 per cent in 1981-1991, wasat 17.8 per cent for 2001-2011. In nominal terms, agricultural credit has
grown more than 8 timesin the last 15 years compared to the facts that agriculture’s sharein GDP has remained
almost constant, and that significant urbanisation has occurred in this time.

Period Annual Growth Rates

Credittoagriculture Total Bank Credit Agricultural GDP
1981-1991 6.8 80 35
1991-2001 26 73 28
2001-2011 178 157 853

2 There has been a sharp increase in the share of large-sized loans in agricultural credit as the table below shows
which warrants scrutiny.

Year Distribution of direct advances( per cent) along benchmark credit limitsin rupees
< 2lakhs > 2 lakhs <10 lakhs > 10 lakhs
1990 R2 78 %58 42
1995 891 109 936 6.4
2000 785 214 913 87
2003 726 274 875 125
2005 66.7 334 831 119
2011 480 520 76.2 238

3. There has been a substantial increase in share of agricultural credit outstanding that emanates from urban and
metropolitan areas, which is deeply puzzling.

4. There has been a concentration of disbursal of agricultural credit from January to March, which are generally not
the normal periods of borrowing by farmers. This showsthat in order to meet priority sector lending targets banks
possibly raise their lending activity in months when farmers may not necessarily need it the most.

5. Thereisasharp decreasein the share of long-term credit in total agricultural credit. Thus, the portion of agricultural
credit that was used for capital formation in agriculture has become small. The number has come down from over
70 per centin 1991-92 to about 40 per centin 2011-12.

6. Theimplication of thisevidenceisthat lending to agriculture may be excessive and going predominantly to large
farmers. Itisnot being used for agricultural capital formation. Perhaps most significantly alarge share of it may
not be going to core agricultural activitiesat all.

* Points 1 to 5 are based on the analysis of Ramakumar and Chavan (2014), “ Bank Credit to Agriculturein India
in the 2000s; Dissecting the Revival,” Review of Agrarian Sudies.

5.4 A COMPARATIVE ANALYSIS OF from 35.5 percent in 2000 to 51 percent in 2013,

BANKING AND CREDIT with the bulk accounted for by bank Iendlng Is
thisunusua ?Weanswer thisquestionin four ways.

54.11slIndiacredit-addled and over-banked? . . o .
First, we show the evolution over timein credit-

Indiahaswitnessed acredit boomover thelast  GDPratiosin Indiaand selected other countries
decade?, with theshare of credit-GDPincreasing  (Figure5.3) (asdefined by theWorld Bank).> The

4 See " Corporate Vulnerabilitiesin India and Banks' Loan Performance,” IMF Staff Working Papers (2014), and
“House of Debt,” Credit Suisse Research (2013).

5 The graphs uses World Bank’s domestic credit to private sector, defined as financial resources provided to the
private sector by financial corporations, such as through loans, purchases of non-equity securities, and trade
credits and other accounts receivable, that establish a claim for repayment.
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level of credit islower than most countries nor
hasit increased morerapidly. Next we undertake
across-country comparison plotting thissame
indicator against a country’s level of
development using thelog of per capitaGDPin
purchasing power parity (PPP) termsasaproxy

(Figure 5.4). Ascountries becomericher, they
tend on averageto seearisein credit, reflected
in the upward sloping trend line.® But again,
Indiaiscloseto thetrend line, indicating that
for itslevel of development, credit levelsare
reasonable.
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6 Note that the trend line drawn for the entire set of 176 countriesin the World Bank data set.
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Next we ask whether Indiais over-banked. In
Figure5.5weplot theshareintotal creditinthe
economy that isaccounted for by banks against
acountry’slevel of development.” Thetrendline
isdownward sloping suggesting that banking
should shrink in size over the course of
devel opment rel ativeto other sourcesof funding
such as capital markets. Heretoo, Indiaiswell
placed, infact itisbelow thetrend line. Indiais

neither over-banked nor are capital marketstoo
smdll a thisstage of development. That will have
to change over time and the policy conditions
shouldfacilitatethat transition but for the moment
Indiaisnot anouitlier.

Finally, it is worth asking, whether the Indian
banking and financia system hasbeen especially
irresponsible and imprudent in the growth phase.

250
200
g ..............
O ST T e
—
1=
== s —————— = 7~
S et e 4 & 7
3 5 Iy S~
§ 100 y] i LAY -
= ! \ /
(< O vy .
\ ] \ .= -
50 PR | o = g
- - = =~ - = -
e T s = — N - - - - -
-_ -
(0]
(0] 5 10 15 20 25 30 35 40 45 50
Time from take off in years
= == = Brazil China India  sececcses Japan ——o—— Korea

Source : World Bank Databank
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" As defined by the Bank of International Settlements, this consists of “credit to non-financial corporations (both
private-owned and public-owned), households and non-profit institutions serving households as defined in the
System of National Accounts2008.”
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To answer this, we plot the evolution of credit-
GDPintake-off time(Figure5.6). For each country,
the starting point is when its growth started to
accelerate. The chart showsthat India's credit
bubble was not worse than the experience of
countriesduring comparabletimes. Other countries
such as Japan and Chinasaw faster credit growth
during boomyears. Thus, eveninthelast phase of
rapid credit growth during the 2000s, the Indian
financid sysemwasnomoreirrationally exuberant
than those around theworld.

Thisevidenceleads naturally to the question of
what thenisthe problem on the structural side.

5.4.2 1sthereadequate competition?

A primary concern of the health of the banking
sector in Indiahasbeenlack of sufficient internal
competition. Private banks have slowly been
brought into thearenasince 1990. It isimportant
to notethat India sapproach wasnot privatisation

of public sector banks, rather it was based on
alowingentry of new private banks. Thisstrategy
worked reasonably well in thetelecommunication
andcivil avigtion sectorsbut didit work inbanking?
Theresultshave been mixed.

Figure 5.7 A and B show that Indiasaw asteady
riseinthe size of private sector bankstill 2007
bothinrelation to deposit and lending indicators.
Theresfter, the processdowed consderably (and
of coursein the aftermath of the Lehman crisis,
therewasaflight to safety toward the PSBS).

So, oneof the paradoxesof recent banking history
isthat the share of the private sector in overall
banking aggregatesbarely increased a atimewhen
the country witnessed itsmost rapid growth and
onethat wasfuelled by the private sector. It wasa
caseof private sector led growth without private
sector bank financing. Even allowing for the
irrational exuberance of the PSBsthat financed
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this growth phase, the reticence of the private
sector wasstriking.

The question of competition extendsto other
sourcesof funding aswell. Figure 5.5 suggested
that India’s size of the banking isnot too large
relativeto thelevel of development, suggesting
that that level of competition from capital
marketsislinewith across country comparison.
Of course, over time, if Indiagrowsat 8 percent
ayear for the next twenty years, arapid shiftin
the composition of India sfinancia sector away
from banking is desirable. This shift will
encourage transparency and better pricing of
corporaterisk.
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5.5 Are Public Sector Banks uniform in
per formance?

How much variationin performanceexistswithin
the public sector banks and between the public
sector and private sector banks? To answer this
guestions, Figure 5.8 plotsthetime seriesof four
key bankingindicatorsfor publicand privatesectors
banks- CRAR, LeverageRatio, Return on Assets
and Non-performing + Restructured A ssets.®

In addition to theweighted average numbers, the
figurea so plotsa95 per cent confidenceinterval
for the public sector banks (the upper linerefers
tothe upper confidence bound and thelower line
refersto thelower confidence bound). Notethat
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Capital to risk weighted assetsratio (CRAR) isarrived at by dividing the capital of the bank with aggregated risk

weighted assets for credit risk, market risk and operational risk. Leverageratio is defined by the RBI as ratio of
total assets to total capital. The international definition, for example as laid out by the Bank of International
Settlements, istypically theinverse. For the purpose of thischapter wewill usetheinternational definition. Return
on Assets (ROA) isaprofitability ratio which indicates the net profit (net income) generated on total assets. Itis
computed by dividing net income by average total assets. Non-Performing Asset: An asset, including a leased
asset, becomes non-performing when it ceasesto generateincome for the bank. Restructured Asset: A restructured
account is one where the bank, grants to the borrower concessions that the bank would not otherwise consider.
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except for NPAS, the higher the number, the better
theindicator value® Thefiguresshow that thereis
alot of variation withinthe public sector banks. In
numerica terms, theleverageratiofor thebest bank
isabout 1.7 times more than for the worst, and
the Gross NPAs plus restructured assets are 4
timesmorefor theworst bank than the best.

It isalsoimportant to note that the best amongst
the public sector banksare often performing less
than the private sector average, adthough thisfact
should beseen againg thegreeter socid obligations
imposed onthe PSBs.

Therearetwo other key thingsto noticein Figure
5.8. First, thevariationinthe Leverage Ratiois

One of the legacies of the Great Recession (2008-2013) in the West has been active soul searching for adequate
measures of risk and safe capital in the banking system. Almost all stresstests formerly were based onratio of a
risk weighted measure of capital to thetotal assets. In Indiathisavatar, called CRAR- Capital to Risk (Weighted)
Assets Ratio, has been the dominant measure of capital adequacy for bank stability in policy and popular
discourse.

There is however growing international discontent with the measure because it failed to capture risk appetite
beforethe financial crisesin the US and in Europe. For this reason the focusis shifting to giving more weight to
the Leverage Ratio. Defined by the Reserve Bank of Indiaastheratio of total assetsto total capital, theinternational
definition, for example aslaid out by the Bank of International Sentiments, istypically theinverse. Wewill usethe
international definition.

A study by prominent economists, Pagano et all (2014), on the European banks states ‘While large banks

leverageratiosfell between 2000 and 2007, the regulatory ratio—Tier 1 capital to risk-weighted assets—remained
relatively stable. The median Tier 1 capital ratio was around 8 per cent in each year between 1997 and 2007 —a
period over which the median leverage ratio fell by half. These insights reflect increasing divergence between
book and regulatory measures of leverage. These two measureswere highly correlated in the 1990s, as one would
expect. But the correlation between them broke down in the early 2000s for the largest banks. By 2012, the
correlation had turned strongly negative. Remarkably, a negative correlation implies that banks that were more
capitalised according to the regulator had lower equity-to-asset ratios.”

Why did this happen? Simple arithmetic impliesthat theratio of total assetsto risk weighted assetsdiverged over
time. Therisk weightswere no longer doing their job!

Figure below plotsthe time series of the correlation of the two indicators- CRAR and L everage Ratio for Europe
and India. In Europe, the correlation has steadily gone south over the last decade with alarmingly negative
numbersfor thelast few years. For the public sector banksin Indiathe correlation of the average of last three years
of CRAR and L everage Ratio stands at 0.45, which isgood but definitely not great. In fact asthe figure showsthe
correlation dipped to lessthan 0.1 in 2010.
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9 The upper and lower lines represent the second or third best and worst banks, respectively for CRAR, Leverage

Ratio, Return on Assets, and the reverse for NPAS.
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The next Figure below shows a scatter plot for the last three year average of CRAR and Leverage Ratio for all
public sector banksin India. As can be seen thetrend-lineis positively sloped which isgood news. However, there
are someworrying outliers that must be examined imminently.

The scatter plot Figure also shows the average of Leverage Ratios for public sector banks variesfrom 7.8 to 4.5.
Admati and Hellwig in anew book called “Bankers New Clothes’ arguethat at 3 per cent the bank will go bankrupt
if its assets |oose more than 3 per cent in value. Banks themselves would never grant loan to afirm that only had
only 3 per cent effective equity.” They propose amuch higher leverage ratio in excess of 10, even 15 per cent.

Itisimportant to notethat if abank hasamoderate-low leverageratio, and excellent return on assetsand negligible
NPAs, the leverageratio isless of aconcern. But, this changes dramatically when there is a substantial quantity
of toxic loans on its books.

There are at least two reasons why we should focus on theleverageratioin India. First, asthe European and indeed
Indian experience shows, the CRAR can beavery poor indicator of stability, especially in adverse situationswhen
risk weights loose meaning and value. More important, given weak governance systems within banks and the
difficulty of regulating them from the outside, it is difficult to know how the risk weights are being assigned. This
becomes more important because of the size of stressed assets. In other words, today with weak institutions and
sizable stressed assets, there is an even greater premium on transparency in Indiawhich aleverage ratio provides.

Indian regulators and policymakers should therefore elevate the role of the leverage ratio in financial stability and
soundness assessments.

aPagano M, V Acharya, A Boot, M Brunnermeier, C Buch, M Helwig, S Langfield, A Sapir, and L van den Burg (2014), Is
Europe Overbanked? Report of the Advisory Scientific Committee, European Systemic Risk Board, June.

b Admati, Anat, and Martin Hellwig. 2013. The Bankers’ New Clothes: What's \WWrong with Banking and What to Do about It.
Princetion University Press.
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much morethanin CRAR. And, second thereturn
on assets has declined and stressed assets|oans
haveincreased toworrying levelswith substantial
variation across banks. On theformer, Box 5.3
presentsthe case, especially strong for India, for
using the leverage ratios to measure, test, and
monitor financid stability amost asmuchas, if not
morethan, the CRAR ratio.

5.6 Policy Implications

Tosummarize, weproposethe4Dsof policy going
forward- deregulate, differentiate, diversify and
disnter.
¢ Deregulate: Asthe banking sector exitsthe
financid repressonontheliability Sde, aided
by the fal in inflation, this is a perfect
opportunity to relax asset-side repression.
First, as described in Box 5.1, SLR
requirementscan begradualy relaxed. This
will provideliquidity to the banks, depth to
thegovernment bond market, and encourage
the development of the corporate bond
market. The right sequence would be to
gradually reduce SLR and then provide
incentivesfor adeegper bond market. Second,
PSL norms can be re-assessed. There are
two options: oneisindirect reform, bringing
more sectorsinto theambit of the PSL, until
inthelimit every sector isapriority sector;
the other isto redefinethe normsto dowly
make priority sector moretargeted, smaller,
and need-driven. Thedual responsibility of
building amodern economy and lifting the
gtandard of living at thelowest percentilesof
income demand creativity, including more
evidence-based policy making especidly in
relationto PSL.

¢ Differentiatewithin PSBs: Theanalysisin

thischapter suggeststhat thereissufficient
variationinthe performanceof public sector
banks. Thepolicy implicationisthat aone-
size-fits-all approaches to governance
reforms, public ownership, exit and
recapitalisation should cede to a more
selective approach.

Diversify within and outside the banking
system: More banks and more kinds of
banks must be encouraged. Healthy
competition from capital marketsisessentia
toowhichwill require policy support which
was discussed extensively in last year's
Economic Survey.

Disinter: Better bankruptcy proceduresfor
the future is essential. Debt Recovery
Tribunals are over-burdened and under-
resourced, leading to tardy turnaround times
and delayedjugtice. Theownership structure
of Asset Restructuring Companiesinwhich
banks themselves have significant stakes
creates misaligned incentives. The
SARFAES act seemstowork moreagainst
the smallest borrowers and medium sector
enterprises. Distressed assets hang like a
Damocles sword over the economy and
require creative solution. One possibility is
the appointment of an Independent
Renegotiation Commission with political

authority and reputationd integrity toresolve
someof thebigand difficult cases. Whenthe
next boom and bust comes around, India
needsto be better prepared to distribute pain
between promoters, creditors, consumers,

and taxpayers. Being prepared for theclean-
upisasimportant asthebeing prudentinthe
run-up.
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“the introduction of the railways has been
historically the most powerful single initiator
of take-offs’ - W. W. Rostow?!

6.1 INTRODUCTION

Sincethenew government assumed office, adew
of economicreformshasledtoapartid reviva of
investor sentiment. But increasing financid flows
areyet to trandateinto adurabl e pick-up of real
investment, especiadly inthe private sector. This
owestoanumber of interrel ated factorsthat stem
from what has been identified asthe “balance
sheet syndrome with Indian characteristics.”
If theweakness of privateinvestment offersone
negativeor indirect rationaefor increased public
investment, there are also more affirmative
rationales that are elucidated in chapter 1. As
emphasized intheMid Year Economic Analysis
2014-15 thereismerit in considering the casefor
reviving targeted publicinvesment asakey engine
of growth in the short run- not to substitute for
privateinvestment- but to complement andindeed
tocrowditin.

This chapter starts off with simple facts to
demongtratethat anincreasein public investment
would not crowd out privateinvestmentsin India
under inthe present circumstances, and then goes
onto build the casefor targeting public investment
to the sector where it can generate the largest

spillovers- which could well be the Indian
Ralways.

6.2 EFFECTS OF INCREASING PUBLIC
INVESTMENT ON OVERALL OUTPUT AND
PRIVATE INVESTMENTS

Thedeclinein publicaswell asprivate corporate
investment has been associated with thegrowth
declinein recent years. Databased on the ol der
series of the Central Statistics Office (CSO)
indicates that a boom in private corporate
investment in the high growth phase (2004-05to
2007-08) was accompanied by anincreasein
publicinvestment by about 1.5 percentage points.
A declinein public investment by morethan 1
percentage point between 2007-08 and 2012-
13, isaccompanied by agenera declinein private
corporateinvestment by morethan 8 percentage
points (barring an increase during 2009-10 and
2010-11) (Figure6.1).

Thelnternational Monetary Fund (IMF), inthe
World Economic Outlook (October 2014)?, has
noted that increases in public infrastructure
investment, if efficiently implemented, affectsthe
economy intwo ways. Inthe short runit boosts
aggregate demand and crowds in private
investment due to the complementary nature of
infrastructure services. Inthelong run, asupply
sdeeffect dso kicksin astheinfrastructure built

! Rostow, W. W. “The process of Economic Growth” , Oxford, Clarendon Press, 2d ed., 1960, pp. 302-3 cited in
Mitchell, B. R. “The Coming of the Railway and United Kingdom Economic Growth”, The Journal of Economic

History, 24(3), September 1964.

2 IMF, “Isit Timefor an Infrastructure Push? The Macroeconomic Effects of Public Investment”, World Economic

Outlook, Chapter 3, October 2014.
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feedsinto the productive capacity of theeconomy.
Econometric exercises reported by the IMF
confirm that publicinvestment increases can have
positiveeffectson output. Themedium term public
investment multiplier for devel oping economiesis
estimated to be between 0.5and 0.9 - alittlelower
than that estimated for advanced economies.
However, the magnitudes depend on the efficiency
of implementation.

Indeed, the two biggest challenges facing
increased publicinvestment in Indiaarefinancia
resourcesand implementation capacity. Theformer
isaddressed in Chapter 5inthisvolume. Asregards
thelatter, thetrick isto find sectorswith maximum
positive spilloversand indtitutionswith amodicum
of proven capacity for investing quickly and
efficiently. Two prime candidates arerura roads
and railways. Theimpetusto roadswasimparted
by the previousNDA government under thethen
PrimeMinister Atd Bihari Vg payee[ TheNationd

Highways Development Project (NHDP) and the
Pradhan Mantri Gram Sadak Yojana(PMGSY)]
and the evidence suggests that the payoffs,
especidly with regard to rural employment, were
largeinvillagesthat were not already connected
to the road network®.

The present government can now do for the
neglected railways sector what the previousNDA
government did for rural roads. Thisimpetus has
the potentia to crowd ingrester privateinvestment
and do sowithout jeopardizing India’s public debt
dynamics.

What doesexisting empirical evidence say about
theinfluence of publicinvestment on growthin
India? Rodrik and Subramanian (2005)* while
analysing India s productivity surgearound 1980
acknowledge apossible productivity boogting role
of publicinfragtructureinvestments (in contrast to
the demand creating effects). They analysethe
effects on overall growth using a framework

3 Asher, Sam & Paul Novosad, “The Employment Effects of Road Construction in Rural India”, 2014, Working
Paper accessed at http://www.nuffield.ox.ac.uk/users/Asher/research.html.

4 Rodrik, D. & A. Subramanian, “ From* Hindu Growth” to Productivity Surge: The Mystery of the Indian Growth

Transition” 2005, IMF Staff Papers, 52(2).
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developed by Robert Barro (“Government
Spending in a Smple Model of Endogenous
Growth” , 1990, Journal of Political Economy,
98(5) ) where government infrastructure services
areaninput into private production. Their results
indicate that allowing for the appropriate lag
(aroundfiveyears) between publicinfrastructure
spending and growth, the former can explain
around 1.5-2.9 percent of overdl growth. A Sudy
by the Reserve Bank of India(RBI) reportsthe
long run multiplier (of capita outlayson GDP) to
be 2.4°. The study aso confirmsthat the effect of
revenue expenditure on GDP, though high, fades
out after thefirst year, suggesting gainsfromre-
prioritizing expenditures,

6.3 THE CASE FOR PUBLIC INVESTMENT IN
RAILWAYS

6.3.1 Why railways? Under investment and
L ack of Capacity Addition

Conceptudly, thereisastrong casefor channeling
resourcesto transport infrastructurein Indiagiven
thewidely known spillover effects of transport
networksto link markets, reduceavariety of costs,
boost agglomeration economies, and improvethe
competitiveness of the economy, especially

20

UptoSth  6thPlan  7thPlan  8thPlan
Plan

9thPlan  10thPlan  1lthPlan  12thPlan

1 Transport sector as percentage of total plan B Railways as percentage of total plan

manufacturingwhichtendsto belogidics-intensve.
However, resources need to be prioritized among
sector s based on assessments of risks, rewards,
and capacity for efficient implementation.

Thefirst railway linesin Indiawere builtinthe
1850sand after by private British companieswho
were guaranteed, by the colonia government, a
return of 5 percent on their capital investment®.
Theestablishment of railwaysled to integration of
marketsand boosted incomes’. Today the‘lifdine
of thenation’ operatesover 19,000 trainscarrying
23 million passengersand over 3 million tonnesof
freight per day while employing over 13 lakh
people.

In contrast to sectors such ascivil aviation, the
two major land transport sectors— roads and
especialy raillways— are dependent on public
investments. Whileall publicinvestment inthe
rallwaysisundertaken by the centra government,
publicinvestment in roadsisundertaken by the
central government aswell as state governments.

How much resourceshaveflowedtoralwaysover
the years? Successive plans have allocated less
resources to the railways compared to the
trangport sector asFigure 6.2A shows. Thelegacy
of inadequate alocationisreflected inthefact that

1990-91 2000-01 2005-06 2006-07 200708 2008-09 2009-10 2010-11 2011-12° 2012-13 2013-14

M Railways M Roads and bridges

Source : Indian Public Finance Statistics, Ministry of Finance.*; Includes both Centre and States.

5 ReserveBank of India, “ Fiscal Multipliersin India” Box I1.16, Annual Report 2011-12.

6 Bogart, Dan & Latika Chaudhary, “Could railways have done more to aid economic development in India?”,
May 2013, accessed at http://www.ideasforindia.in/article.aspx?article_id=142. Expert Group on Indian Railways,

“The Indian Railways Report — 2001: Policy Imperatives for Reinvention and Growth”. New Delhi. NCAER

2001

” Bogart, Dan & Latika Chaudhary, “Railways in Colonial India: An Economic Achievement?”, May 2012 ,
accessed at http://papers.ssrn.com/sol 3/papers.cfm?abstract_id=2073256.
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theshareof rallwaysintotd planoutlay iscurrently
only 5.5 per cent vis-a-vis about 11 per cent for
the other transport sectorsand itssharein overall
development expenditure has remained low at
below 2 percent over the past decade (Figure
6.2B).

That these numbers are low is indicated by a
comparisonwith China. In absolutetermsand as

ashare of GDP, Chineseinvestment in railways
dwarfsthat in India. Asashare of GDPR, Chinahas
invested around threetimes as much asIndiaon
average over the period 2005-2012 (Figure 6.3).
In per-capitaterms, Chinahasinvested on average
eleven timesas much over the same period even
though both countrieshave similar popul ations®.
Evendlowingfor China'ssize, thesenumbersare
tdling.

2.5

il

2006 2007 2008

B Public Investment in India

2009 2010 2011

B Capital Investment in China

Source : World Bank and M oF calculations.
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8 It isimportant to note that asignificant portion of investment in the Chinese Railwaysisviajoint ventures of the
government with provincial authoritiesand, for somefreight railways, major userssuch ascoa minesareaso a
party. A part of the freight tariff is earmarked as a Railway Construction Fund (RCF) which is used only for
infrastructure capital spending. This eases strain on the budget and facilitates capacity creation. Since the
Chinese Railways has been corporatized, it is also allowed to issue debt and borrow from the market to meet

funding requirements.
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What have been the consequences of such
underinvestment for the Indian Railways? Thefirst
casualty has been capacity expansion. Figure 6.4
indicatesthat in 1990 the Chineserail network of
about 57,900 route kilometers lagged behind
India’s 62,211 route kilometers. By 2010, the
Stuation wasreversedinfavour of Chinawiththe
country’snetwork expanding to over 90,000 route
kilometerswhilelndia sgrew marginaly to 64000
route kilometers. With lack of capacity addition,
the share of railwaysin the GDP hasdeclined to
stand at around 1 per cent in recent years.

Asfigure6.5 shows, track expansoninthelndian
rallways (asmeasured by anindex of running track
kilometersover the period 1991 to 2012 with base
1991) has miserably lagged behind capacity
addition in the domestic roads sector (measured
by anindex of length of roadsinkilometersindusive
of national and state highways, urban and rural
roads).

Thishaseffectively ledtorallwaysceding Sgnificant
sharein passenger and especidly freight trafficto
the road sector. The Total Transport System
Study on Traffic Flows & Modal Costs

93

(Highways, Railways, Airways & Coastal
Shipping) by RITESLtd. had estimated that the
sharedf therallwaysin originating tonnagehasfdlen
from 65 per cent inthelate 1970sto 30 per cent
in 2007-08. McKinsey's Building India:
Transforming the Nations’ Logistic
Infrastructure (2010) study has estimated that
themoda sharein freight traffic standsat 36 per
cent for therailwaysvis-avis57 per cent for roads.
According to the Report of the National Transport
Development Policy Committee (NTDPC, 2014)
thisshareisestimated to declinefurther to 33 per
centin 2011-12. The shareof railwaysinfreight
traffic in some other countries as of 2011 is
reported infigure 6.6. The cross-country numbers
need to be interpreted with care. For example,
the US has a 44 per cent share despite having
extensive networks of coastal shipping linksand
elaborateinland waterwaysthat carry significant
freight (Amos, 2011).

According to the McKinsey Study (2010)
continuation of the current state of affairsin India
wouldimply theshareof railwaysinfreight traffic
declining further to 25 percent by 2020. ASAmos
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of the NTDPC (2014).
(2011) observed “International experience is
uneguivocal. The more efficiently that freight
raillwaysaremanaged, thegrester will betheir role
inthe marketsthey serve, thefuller will betheir
contribution to economic development and the
higher will betheir external benefits.” Anefficient
rail freight network can hel pindustry to transport
raw materials at lower costs and also with
associated lower green house gas emissions,
comparatively better energy efficiency, and
reduced congestion. As compared to road,
railways consume 75 to 90 per cent lessenergy
for freight and 5 to 21 per cent less energy for
passenger traffic and, typicaly, theunit cost of rail
transport for freight was lower vis-&vis road
transport by about X 2 per net tonne-kilometer
(NTKM) and for passenger by X 1.6 per
passenger-kilometre (PKM) (in the base year
2000)°.

Consequently just as the previous NDA
government transformed the Indian road sector

throughinitiation of the NHDPand PMGSY, the
current need isfor abold accel erated programme

° Report of the NTDPC (2014), Table 1.4, p.6.

of investment in dedi cated freight corridors (DFCs)
that can pardle thegolden quadrilatera, dongwith
associated industrial corridors. Such aninitiative
will transform Indian manufacturing industry with
“Makein India” becoming areality. With the
separation of freight traffic passenger trainscan
then be speeded up substantially with marginal
invesments.

6.3.2 Congestion

A second and related consequence has been
congestion and stretching of capacity. The
increasing load onrallway infrastructureand lower
speeds are a logical consequence of lack of
capacity addition. For example, the speed of the
averagefreight train hasremained virtualy congant
between 2000-01 and 2012-13 at around 24-25
knmvhour. In contrast, in China, the maximum speed
of freight trains was 80 km/h around 2008-09,
and the maximum train speed that was around 80
- 100 km/hin 1991 wasraised in stagesto 160
and 200 km/h on the most popular passenger
corridors by 2008 and is above 300 km/h at
present.

10 World Bank, “Tracks from the Past, Transport for the Future: China’'s Railway Industry 1990-2008 and its
Future Plansand Possihilities” China Country Office, Beijing, May 2009.
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How congested arethe Indian Railwaysvis-avis
the two other comparable countries-Chinaand
Russa?Giventhat the Chinese Railwaysadsofaces
congestion and has embarked on huge capacity
expans on, network productivity (as measured by
NTKM (million) /network length) turnsout to be
much greater in Chinavis-a-visboth Russiaand
India. Wagon productivity (as measured by
NTKM (million)/wagon holding) isthelowestin
Indiaamong thethree (Figure 6.7).

The same track network is shared by both
passenger and freight trainsin India. Theextent of
congestion can be gauged from map 6.1 below
wherethe black linesrepresent therail network
and grey linesindicate thosethat are operating at
above 100 percent capacity. Congestion exists
irrespective of the railways network being thick
or thin. On high density network (HDN) routes,
over 65 per cent of total sections (161 out of 247)
arerunning at acapacity of 100 percent or above".
Thispercentageis higher for specific zones. For
example, inthe north centra railways 96 percent
of sectionsand inthe south eastern railway about
75 percent of sectionsare operating at abovefull
capacity. The NTDPC (2014) report arguesthat
capacity utilisation of 80 per cent isthe optimum

11 Source: Ministry of Railways data.
12 Report of the NTDPC (2014), p. 40.

as some slack in line capacity is necessary to
absorb and recover from unforeseen disruptions
inoperationsof trains.

With passenger trainsutilizing around 65 percent
of the network capacity, the above situation
imposes congrantson therunning of heavy freight
trains (that hampersthe ability of therailwaysto
carry bulk commoditiesfrom minesto power and
steel plants) and high speed passenger trains?as
passenger traffic isgenerally accorded priority.
Over these years, data indicates that the load
carried and distancetravelled by awagon per day
and theturnaround time has almost stagnated.

The preceding paragraphs provide an overview
of the‘routeto nowhere' that thelndian Raillways
findthemsdlvesin: underinvestment resultinginlack
of capacity addition and congestion; below-
potentia contribution to economic growth; neglect
of commercid objectives, poor serviceprovision,
and consequent financia weakness (to whichwe
revert later). Greater public investments, once
utilized efficiently, can help the railways to
overcome some of these problems. But eveniif it
received an investment boost what would bethe
economy-wideimpact?
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Map 6.1: Capacity Utilization in Indian Railways*
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6.3.3 How much boost can vibrant railways
providetotheeconomy?

i. Forward and Backward Linkages of the
Railways

Transport, and especialy raillwaysinfrastructure,
arecritical for manufacturing and services. How
much impetuswould thefiscal boost provided to
therailwaysgeneratefor the economy? Oneway
to estimatethisisto draw uponAlbert Hirschman's
idea of backward and forward linkages. The

former measuresthe effect on other sectorsthat
provide inputs consequent upon abig push for
rallways. Thelatter measuresthe effectsof thebig
push on other sectorsthat userailwaysasan inpuit.
The input output tables published by the CSO
provide data on the value of output of a sector
that is used by other sectors as input for their
production aswell asfor consumption purposes.
Backward and forward linkages can be cal cul ated
fromthisdata®.

18 To capture backward and forward linkages, it isimportant to capture direct aswell asindirect linkages. For this,
the inverse of the input-output matrix (Leontief inverse) needs to be calculated. The inverse matrix shows the
value of input (direct and indirect both) required to produce 1 unit of output of any sector. Increasing the output
of railway service by Re 1 would not only increase the demand for output from other industries that are used as
inputs by the railways, but also increase the input available for other sectors that use railway services for
production. To find the backward linkage of railways, sum of value of output used from al input sectors is
calculated (column sum of the matrix) and to find the forward linkage of railways, sum of value of output of
railwaysused asan input by all other sectorsis calculated. The methodology isoutlined in: Guo, J& A. Planting
“Using Input-Output Analysis to Measure US Economic Sructural Change Over a 24 Year Period”’, 2000
accessed at http://www.bea.gov/papers/pdf/strucv7all.pdf.
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Railways are found to posses strong backward
linkages (demand pull from other sectors) with
manufacturing and services(Table6.1). Based on
2007-08 data (the latest year for which theinput-
output tables are available), it appears that
increasing therailway output by ¥ 1 wouldincrease
output intheeconomy by X 3.3. Thislargemultiplier
has been increasing over time, and the effect is
greatest on the manufacturing sector. Investingin
Railwayscould thusbegood for “MakeinIndia”

Further, there are sectorswhererailway services
areaninput to production (forward linkages). A
% 1 pushinrailwayswill increase the output of
other sectorsby about X 2.5. Thisforward linkage
effect has declined over time but thisislargely
endogenousto capacity congraintsintherallways
sector which hasled to reliance on other modes
of transport.

Combining forward and backward linkage effects
suggests a very large multiplier (over 5) of
invesmentsin Railways.

ii. Effects of public investment in railways
on overall output and private investment:
An econometric analysis

We can supplement the backward-forward linkage
estimateswith moreforma econometricanalysis
whichweshow infigure6.8. Theimpulseresponses
from thevector error-correction modd (VECM)*
indicatethat increasesinraillway investment have
positive and durable effects on levels of
manufacturing and aggregate output. They confirm
theresultsderived from theinput-output tables.

The figure shows that an unanticipated shock
to public investment in railways has a strong
positive effect on both manufacturing and
aggregate output and the effects are permanent.
In order to convert the statistical representation
infigure 6.8 to a standard interpretation of a
multiplier, (i.e. theunit changein manufacturing
and aggregate output for aunit changein public
investment inrailways) wefollow the procedure
outlined in Ramey™ (2008).

Sector 1993-94 1998-99 2003-04 2007-08
Backward Linkage
AGRICULTURE 001 001 001 002
INDUSTRY 063 0.76 093 204
SRVICES 128 132 124 123
Total Backward Linkage 1.92 2.08 2.19 3.29
Forward Linkage
AGRICULTURE 013 012 0.16 007
INDUSTRY 215 203 211 118
SERVICES 113 113 116 119
Total Forward Linkage 341 3.28 3.44 2.45

Source: Calculationsbased on CSO input-output tables.

1“4 Typically for such analyses a vector auto-regression (VAR) model is used to assess the impact of a shock to one
variable on the others. We use avariant of this, the vector error-correction model (VECM), asthe data on public
investment in railways aswell as manufacturing and aggregate output are non-stationary in levels. Thesevariables
are, however, co-integrated and we areinterested in their rel ationships both over the short aswell asthe long run.

15 Ramey, ValerieA., “Identifying Government Spending Shocks: It's All inthe Timing”, 2009, National Bureau of
Economic Research. http://www.nber.org/papers/w15464. |n order to convert the 1 standard deviation (s.d.) shock

to public investment in the railways to a standard multiplier we divide the elasticity coefficient (obtained from
VECM) by the average ratio of railway public investments to manufacturing and aggregate output.



98

Economic Survey 2014-15

Impulse - Railways Investment, Response - GDP at factor cost

Impulse - Railways Investment, Response - Manufacturing Output

.015

.005

o+
W

Years

Cholesky | mpulse-Response (1-S.D.)

Rescaled Multipliers

Manufacturing Output Aggregate Output ~ Manufacturing Output Aggregate Output
0 0.00 0.01 004 0H
1 001 001 017 105
2 0.01 0.01 0.40 256
3 0.02 0.02 058 280
4 0.02 0.02 0.60 358
5 0.02 0.02 053 327
6 0.02 0.02 047 371
7 0.02 0.02 048 370
8 0.02 0.02 053 404
9 0.02 0.02 04 386
10 0.02 0.02 050 376

Table 6.2 above underlines the large positive
multiplier effect of railways. For instance, a¥ 1
increasein railway investment hasacumulative
multiplier effect of ¥ 7.4 and X 1.2 on aggregate
and manufacturing output repectively, withinthree
yearsof invesment. Thiseffect intensfiesover the
subsequent years. Taking the econometric results
and thosefromthel-O analysistogether, it seems
safetoinfer that therailwaysmultiplier effectis
around 5 or more: thatisaX 1increaseinralways
investment would increase economy-wide output
by 5 rupees. These numbersare consistent with
resultsof thelinkagesanalysis.

6.3.4PriceDistortions

Ultimately, the railways has to be a viable
commercia organizationthat islessdependent on

state support and able to generate enough
resourceson itsown to not only provide world-
class passenger amenities but also by providing
freight services at reasonablerates. In thelong-
run, state support should belargely restricted to
theuniversal serviceobligationsthat therailways
fulfill. Passenger tariffshaveregistered negligible
increasesover the past severd yearsasindicated
by a persistent larger gap between the index of
consumer prices and that of passenger rates
(Figure6.9A). In contrast, thefreight rate index
tracks the wholesal e price index more closely
(Figure 6.9B). The profits generated viafreight
sarvices have cross-subs dized passenger services
and Indian (PPP adjusted) freight ratesremain
among thehighestintheworld asindicatedintable
6.3.
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Country Passenger Service  Freight
Yidd US Yidd US
Centd Centg/Total
Passenger-km  Tonne-km
adjusted for adjusted for
PPP(India=1) PPP(India=1)
India 10 100
China 27 058
Russia 6.7 0.75

Source: World Bank (2012): Railways International
Overview: Issuesfor India (12" Plan document).

Table 6.3 captures the heart of the price
distortionsinthe Indian Railways. The objective

of keeping fareslow for consumers hasforced
high freight tariffs— high even by cross-country
standards. Thepolitical economy of price setting
and railway operations over the years has also
meant that new investments are often directed
at populist projectsat the cost of those that help
to ease congestion and enhance productivity.
Apart from the problemsdiscussed inthe earlier
sections this tendency has undermined the
commercial viability of railways, including the
inability to generate enough internal resourcesto
finance capitd investments. Moreimportantly, the
cross-subsidization and consequently high freight
charges, along with inefficiency and stressed
capacity, has undermined the competitiveness of
Indianindustry.
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India China  Ratio(India/China)
1 Averagedistance (km) 639* 653 098
2 Cost($) 0.021* 0.016" 131
3. Cost(PPPterms) ($ per ton-km) 0.064 0.029 221
4. Load carried by avg. freight train (ton) 1700 35007 049
5 Avg. freight train speed (km/hr) 5 K74 0.74

Indicators

6. Timeinefficiency (hours) (1/5) 256 192 1.33
7. Capecity (ton/hour)(4/6) 67 137) 0.37
8  Codtinefficiency($/ton )in PPPterms (1x3) 40.89 1923 2.13

Note *: Ministry of Railways, India. # Satistical Yearbook, China 2013. ~: World Bank. Data on the load carried by

the average freight train is for 2011.

Toillustrate the impact on competitiveness, we
comparesdected indicatorsof Indianralwaysvis-
avisChina, for coal, asit accountsfor over 40
per cent of freight carried in both countries.
Competitiveness, among other things, crucially
dependson the cost of transporting cod (to, say,
steel and power plants), the amount transported
and the time taken to do so. The cost of
trangportation of aton of coa, for each country, is
derived by multiplying the average distance (in
kilometers) travelled by the coa with theaverage
cost (PPP adjusted $) of transportation per ton
kilometer. The average distance over which the
coal istransported divided by the average speed
yiddsthetimetaken. Load carried by theaverage
freight train divided by the time taken yields
capacity (tons carried per hour). As the ratios
reported in table 6.4 indicates, Chinacarries about
thriceasmuch cod freight per hour vis-a-visindia
Coadl istransported in Indiaa morethan twicethe
cost vis-avisChing, and it takes 1.3 timeslonger
to do so.

Thereissome, abeit limited, scopefor adjusting
ratesto correct theseanomalies. Inwhat follows,
afew smpleobservationson passenger and freight
prices are made based on estimate of new price
elasticitiesfor different types of passenger and

Per cent
Total passengers 14.4
Overall suburban passengers 232
Overall non-suburban passengers 134
Upper class passengers 98
Mail and express class passengers 130
Ordinary passengers 145
Total Freight 55.4
Cement 374
Coal 479
Fertilizer 4.1
Iron ore 179
Petroleum and petro products 914
Pigiron ore 333

Source: M oF estimates.

freight traffic.’® There is potential for price
discrimination among different passenger and
freight typesbecause of varying priceelasticities
(Tableb.5).

Itisclear fromthetablethat freight trafficismore
price sensitive than passenger traffic. Within
passenger traffic categories, upper-class
passengers are less price sensitive and may be

¥ Theelasticitiesare arrived at by regressing passenger kilometers on average passenger prices (downloaded from
MOSPI’s infrastructure statistics report) and NTKMs on average tariff rates (identical source). They should be
treated asindicative because the analysisis based on few observations and does not control for other factors that

influence the choice of mode of transport.
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better placed to internalize priceshikesvis-a-vis
other passenger classes. We aso calculate the
cross-elagticity of civil aviationtraffic to changes
inralwayspricesto be5.7 percent which indicates
that upper class passengersdo not easily switch
toarlinesasaresponseto hikesinrailway prices.
Similarly, infreight categories, petroleum products
are observed to bevery price sensitive. Iron ore
on the other hand doesnot easily respond to price
changes.

6.4 PoLicy REcoMMENDATIONS-KEY
TAKEAWAYS

»  Greater publicinvestment intherallways
would boost aggregate growth and the
competitiveness of Indian manufacturing
substantidly.

* Inpart, theselarge gainsderive from the
current massive under-investment in the

rallways Chinainvestsdeventimesasmuch
in per-capitatermsand underinvestment in
the Indian Railwaysis also indicated by
congestion, strained capacity, poor Sservices,
andwegk financid hedlth.

In the long run, the railways must be
commercidly viableand public support for
theralwaysshould beredtricted to (i) equity
support for investment by the corporatized
railways entities and (ii) for funding the
universa serviceobligationsthat it provides.
In the interim, there is scope for public
support of railways, including through
assistanceviathe general budget.

However, any public support should be
clearly linked to serious reform: of the
structure of therailways; of their adoption
of commercial practices; of rationalizing
tariff policies; and through an overhaul of
technology.



What to Makein India? )
Manufacturing or Services?

V7

“ Sncetheindustrial revolution, no country has
become a major economy without becoming
anindustrial power.”

LeeKuanYew, ddivering the Jawaharld Memorid
Lecturein New Delhi, 2005

7.1 INTRODUCTION

Echoing the Sage of Singapore, Prime Minister
NarendraModi haselevated therevival of Indian
manufacturing to akey policy objectiveof thenew
government, identifying this sector astheengine
of long-run growth. “Makein India’ isnow a
flagshipinitiativenot tomentionacatchy campaign.
But thequestion arises“What should Indiamake?’
Early development thinking, exemplified most
famoudy (though not exclusively) in thetwo-sector
modd of Lewis(1954) wasfixated on theideaof
sectord transformation: moving resourcesfromthe
agriculturd /traditiond sector to themanufacturing/
non-traditiona sector. Therewasnever any doubt
about the hierarchy (thelatter was unquestionably
superior) and hence no doubt about thedesirability
of thestructural transformation.

Although devel opment thinking over thelast two
decadeshasmoved away from discussions about
sectoral transformation and towards a more
explicit growth perspective, the importance of
structural transformation is starting to be
rehabilitated — but without abandoning the growth
perspective. Rodrik (2013 and 2014) provides

the clearest exposgition of thismarriage of thetwo
perspectives.
Congder thefollowing equation:

§ = Bllny*(6) -Iny) + (my—np)day, + aymyfy(Inyy; —Iny,)
Theequation hasthree parts. First, growth of gdp
per capita (denoted by 7) can be viewed in a
conventional conditional convergence
perspective, with catch-up to thefrontier (y*(8))
depending onanumber of fundamentas (policies,
humean capitd, openness, indtitutions, etc). Butthis
is a slow process because by definition
fundamentalsare dow to change. Moreover, this
conditiona convergenceframework isinadequate
becauseit hasdifficulty explaining growthmiracles
or accelerations—Chinabeing theclassc outlier
with many of thesefundamentas.

Hencethisframework needsto be supplemented
with explicit structura transformation elements.
Theseare captured in the second and third terms
of the equation. The second term captures
gructura changefrom low productivity traditiona
sectors(T) to high productivity modern sectors
(M), where, denotes productivity in sector i
and «,, denotesthe share of employment inthe
modern sector. Thisistheclassic dualismmodd,
which suggeststhat economic development isby
definition aprocessof shifting resourcesfrom low
to high productivity sectors, thereby raising
economy-widelevelsof productivity.

1 Since this chapter was written, the CSO has published new estimates of the size of manufacturing and other
sectorsin India. They suggest and increased in the level of manufacturing's share in GDP, although for the three
years for which new estimates have been provided, there is still adecline in this share. Even the level increased
owes more to statistical than ‘underlying’ reasons. We thus expect the results in this chapter to remain broadly
valid but cannot be definitive until the analysisis replicated for the new data.
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Thethird termisnew and capturesthe phenomenon
of unconditional convergence in the high
productivity sector. Essentially, once resources
move into this sector, they then experience
unconditiona or *“automatic” catch-up duetorising
productivity (represented by the convergence
growth rate of the modern sector). Thisfurther
increases economy-widelevelsof productivity.

In other words, there are two gains to shifting
resourcesfrom thetraditional to the new sectors:
first, a compositional gain, whichisagainin
economy-wide productivity achieved by shifting
the weight of the economy from low to high
productivity sectors; second, a subsequent
dynamic gain astheseresources experiencerapid
productivity growth. The contribution of Rodrik
(2013) is to show empirically that the
meanufacturing sector doesindeed exhibit thisrgpid
growth or unconditional convergencetoward the
frontier: that is, manufacturing in poorer countries
and less productive manufacturing activitiesgrow
faster over time.

No sooner than having adopted thisframework,
the question posesitsalf: are these compositional
and dynamic gains restricted to
manufacturing? In other words, whereasthefirst
phase of thinking about structural transformation
wasinformed by certitude about the hierarchy of
sectors, today thereislessground for that certitude
becausethe comparisonisnot between agriculture
and manufacturing but between manufacturing and
services (or at least certain service subsectors).

Thischapter isamodest initia attempt at shedding
some light on the new structural transformation
qguestion, and in particular comparing
manufacturing and services.

7.2 DEeSRABLE FEATURES OF
SECTORS THAT CAN SERVE AS ENGINES
OF STRUCTURAL T RANSFORMATION

Indiaistaken up asacase study for addressing
this question due to the poor performance of
manufacturing in Indiaand therelatively strong
performance of services—whichin someways

mirrorsthe performance of many Sub-Saharan
African countries (Ghani and O’ Connell, 2014).

LeeKuan Yew wasclearly onto something when
he challenged the Indian model of devel opment.
Higtorically, there have been threemodes of escgpe
from under-devel opment: geol ogy, geography, and
“jeans’ (codefor low-skilled manufacturing). In
recent yearsWest Asia, Botswanaand Chile, and
further back in time Australia and Canada,
exploited their natural resources endowed by
geology toimprovetheir sandardsof living. Some
of theidand successes (Barbados, Mauritius, and
others in the Caribbean) have exploited their
geography by developing tourismto achievehigh
ratesof growth.

In the early stages of their success, East Asian
countries (China, Thailand, Indonesia, Maaysia
etc) reied onrdatively low-skilled manufacturing,
typicaly textilesand clothing, to motor economic
growth. Later on they diversified into more
sophidticated manufacturing but “jeans’ offeredthe
vehiclefor prosperity early on. No country has
escaped from underdevel opment using relatively
skill-intensive activitiesasthe launching pad for
sustained growth as I ndiaseemsto be attempting.

Put differently, India seems to have defied its
“naturd” comparative advantage, which probably
lay inthe*jeans” mode of escape because of its
abundant unskilled and low-skilled | abor. Insteed,
it found or created—thanksto historical policy
choices and technological accidents—such
advantagein relatively skilled activitiessuch as
information technol ogies and business process
outsourcing (Kochhar et. d., 2007).

TheIndian experience, still awork-in-progress,
raises the question of whether structural
transformation necessarily requiresmanufacturing
to betheengineof growth. But beforewe compare
manufacturing with aternative sectorsin termsof
their potentia for structural transformation, itis
worth e aborating on thedesrableattributesof such
sectors.

In fact, building upon the Rodrik (2013)
framework, it isargued that there arefiveattributes
that allow a sector to serve as an engine of
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structural transformation and thereby lead an
economy toragpid, sustained and inclusivegrowth:

1. High level of productivity: As described
above, economic development isabout moving
fromlow productivity to high productivity activities.

2. Unconditional Convergence (i.e. faster
productivity growthinlower productivity areas):
Thistoo has been discussed earlier. Recall that
convergence ensuresthat the rel evant sector acts
asan “escalator” which automatically leadsto
higher levels of sectoral and economy-wide
productivity. Infact one can distinguish between
two typesof unconditiona convergence:

A. Domestic convergence: In large
countriessuch asindia, China, Brazil,
and Indonesia, onewouldidedly like
to see convergencewithin acountry.
That is, productivity growth should
befaster in richer than poorer parts.
Otherwise severe within-country
regiond inequality may arise.

B. International convergence: whereby
less-productiveeconomic units(firms,
sectors or entire economies) in al
countries catch-up with units at the
internationd frontier (i.e. thoseinthe
most productive countries).

3. Expansion: To ensure that the dynamic
productivity gains from convergence spread
through the economy, itisnecessary that the sector
experiencing convergence absorbs resources.
Convergence accompanied by contractionwill fall
to ensure economy-wide benefits, because the
country’sresourcesthat are outside the sector in
question will not experience higher, convergent
productivity growth. Convergence, in the case of

theindustrial sector, should be accompanied by
natural industrialisation and not premature de-
industrialisation, if itisto lead to truly inclusive
growth.

4. Alignment with compar ative advantage: To
ensure that expansion occurs and the benefits of
fast-growing sectorsarewidely shared acrossthe
labor force, there should be amatch between the
skill requirementsof the expanding sector and the
skill endowment of the country. For example, ina
labour abundant country such as India, the
converging sector should beardaively low-skilled
activity so that moreindividuascan benefit from
convergence.?

5. Tradability: Historically, countriesthat had
growth spurts enjoyed rapid growth in exports,
typically manufacturing exports (Johnson, Ostry
and Subramanian (2010)). Rapid growth has
seldom been based on the domestic market. Part
of thereason for thismight be that trade serves
as a mechanism for technology transfer and
learning, which may have spilloverson related
industries (Hausmann, Hwang, and Rodrik
(2007)). Perhaps amoreimportant part is that
trade and exportsin particular provide asource
of unconstrained demand for the expanding
sector. This is particularly important for a
country of India’ssize because of the possibility
that itsexpansion can run up against the limited
political and economic ability of trading countries
to absorb Indian exportsand/or to turn theterms
of trade against itself.

The two sectors—manufacturing and services
(including servicesdisaggregated by subsector)—
arenow evauated, in succession, ong thesefive
dimensionsinthelndian context.?

2 There may be concerns that a country’s pattern of specialization (in skilled or low-skilled activities) may in turn
effect the skill endowment of the country. In particul ar, Blanchard and Olney (2013) show that increasing exports
of low-skill products tends to lower average levels of human capital attainment through a Stol per-Samuel son
effect. Nevertheless, in this chapter we take the position that the aforementioned mechanism is likely to be a
second-order effect in the development process. Indeed, the experience of East Asia showsthat it is possible for
countriesto start by specializing in low-skill but dynamic activities and subsequently moveto more skill intensive
production once the growth process has picked up steam.

3 NB: for information on the data sources used in this chapter, please consult the working paper- Amirapu and

Subramanian (2015).
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7.3 THE MANUFACTURING SCORECARD
7.3.1Productivity L evel

Table7.1 comparesproductivity (measured Smply
asvalue added per worker) levelsin thevarious
I ndian sectors—including manufacturing —for two
time periods: 1984 and 2010. Several features
stand out. Firgt, inIndiaitishighly mideading to
speak generally of manufacturing because of the
clear difference between unregistered
manufacturing—whichisavery low productivity
activity —and registered manufacturing—whichis
an order of magnitude (7.2 times) more productive.
Itisregistered manufacturing, not manufacturing
ingeneral, which hasthe potential for structural
transformation.

Second, the level of productivity in registered
manufacturing is not only high relative to
unregistered manufacturing, it ishigh compared to
most other sectors of the economy anditiseven
highin an absolute sense, at US$ 7800 at market

exchangeratesand nearly threetimesasmuch at
PPP exchangerates. If theentire Indian economy
wereemployed inregistered manufacturing, India
would be asrich assay Korea.

Third, these differentials between registered
manufacturing and therest of the economy were
areadly prevalent (if not to the same extent) in
1984 —fast productivity growth over the period
(about 5 percent per year) hasonly exacerbated
thedifferences.

Thus, on the first criterion of high levels of
productivity, registered manufacturing scores
spectacularly well.

7.3.2 Domestic conver gence

Figure 7.1 provides evidence that registered
manufacturing is characterised by unconditional
domestic convergence. Heretheunit of observation
isthe State-Industry level, but almost identical
results are derived when looking at more
aggregated levels (acrossmajor statesin India)

L evel (constant 2005Rs)) Growth (per cent)
1984 2010 1984-2010 2000-2010

Services 61,978 213014 49 6.3
Manufacturing 48817 125,349 37 42
Registered manufacturing (MOSP) 117,984 360442 44 54
Unregistered manufacturing 28548 50,312 22 12
Services Subsectors

Trade, Hotels, and Restaurants 56,284 144,108 37 73
Transport, Storage and Communications 68,823 172,058 36 45
Financial Servicesand Insurance 198,584 706,297 50 -16
Real Estate and Business Services, etc 1,012,017 875,073 -06 32
Public Administration and Defense 41154 231,109 69 70
Construction 62,773 95,866 16 21

Source : Amirapu and Subarmanian (2015).
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Source: Amirapu and Subar manian (2015).

and less aggregated levels (across factories).®
Broadly aregression coefficient onlog of initial
productivity of about (-) 2.5 percent suggests
that a state that istwice asrich as another has
an average growth rate of productivity that is
2.5 percent slower — a considerable amount
given that the average growth rate of
productivity over the period 1984-2010 was
about 4.4 percent.

7.3.3International Conver gence

With respect to registered manufacturing, it seems
that satesand firmswithin Indiaare convergingto
theIndian frontier but that could mean littleunless

they are also converging to the international
manufacturing frontier. Arethey?

Rodrik (2013) showsthat thereis unconditional
convergence across countries and sectors in
manufacturing. But Indiaisanegativeoutlier inthe
relationship in two senses. first, on average,
manufacturing sectors in India exhibit labour
productivity growththat is 14 percent lessthanthe
average country’s manufacturing sector. Second,
Indian industries converge at amuch dower rate
than average (0.005 percent)—amostnotat dl. In
contrast, Chinaisapostiveoutlier, posting faster
labour productivity growth than average and
converging fagter totheglobd frontier.® Registered

4 Notethat thefigureisa*“ partial residual plot”: it graphically displaystherelationship between two variableswhile
controlling for other variables when appropriate (in this case three-digit industry fixed effects).

5 Our resultsare also robust to different (shorter) time periods and different measures of productivity. Theseresults
and many others are reported in Amirapu and Subramanian (2015). It also worth noting that unregistered
manufacturing does not exhibit unconditional convergence across the statesin India.

5 More formally, when an India dummy and a China dummy are added separately, and each interacted with the
convergence coefficient, the coefficient on the India dummy is -.14 (t-statistic of 1.97), and that on the India
dummy interacted with the convergencetermis.017 (t-statistic of 2.05). The corresponding coefficientsfor China
are.166 (t-statistic of 2.65) and -.011 (t-statistic of 1.4). We are grateful to Dani Rodrik for providing these results.



What to Makein India? Manufacturing or Services? 107

manufacturing in Indiahasthus not been astrong
performer.

734 Expansion or Pre-mature non-
Industrialisation?

Itisastylised fact that the process of devel opment
includes stagesof indudtriaisation followed by de-
indudtridisation: acountry first experiencesarisng
share of resources—especially labour —devoted
to theindustrial sector, after which the services
sector becomes moreimportant, so that the share
of employment intheindustrid sector declinesfrom
its peak. In recent years, however, “de-
industrialisation” seems to be taking place
prematurely. That is, poor countries seemto be
reaching their peak levels of industrialisation at
lower levels of industrialisation and income
(Rodrik, 2014; Amirgpu and Subramanian, 2015).

What about India? The phenomenon of de-
indudtridisationisparticularly sdient for Indiafor
threereasons. Looming ahead isthe demographic
bulge, which will disgorgeamillionyouth every
month into theeconomy in search of employment
opportunities. Rising labour costsin Chinacreate
opportunitiesfor low-skilled countries such as
Indiaasreplacement destinationsfor investment
that isleaving China. And anew government that
has assumed power offers the prospect of
refashioning Indiain theimage of Gujarat—oneof
thefew manufacturing successes.
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But the sobering fact isthat Indiaseemsto bede-
industrialising too. In fact, to call the Indian
phenomenon de-industridisationisto dignify the
Indian experience, whichismoreaptly referred to
aspremature non-industrialisation because India
never indudtridised sufficiently inthefirst place.

Tomakethe point first consider Figure 7.2, which
plots the share of manufacturing in total
employment over timefor South Korea, aposter
child for manufacturing-led growth. South Koregl's
GDP per capitain 2005 PPP dollarsisaso shown
alongsidethe seriesfor severa years. Thefigure
displaysthetypica shape: share of employmentin
manufacturing sartsvery low at around 5 percent
and risesover timeto almost 30 percent before
sarting to decline after afairly highlevel of GDP
has been reached.

In contrast, Figure 7.3 illustrates the Indian
experience. The Figure shows India’'s share of
registered manufacturing in total output and
employment over time (on the same axesasthe
graph for Korea). The general trend is constant
with adownward trend over thelast few yearsfor
which data are available. In other words, the
pronounced inverted U shapethat characterises
the cross-section and Koreais notably absent in
India

But what has been the counterpart devel opment
among Indian states? Tables 7.2A and 7.2B show
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Source: Amirapu and Subar manian (2015).
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the year in which the share of registered
manufacturing peaked (infirst value added and
then employment terms), the peak share of
registered manufacturing (in value added or
employment), and the per capita GDP associated
with peak registered manufacturing levels.

Fromthetables, afew pointsarestriking. Gujarat
has been the only state in which registered
manufacturing asashare of GDP surpassed 20
percent and came anywhere close to levels
achieved by the mgjor manufacturing successesin
East Asa Evenin Maharashtraand Tamil Nadu,
manufacturing a itspeak accounted for only about
18-19 percent of state GDP. The peak sharesin
employment terms are even lesssignificant: no
major Indian state has achieved more than 6.2

percent of employment from registered
manufacturinginthelast 30 years, and many mgor
datespesked at lessthan hdf that. Evenin Gujarat,
employment in registered manufacturing hasonly
been about 5 percent of total employment, while
annual growth in registered manufacturing
employment has been 1.8 percent between 1984
and 2010 (slower than the growth rate of total
employment over the period: 2.4 percent).

Second, innearly al states (with the exception of
Himachal Pradesh and Gujarat), registered
manufacturing asashare of value added isnow
declining and, for most states, has been doing so
for along time. The peak share of manufacturing
inoutput for many stateswasreached inthe 1990s
(AndhraPradesh and Tamil Nadu) or eveninthe

Sate Year in which Shareof registered  NSDP per capita GSDP per
registered manufacturingin  at peak (2005INR) capitaat peak
manufacturingin  valueadded at peak (2005 USD
valueadded peaked (percent) PPP)
Gujarat 2011 27 52,291 5357
Maharashtra 1986 189 15,864 1,400
Tamil Nadu 1990 181 1544 1417
Haryana 2003 173 32,869 3309
Himachal Pradesh 2011 164 46,207 4,733
Karnataka 2008 147 34,752 3523
Bihar 1999 136 9215 £03)
Madhya Pradesh 2008 125 18,707 1,897
West Bengal 1982 123 9,348 99
Orissa 2009 120 2,779 2,353
All India 2008 107 30483 3,001
Punjab 19%5 105 25,995 2,506
Kerda 1989 103 14,418 1322
Andhra Pradesh 199 100 16,904 1641
Uttar Pradesh 19% 100 11,679 1134
Assam 1987 100 12,904 1,164
Dehi 194 85 39,138 3742
Rajasthan 2001 83 15,816 1522

Source: Amirapu and Subar manian (2015).
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State Year in which Shareof registered  NSDP per capita GSDP per

registered manufacturingin  at peak (2005INR) capitaat peak

manufacturingin ~ employment at peak (2005 USD

valueadded peaked (per cent) PPP)

Tamil Nadu 2010 6.2 44,033 4633
Dehi 1983 6.1 31531 2,989
Haryana 2010 6.1 54,861 5773
Punjab 2010 54 44611 4,694
Gujarat 1934 54 15,167 1343
Maharashtra 1934 48 15212 1,347
West Bengal 1934 47 10371 919
Himachal Pradesh 2010 38 42,993 4524
Keraa 194 33 18926 1,809
Karnataka 2010 33 36,214 3811
Andhra Pradesh 2010 28 36,228 3812
All India 1934 27 11,800 1045
Assam 1934 25 13238 1172
Uttar Pradesh 1988 16 9,372 833
Bihar 1983 15 4,768 452
Rajasthan 2010 14 23908 2516
Madhya Pradesh 194 14 13191 1,261
Orissa 2010 14 22677 2,386

Source : Amirapu and Subarmanian (2015).

1980s (Maharashtra). Interestingly, peak
employment sharesseemto befollowing adightly
different story, with less marked declines
observablefor most states. Nevertheless, most
states have not been experiencing secular growth
in employment shares over time (the only
exceptions are Himachal Pradesh, Tamil Nadu,
Haryanaand — possibly —Karnataka). Many of
the statesthat do exhibit peak yearsin 2010 (such
asAndhraPradesh, Rgasthan and Orissa) seem
to have employment sharesthat have been mostly
flat, reflecting neither relative growth nor decline.

Third, and thisis perhaps the most sobering of
facts, manufacturing haseven been declininginthe
poorer states: states that never effectively
indudtridised (West Bengd and Bihar) have started
de-indudtridisng.

Some comparisonsareilluminating. TakeIndia's
largest state Uttar Pradesh. It reached its peak
share of manufacturing in output at 10 percent of
GDP in 1996 at a per capita state domestic
product of about $1200 (measured in 2005
purchasing power parity dollars). A country like
Indonesiaattained amanufacturing peak share
of 29 percent at a per capita GDP of $5800.
Brazil attained its peak share of 31 percent at a
per capita GDP of $7100. So, Uttar Pradesh’s
maximum level of indusdtridizationwasabout one-
thirdthat in Brazil and Indonesia; and the decline
began at 15-20 percent of theincome levels of
these countries.

Thusfar, we have shown that, for all but afew
dates Indianmanufacturingiscertainly not growing
and is probably shrinking. One possible
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conseguence of manufacturing failing to satisfy
requirements 2b and 3isthat, in contrast to Ching,
thereisno evidence of convergence between sates
inIndiain overal per capita GDP. For Chinese
provinces, the poorer theinitia level of per capita
GDP, the faster the subsequent growth, so that
poorer provincesstart catching up with richer ones.
InIndia, thereisno convergence, because poorer
satesarenct likely to grow faster than richer ones
on average (Amirapu and Subramanian 2015).
Regional disparities have thus persisted within
India

Had manufacturing attracted resources while
exhibiting domestic convergencein productivity,
the sector would have expanded in poorer states
increasing overd| levelsof incomein these states
and contributing to a narrowing of the income
distribution across India. Instead it seems that
manufacturing hasfailed to be such an escalator
of progress.

Several explanations are possible for why
manufacturing hasnot been thisescdator inIndia.
They fall under four broad categories. distortions
inlabour markets; distortionsin capital markets;
distortions in land markets; and inappropriate
specialisation away from India's natural
comparative advantage and toward kill intensive
activities. Amirapu and Subramanian (2015)
provides some evidence in support of the last
explanation.

7.3.5 Alignment
Advantage

with Comparative

Asargued earlier, in order for a sector to offer
transformationa possibilities, it must not only be
characterised by high levelsand growth rates of
productivity, it must also absorb resourcesfrom
therest of theeconomy. But in order to do so, the
sector’s use of inputs must be aligned with the
country’scomparative advantage. That will alow
theabundant factor of production (usudly unskilled

Sector/Subsector

Shareof Employeeswith  Shareof Employeeswith

at least Primary at least Secondary
Education Education

Agriculture, forestry and fisheries 0445 0139
Mining 0501 0221
All manufacturing 0.628 0.248
Registered manufacturing (workersin factories

with >10 workers) 0.768 0432
All Services 0.778 0478
Transportation and communications 0.715 0.330
Wholesale and retail trade 0.721 0.346
Financial services and insurance 0976 0836
Real estate and business services 0935 0.775
Public administration and defense 0.897 0.665
Education 0.963 0.8838
Health and social work 0924 0.767
Electricity, gasand water 0.856 0558
Construction 0518 0.144

Source : Amirapu and Subarmanian (2015).
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|abour) to benefit from productivity growth and
convergence, and in so doing make growth not
only rapid and sustainable but alsoinclusive. In
other words, the dynamic sector must at least
initidly berdatively unskilled labour intensive. Is
thistrue of Indiamanufacturing? Kochhar et. al.
(2006) found that Indian manufacturing was
unusually skill labour intensive. Another smple
metricfor assessing thedignment of dynamismwith
comparaiveadvantageistherdativeskill intengty
of manufacturing relativeto other sectors. Table
7.3 presents some numbers. From the 2004/5
NSSO Employment and Unemployment Survey,
the share of employeeswith at least primary and
secondary education for major sectors (and
subsectors) of the Indian economy iscomputed.

It turnsout that registered manufacturing isasector
that isrelatively skilled labor intensive. Astable
7.3 shows, the share of workers with at least
secondary education is substantially higher in
registered manufacturing thaninagriculture, mining
or unregistered manufacturing and dso greeter than
inseverd of the service subsectors. In someways,
this should not be surprising. High labour
productivity inthissector (Table7.1) isat leastin
part aconsequence of higher skillsin thework
force. What it does suggest, however, is that
registered manufacturing does not really satisfy

requirement number four. The skill intengity of the
sector isnot quitedigned with India scomparative
advantage.

7.4 THE SERVICES SCORECARD

The scorecard analysis can be repeated for the
servicessector in India. But beforethat isdone, it
IS important to recognise that services in the
aggregate is not a useful category of analysis
becauseitisan amagam of different and disparate
species of economic activity, from government
servicesand congtruction that are non-tradableto
finance and business services that largely are
tradable; from certain activitiesthat are |abour
intensive and others such astelecommunications
that arehighly capital and kill 1abor intensive. Any
meaningful analysis of servicesmust distinguish
between different service subsectors—although
the degree of disaggregation will of course be
determined by dataavailability.

Wework with the six different subsectors shown
in Table 7.4 and repeat the analysis undertaken
abovefor registered manufacturing.

7.4.1 Productivity L evel

Table 7.4 provides comparative dataon thelevel
of productivity for these service subsectorsaswell

Initial Level Employment Annual
of Productivity Shares Growth
(per cent)
1984 1984 2010 1984-2010
Registered Manufacturing 117,984 0.027 0026 02
Aggregate Services 61,978 0201 0219 03
Trade, Hotels, and Restaurants 56,284 0074 0093 09
Transport, Storage and Communications 68,823 0.028 0.038 12
Financial Services and Insurance 198,584 0.006 0.007 0.7
Real Estate and Business Services, etc 1,012,017 0.002 0011 71
Public Administration and Defense 4114 0030 0018 -19
Construction 62,773 0031 0.080 37

Source : Amirapu and Subarmanian (2015).
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as for manufacturing (both registered and
unregistered). The first point to note is the
agtounding varigionwithin services, renforcingthe
casefor disaggregation. In 1984 for example, the
level of productivity inthereal estateand business
services sectorswas 25 timesasmuch asin public
adminigtration (essentidly government) and close
to 20timesasmuch asinretail. The productivity
levelsin two—financial services and business
Services—out of Sx service subsectorsexceed that
of registered manufacturing.

7.4.2 Domestic conver gence

The issue of whether there was unconditional
convergencewithin Indiafor service subsectors
over thelast 3 decadesisnow examined. Notably,
unconditional domestic convergenceisfoundin
nearly al the service subsectors, and across many
time horizons (not reported here). Infact, the speed
of domestic convergence for most service
ubsectorsisfoundto besmilar tothat in registered
manufacturing (about 2 percent) and, in some
cases, subgtantidly higher. For example, red estate
and business services seemto convergeat double

the rate at which registered manufacturing
converges.

7.4.3 I nter national Conver gence

Rodrik (2013) providesevidence using UNIDO
datathat indugtriesinthe (organized) manufacturing
sector consistently exhibit global convergencein
labour productivities, although Indian
manufacturing industries convergeto the global
frontier much more dowly thanthe average, if at
al. What about the service subsectors?

Using data on sectoral productivities from the
World Bank’s World Development Indicators
(WDIs), Ghani and O’ Conndll (2014) arguethat
services in the aggregate have also exhibited
convergenceto asimilar or even greater degree
than manufacturing—at least for recent time periods
(approximately 1990 to 2005). This is an
interesting finding, but for thisandysisin particular
sarvices should be disaggregated aswe might well
expect convergence behaviour to vary by subsector
due to significant differences in sectoral
characteristics such astradability.

Log of initial Trade, Transport, Finance, Community, Construction
productivity Hotels and Storage and Insurance,  Social and
Restaurants Communication and Real Per sonal
Estate Services
@ 2 (©) @) ®)
Trade, Hotels and Restaurants -0.007
(0.005)
Transport, Storage and Communication -0.00
(0.008)
Finance, Insurance, and Real Estate -0.031™"
((0.007)
Community, Social and Personal Services -0.030""
((0.008)
Construction -0.026™
(0.008)
Constant 0.061 0.105 0.325™" 0.315" 0.269""
(0.053) (0.083) ((0.076) (0.094) (0.085)
Observations 27 27 27 9 27

Standard errors in parentheses

“p<0.10, " p<0.05 " p< 0.0l Source: Amirapu and Subarmanian (2015).
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Table 7.5 reportsinternationa convergenceresults
by service subsectors over the period 1990 to
2005 using datafrom the Groningen Growth and
Development Centre (GGDC). Although the set
of countriesintheandyssisseverdy limited due
to dataavailability, theresultsare il interesting.
We see that some service subsectors (Finance,
Insurance, and Red Estate; Community, Socid and
Persona Services; and Construction) do seemto
exhibit strong international convergence, while
others(Trade, Hotelsand Restaurants; Transport,
Storage and Communication) do not. Surprisngly,
the set of sectorsexhibiting convergence seemsto
include even some apparently non-tradable
sectors, such asconstruction.

The conclusion thusfar seemsto be that many—
but not all — service subsectors satisfy the
requirementsof high productivity growth, domestic
convergence, and internationa convergence.

7.4.4 Expansion of Services?

Evidencethat the share of output and employment
frommanufacturingin Indiahad hardly changedin
30yearshasaready been presented. Inthe Tables
below analogousevidencefor servicesin India—
both in aggregate and for particular service
subsectorsis presented.

In contrast to registered manufacturing—the share
of output from aggregate servicesrosedramdaicaly
over thelast 30 years, from about 35 percent to

more than 50 percent of GDP. The share of
aggregate servicesin employment, in contrast,
increased inafar more modest fashion (see Table
7.6). But thereisneverthelessadistinct contrast
with registered manufacturing. Aggregate services
employment grew faster than that in registered
manufacturing and a number of service
subsectors—transport, real estate and
construction—registered substantially faster
employment growth. In other words, servicesare
becoming an ever moreimportant sourceof wedth,
andwhilethey havenot ddivered rapid employment
growth, a number of service sub-sectors have
generated more rapid employment growth than
manufacturing.

7.4.5Alignment with compar ative advantage?

We argued above that, in alow-skilled labour
abundant country like India, asector must make
use of thisdominant resourcein order to offer the
greatest possibilitiesfor expansion and structural
transformation. We also saw that registered
manufacturing wasafairly skill-intensive sector
with high average educational attainment.

The same table also shows that services in
aggregate are no lessskill-intensive: on average,
78 percent of workersin the service sector have
at least a primary education (77 percent in
registered manufacturing), and 48 percent have at
least a secondary education (43 percent in

Feature Registered Trade, Transport, Financial Real Construc-
Manufacturing Hotels, Storage Services Estate tion
Restaurants and and Business
Communi- Insurance Services,
cations etc.
1. High productivity Yes No Not really Yes Yes No
2A. Unconditional domestic Yes Yes Yes Yes Yes Yes
convergence
2B. Unconditional international Yes, but not for No No Yes Yes Yes
convergence India
3. Converging sector absorbs No Somewhat Somewhat No Somewhat Yes
resources
4. Skill profile matches underlying  Not really Somewhat Somewhat No No Yes
endowments
5, Tradable and/or replicable Yes No Somewhat Yes Somewhat No

Source : Amirapu and Subarmanian (2015).
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registered manufacturing). Furthermore, alarge
number of service subsectors — including 1)
Banking and Insurance, 2) Real Estate and
Business Services, 3) Public Administration, 4)
Education, and 5) Health and Socia Services—
have significantly higher educationa attainment
(90 percent or more of workers have at least
primary education) than registered manufacturing.
What thisimpliesisthat most service subsectors
(precisely the high productivity, high growth
subsectors, for the most part), have a limited
capacity to make use of India’s most abundant
resource, unskilled [abor. Thismay explain why
the share of employment from serviceshasrisen
so modestly, even whilethe share of output from
serviceshasgrown so spectacularly.

7.5 SUMMARY SCORECARD AND
CoONCLUSIONS

Table 7.6 below providesasummary scorecard
comparing registered manufacturing and selected
service subsectors. Before proceeding further, let
us make clear afew important points. First, we
compare service sectorswith only the registered
(i.e.: formal) manufacturing sector, because
unregistered manufacturing is one of thelowest
productivity sectorsin the I ndian economy—apart
from agriculture—and so of ferslittle promisefor
transformation. So, when there is talk on the
trandformationd potentid of manufacturinginindia
the focus must be exclusively on registered
manufacturing.

Second, another contribution of thischapter isto
offer an alternative way of thinking about
transformational sectors beyond thetraditional
digtinction based on manufacturing versusservices.
We havetaken the position of comparing sectors
based on their easily observable underlying
properties. To be sure, there may belesstangible
differences between manufacturing and services
that areleft out inour analysis.

For example, our present analysis does not
consder the extent to which certain sectors(such
asregistered manufacturing) may bemorelikely
to induce learning spilloversto other sectors of

the economy, which may be important. Other
missing dimengonsincludethepolitica one: Dani
Rodrik has suggested that manufacturing may play
anindirect roleinthepalitical development of young
nationsby providingaforuminwhichcitizenslearn
to practice compromise in ademocratic context
through the struggl e between labour and capital
“on the manufacturing shop floor” (Rodrik,
2013b). Though our analysis leaves out such
channels, we believe they are second-order in
comparisonwith the 5 desirablefeatureslaid out
edlier.

Proceeding to the comparison, theredoes not seem
to be anything distinctive or superior about
registered manufacturing when compared with
certain other service subsectors. Like
manufacturing, several of the service subsectors
aso exhibit high productivity and convergence—
both domestic and international. However, they
also share the shortcoming that these sectorsare
highly skill intensveinther resourcerequirements,
whichisout of kilter with the skill profile of the
Indian labor force. Their potential to generate
widely shared or inclusvegrowthisthuslikdy to
be limited — and indeed seems to have been so
giventhelack of expansion observed earlier (and
whichisrecordedinthe scorecard).

One sector that markedly stands out from the
othersinthetablebe ow iscongtruction: it gopears
to exhibit both types of convergence, does not
require high education levels and has grown
significantly initsresource useover thelast three
decades. However, the sector isnot tradable and
inany caseislow productivity, sothat moving labor
resources to the sector does not considerably
improveoverdl welfare,

So, in some ways, the choice for Indiais not
manufacturing versus services but comparative
advantage deifying (unskilled-intensive) sectors
versus comparative advantage defying (skill-
intensive) sector development. Thisis both a
positiveand apolicy question.

Whilelndia sskill-intendve pattern of development
has no doubt been costly, there has been a
sgnificant upside. MyronWeiner, among others,
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has drawn attention to the disappointing post-
I ndependence performance of the Indian statein
delivering education, reflected in very slow
improvementsin literacy rates, especidly amongst
women. Whilethe supply of educational services
by the state wasinadequate, the puzzle arose as
towhy therewasnot greater demand for education
and hence greater pressure on the state to meet
thisdemand.

Oneanswer tothispuzzleisthat the privatereturns
to literacy and basic education must have been
low. Thereisnow evidence that the increasing
opportunitiesthat are spurring economic growth
also contributeto raising thesereturns, leading to
agreater demand for educationa services—public
and private—and hence improvements in
educational outcomes (Munshi and Rosenzwelg,
2003). This has put pressure on the supply of
education. The government’sfailuresto provide
good schools are well-known, but growth has
changed the picturedramatically, largely because
it hasincreased thereturnsfrom education—and
hencethe demandfor it.

Evidenceisprovided by thework of economists
Kartik Muralidharan and Michael Kremer who
show that private schoolsaremushroominginrurd
India (many prominently advertising “ English
Medium”) because of teacher absenteeism in
public schools. One aso hears of companies
creating training centersto build skillsinthecities
(such astheInfosysingtitutein Mysore) because
institutions of higher education are notoriously
inadequate. Thisendogenousincreasein human
capital could be one of the offsetting benefits of
the comparative advantage-defying, skill-intensgve
growth moddl.

Thepolicy questionisthefollowing. Insofar as
the government retainsinfluence over shaping
the pattern of development, should it try to
rehabilitate unskilled manufacturing or should
it accept that that is difficult to achieve, and

create the groundwork for sustaining the skill
intensive pattern of growth? Attempting the
former would be ahistory-defying achievement
becausetherearenot many examplesof sgnificant
reversalsof de-indudtriaisation. A lot would have
to changeinIndia—from building theinfrastructure
and logistics/connectivity that supports unskill-
intensive manufacturing to reforming the panoply
of laws and regulations—or perhaps addressing
corruptionin the manner of their enforcement—
that may discourage hiring unskilled labor and
achieving scaleintheformal sector.

Sudaining askill-intensve pettern onthe other hand
would require agreater focus on education (and
skills development) so that the pattern of
devel opment that hasbeen evolving over timedoes
not run into shortages. The cost of this skill
intensive model isthat one or two generations of
thosewho are currently unskilled will beleft behind
without the opportunities to advance. But
emphasising skillswill at |east ensurethat future
generations can take advantage of lost
opportunities.

Insomeways, thechoice confronting Indiaisredly
about how to makeit aL ewisian economy that
has unlimited supplies of labor. Indiacan either
create the conditionsto ensure that its existing
unlimited suppliesof unskilled labor areutilisable.
Or, it can make surethat the currently inelastic
supply of skilled labor ismade moredagtic. Both
aremgjor challenges.

What the analysissuggestsisthat whileMakein
India, which has occupied al the prominence, is
animportant goa, the Prime Minister’ sother goa
of “Skilling Indid’ isnolessimportant and perhaps
deserves as much attention. Make in India, if
successful, would makeIndiaal ewisian economy
inrelationto unskilled labor. But * Skilling India’
has the potential to make India a Lewisian
economy with respect to more skilled labor. The
futuretrgectory of Indian economic devel opment
could depend on both.
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A National Market for Agricultural 08
Commodities- Some | ssues and the

Way Forward

CHAPTER

8.1 INTRODUCTION

Presently, marketsin agricultural productsare
regulated under theAgricultural Produce Market
Committee (APMC) Act enacted by State
Governments. There are about 2477 principal
regulated markets based on geography (the
APMCs) and 4843 sub-market yards regul ated
by therespective APMCsin India. Effectively,
India has not one, not 29 but thousands of
agricultura markets. ThisAct notifiesagricultura
commodities produced in the region such as
ceredls, pulses, edibleoilseed, fruitsand vegetables
and even chicken, goat, sheep, sugar, fish etc.,
and providesthat first salein these commodities
can be conducted only under the aegis of the
APM C through the commission agents|icensed
by theAPM Csset up under theAct. Thetypica
amenitiesavailablein or aroundtheAPMCsare:
auction hdls, weigh bridges, godowns, shopsfor
retailers, canteens, roads, lights, drinking water,
police station, post-office, bore-wells,
warehouse, farmers amenity center, tanks,
Water Treatment plant, soil-testing Laboratory,
toilet blocks, etc. Varioustaxes, fees/chargesand
cesslevied onthetrades conducted intheMandis
areaso notified under theAct.

8.2 APMCsLEVY MULTIPLE FEES, OF
SUBSTANTIAL MAGNITUDE, THAT ARE NON-
TRANSPARENT, AND HENCE A SOURCE OF
POLITICAL POWER

Tables 8.1-8.3 convey asense of the magnitudes
and multiplicity of feesarising fromthe operation
of the APMCs. They charge a market fee of
buyers, and they chargealicensing feefromthe

commissioning agents who mediate between
buyers and farmers. They also charge small
licensngfeesfromawnholerangeof functionaries
(warehousing agents, loading agentsetc.). In
addition, commissioning agents charge
commission feeson transactions between buyers
andfarmers.

Theleviesand other market chargesimposed by
statesvary widely. Statutory levies/mandi tax,
VAT etc. areamagjor source of market distortion.
Suchhighlevel of taxesat thefirst leve of trading
have significant cascading effectson the prices
as the commodity passes through the supply-
chan.

Forrice, listed in Table 8.1, these chargescan be
as high as 14.5 percent in Andhra Pradesh
(excluding thestate VAT) and closeto 10 percent
in Odisha and Punjab. For wheat, too, these
chargescan bequitehigh (Table 8.2).

Even themodel APMC Act (described below)

treatsthe APM C asan arm of the State, and, the
market fee, asthetax levied by the State, rather
thanfee charged for providing services. Thisisa
crucial provision which acts as a major
impediment to creating nationa common market
in agricultural commodities. Removal of this
provisonwill paveaway for creating competition
and anational common market for agricultural

commodities.

Moreover, though the market feeiscollected just
like atax, the revenue earned by the APMCs
does not go to the State exchequer and hence
doesnot requirethe approva of Statelegidature
to utilize the funds so collected. ThusAPMC
operationsare hidden from scrutiny.
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Taxed Price

levies/ after

Interest tax over

Chargesd MSP

Incidentals (X 1310/

etc. (%) qtl)

1 Andhra Pradesh* 195 156545
2 Bihar 65 139515
3 Chhattisgarh** 97 143707
4 Gujarat 35 1355.85
5 Haryana 115 1460.65
6 Jharkhand 35 1355.85
7 Karnataka 4 13624
8 Madhya Pradesh 47 137157
9 Maharashtra 355 135651
10 Odisha*** 155 151305
11 Punjab 145 149995
12 Rajasthan 36 1357.16
13 Uttar Pradesh 9 14279
14 Uttarakhand 9 14279
15 West Bengal 3 13493

*  Mkt. Fee=1%, VAT=5%, Driage=1%, RD Cess= 5%,
Comm. To society=2.5%, Admin. Charges=2.5%,
Custody & Maintenance charges+ Interest
Charges=2.5%

**  Mandi Fee=2%, Commercial tax=5%, Comm. To
society=2.5%, Nirashrit Shulk=0.2%

*** Mkt. Fee=2%, VAT=5%, Driage=1%, Comm. To
society=2.5%, Admin. Charges=2.5%, Custody &
Maintenance charges+ Interest Charges=2.5%

Source: FCI, DFPD and States.

Therate of commission charged by thelicensed
commission agentsisexorbitant, because, unlike
direct taxes, which arelevied on net income, the
commissionischarged ontheentirevaue of the
producesold. Thelicensefeecharged fromvarious
market licensed operatorsisnomind, but thesmal
number of licences granted creates a premium,
whichisbelievedtobepaidincash.

There is a perception that the positions in the
market committee (at the state level) and the

Taxes Price
Levied after
(as% of tax

MSP)
MSP (X 1350/qtl.)
1 Andhra Pradesh 5 1418
2 Assam 0 1350
3 Biha 6 1431
4 Chhattisgarh 22 1380
5 Gujarat 081 1361
6 Haryana 115 1505
8 Jharkhand 35 1397
9 Karnataka 0 1350
11 Madhya Pradesh 92 1474
12 Maharashtra 0 1350
13 Orissa 5 1418
14 Punjab 145 146
15 Rajasthan 36 139
16 Tamil Nadu 0 1350
17 Uttar Pradesh 85 1465
18 Uttarakhand 75 1451
19 West Bengal 283 1389

* Ason 17.01.2014;
Source: Food Cor poration of India (FCI).

market board — which supervises the market
committee - are occupied by the politically
influential. They enjoy acosy rdaionshipwiththe
licensed commi ssion agentswho wield power by
exercising monopoly power within the notified
areq, at timesby forming cartels. Theresistance
toreforming APM Csisperceived to beemanating
from thesefactors.

8.3 EssenTiaL CommoDITIESACT,
1955 vs APMC Act

The scope of the Essential CommoditiesAct (EC
Act) is much broader than the APMC Act. It
empowers the central and state governments
concurrently to control production, supply and
distribution of certain commodities, including



A National Market for Agricultural Commodities- Some | ssues and the Way Forward 119

Nameof APMC Income Rateof Market Rate of Commission
(Rs.incrores) fee charge
for 2013-14
1 APMC Vashi (Mumbai) 126.00 0.8 % of the value of -Perishables-(i) Onion—6.5%(ii)
the produce Vegetable- 8%(iii) Fruit-
10%Non- Perishables — up to
2.75 % of the value produce
2 APMCAzadpur (Delhi) 009 Marketfee— 1% of the 6% of the value of the produce
(Fruitsand Vegetable Market)  value of the produce
3 GallaMandi APMC Indore 5970 Market fee——2 % (Except No Commission agent exists
Orange, Cotton and Banana on
whichitis 1.0 %) of value of
the produce)+Nirashrit
Shulk—0.2%
4 APMC, Gultekari (Pune) 4700 1% of thevalue of the produce -Perishables- 6.0% of the value
of the produceNon- Perishables
—3.0% of the produce
5. APMC, Yashwantpur 4400 Marketfee——1.0%+05%  Fruitsand Veg.—5.0 % of the

for revolving fundin case of dry value of the produceOthers-

grapes (kishmish), itisonly
0.1%only

2.0% value of the produce

pricing, stock-holding and the period for which
the stocks can be kept and to impose duties. The
APMC Act onthe other hand, controlsonly the
first sale of theagricultura produce. Apart from
food-stuffswhich are covered under theAPMC
Act, the commodities covered under the ECAct
generaly are: drugs, fertilisers, and textilesand
codl.

8.4 MopbeL APMC Acrt

Sincethese State Acts created fragment markets
(2477) for agricultural commoditiesand curtailed
thefreedom of farmersto sl their produce other
than through the commission agents and other
functionarieslicensed by theAPMCs, theMinigtry
of Agriculture developed amodel APMC Act,
2003 and has been pursuing the state governments
for over adecade now to modify their respective
Acts aong the lines of the Model APMC Act,
2003. TheModel APMCAct:- (a) providesfor
direct sale of farm produce to contract farming
sponsors; (b) provides for setting up “ Special

markets’ for * gpecified agricultural commodities’

—mogtly perishables; (c) permitsprivate persons,
farmers and consumersto establish new markets
for agricultural producein any area; (d) requiresa
singlelevy of market fee on the sale of notified
agricultural commoditiesin any market area; (€)

replaces licensing with registrations of market
functionarieswhichwould alow themto operate
inoneor moredifferent market aress; (f) provides
for the establishment of consumers and farmers

markets to facilitate direct sale of agricultural

produce to consumers; and (g) providesfor the
creation of marketing infrastructure from the
revenue earned by theAPMC.

Themodel APMCAct providessomefreedomto
the farmersto sell their produce directly to the
contract-sponsors or in the market set up by
privateindividuas, consumersor producers. The
model APMC Act also increases the
competitiveness of the market of agricultural
produce by allowing common registration of
market intermediaries. Many of the Stateshave
partialy adopted the provisons of model APMC
Acts and amended their APM C Acts. Some of
the states have not framed rulesto implement the
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amended provisons, whichindicate hesitancy on
the part of state governments to liberalize the
statutory compulsion on farmers to sell their
producethrough APMCs. Some states—— such
as Karnataka —— have however adopted
changesto create greater competition within sate.

8.5 KARNATAKA MODEL

In Karnataka, 51 of the 155 main market yards
and 354 sub-yards have been integrated into a
sgnglelicensng sysem. Rashtriyae-market Servies
Ltd. (ReMYS), ajoint venture created by the State
government and NCDEX Spot Exchange, offers
automated auction and post auction facilities
(weighting, invoicing, market fee collection,
accounting), assaying facilitiesin the markets,
facilitate warehouse-based sale of produce,
facilitate commodity funding, pricedissemination
by leveraging technology. Thewider geographica
scope afforded by breaking up fragmented
markets has enabled private sector investment in
marketinginfrastructure.

8.6 INADEQUACIES oOF MobeL APMC
Act

The provisions of the Model APMC Act do not
gofar enough to create anational —or even state-
level common market for agriculturd commodities.
Thereasonisthat the model APMC Act retains
the mandatory requirement of the buyershaving
to pay APM C charges even when the produceis
sold directly outsidethe APM C area, say, tothe
contract sponsorsor inamarket set up by private
individuaseventhough nofacility provided by the
APMCisused. Therelevant provison (No.42) in
themoded APMCACtis:

“Power tolevy market fee” (snglepoint levy):
Every market shdl levy market fee (i) onthesde
or purchase of notified agricultural produce,
whether brought from within the State or from
outsidethe Stateinto the market area.”

Though the model APMC Act barstheAPMCs
and commiss on agentsfrom deducting the market
fee/lcommission from the seller, theincidence of

thesefees/commission falsonthefarmerssince
buyerswould discount their bidsto the extent of
the fees/'commission charged by theAPMC and
the Commission agents.

Though the model APMC Act provides for
setting up of markets by private sector, this
provision isnot adequate to create competition
for APMCs even within the State, since the
owner of the private market will haveto collect
the APM C fees/taxes, for and on behalf of the
APMC, from the buyers/sellersin addition to
the fee that he wants to charge for providing
trading platform and other services, such as
loading, unloading, grading, weighing etc.

8.7 ALTERNATIVE WAYS OF CREATING
NATIONAL MARKET FOR AGRICULTURAL
COMMODITIES

The 2014 budget recogni zesthe need for setting
up anational market and stated that the central
government will work closely with the state
governmentsto reorient their respectiveAPMC
Actsto providefor the establishment of private
market yards/private markets. The budget also
announced that the state governmentswill also be
encouraged to develop farmers marketsintowns
to enablefarmersto sall their producedirectly.

More steps may haveto betaken and incremental
moves may need to be considered to get the states
on board. For example, first, it may be possibleto
get al the statesto drop fruitsand vegetablesfrom
theAPM C schedule of regulated commodities; this
could befollowed by ceredls, pulseand oil seeds,
andthendl remaining commodities.

State governments should also be specifically
persuaded to provide policy support for setting
up infrastructure, making availableland etc. for
alternative or special marketsin private sector,
sncetheplayersinthe private sector cannot viably
compete with the APMCs in which the initial
investment was made by the government on land
and other infrastructure. Inview of thedifficulties
in attracting domestic capital for setting up
marketing infrastructure, particularly, warehousing,
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cold storages, reefer vans, laboratories, grading
facilitiesetc. Liberdisation of FDI inretail could
createthe possibilitiesfor filling in the massive
investment and infrastructure deficit which results
insupply-chaininefficiencies.

8.8 Using CONSTITUTIONAL
PROVISIONS TO SET UP A COMMON
MARKET

If persuasionfails(andit hasbeentried for along
timesince 2003), it may be necessary to seewhat
the center can do, taking account of thea location
of subjectsunder the Constitution of India. The
Congtitution of Indiadoesempower the Statesto
enact APMC Actsunder someentriesintheList
[l of Seventh Schedule (State List), viz., Entry 14:
‘Agriculture...’, Entry 26: ‘ Tradeand Commerce
withinthe State ...."” And Entry 28: ‘Marketsand
fars.

However, the perception that the Congtitution will
have to be amended if the centre has to play a
decisverolein cregting anational market remains
open. Thereare provisions/entriesin List 11 of
the Seventh Schedule (Concurrent List) in the
Constitution which can be used by the Union to
enact legidation for setting up anational common
market for specified agriculturd commodities, viz.,
Entry 33 which coverstrade and commerce and
production, supply and distribution of foodstuffs,
including edible oilseedsand oilsraw cotton, raw
juteetc. Entry 42intheUnion Ligt, viz., ‘ Inter-
state Trade and Commerce dlso alowsarolefor
theunion. Oncealaw ispassed by the Parliament
toregulatetrading in the specified agricultural
commodities, it will overridethestateAPMC laws,
paving theway for creating anational common
market. But thisapproach could be seen asheavy-
handed on the part of the center and contrary to
thenew spirit of cooperativefederalism.



From Carbon Subsidy to Carbon
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9.1 INTRODUCTION

Therecent steep declineininternationd oil prices
isseen by many asan opportunity to rationalize
the energy pricesby getting rid of thedistorting
subsdieswhilst shifting taxestowards carbon use?
Thiswill not only be afiscally prudent measure
but also an opportunetimeto introduce measures
such as carbon taxes, which are still the most

potent instrumentsin dealing with the threats of
climatechange?

Whilethereareavery few countriesglobally that
havereacted or made any effortsinthisdirection,
the recent measures by the Government of India
to decontrol diesdl priceswhileat thesametime
increasing excise duty on petrol and diesel
periodically to match the declining global prices

-5
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May-14
Jun-14
Jul-14

e=@==Under-recoveries

e=fll= cxcise duty (unbranded)

Aug-14
Sep-14
Oct-14

Nov-14
Dec-14

Jan 2 - 2015
Jan 6 - 2015

== excise duty (branded)

Source: Petroleum Planning & Analysis Cell, MoP& NG.

1 Help of MuthukumaraMani and Fan Zhang, of the Office of the Chief Economist, South Asia Region, World Bank
in the preparation of this chapter is gratefully acknowledged.

2 “SeizetheDay” The Economist, January 17, 2015.

3 A carbon tax is atax on the carbon content of fuels (principally coal, oil, and natural gas) that generate CO2
emissionswhen burned. Thetax would apply at aspecific rate per ton of coal, per barrel of ail, or per million cubic
feet of gas, with the amounts adjusted to equalize implied taxes on carbon content. Therationale of such atax is
to reduce GHG emissions primarily responsible for climate change.
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reflects a proactive stancein thisdirection. As
Figures9.1 & 9.2 shows, under-recoveries—a
meesureof thesubsdy arisng fromlower domestic
prices compared to international prices—have
been eliminated. And in aseriesof actionssince
October 2014, excise duties have been imposed
ondiesd and petrol. Previoudy, the cod cesswas
doubled from X 50 per ton to
%100 per ton, dso adding tothe set of green actions
taken by the government.

9.2 EXCISE DUTY ON PETROL AND
DIESEL AS AN IMPLICIT CARBON TAX

Excise duties on petrol or diesel also act asan
implicit carbon tax—Dby putting an effective
price on emissions. For example, morefuel a
car burns, and the greater the emissions, the
greater thetax paid. Thereisapricesignal to
reduce fuel burnt, and hence CO, emissions.
In addition to serving as a carbon tax, an

excise on petrol and diesel may, of course, also
price other externalities associated with burning
petrol or diesel. Thisincludes congestion costs
(from using vehicles), noise and local air
pollution (of variousforms) which can be deeply
damaging for health.* Estimated damagesfrom
carbon emissions are dwarfed by those from
the other unwanted side effects. At the high
end of available estimates, climate change
impacts are only 7 per cent of the costs
associated with congestion and air pollution.®
One cannot off course understate their rolein
raising substantial revenues for social
redistribution. In many countries the latter
reasons have often motivated the taxation of
fossil fuels than a carbon tax. In India, the
recent change in direction from subsidisation
to taxation of fossil fuelsisof courserelated
to revenue and macro-economic
considerations but they are also consequential
intheir climate change impact.

4 Hamilton (2014) suggeststhat in India, pollution (largely resulting from burning coal and diesel) is perhaps over
6 percent of GDP per annum ((Hamilton, K. 2014. “ Calculating PM2.5 Damages for Top Emitters: A Technical
Note.” New Climate Economy background note. http://newclimateeconomy.net).

5 Proost, Stef, and Kurt Van Dender “ What Long-term Road Transport Future? Trends and Policy Options.” 2011,
Review of Environmental Economicsand Policy 5(1): 44-65.
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One can potentially estimate the carbon tax
equivalent of exciseduty increasesin Indiaand
thereby calculate CO, emission reduction benefits.
Thisisespecidly important in the context of globa
effortsto ded with climate changewhereIndiaas
thethird largest emitter of GHG emissionisoften
looked upon to contributeto the efforts by taking
on atarget.t

The carbon tax equivalent of the excise duty and
subsidy removal was estimated using standard
emissonfactorsfromtheliterature (see Table9.1).

Utilizing the emission factorsin Table 9.1, the
carbontax equivaent of net exciseduty (subtracting
theamount of under-recoveriesfrom exciseduty)
for petrol and diesel ispresented in Figure 9.3.

Thedtriking featureisthat Indiahasmovedfroma
carbon subsidization regimeto one of significant
carbon taxation regime—from anegative priceto
apoditive price on carbon emissons. And the shift
hasbeenlarge. For example, theeffect of therecent
actions since October 2014 has increased the
carbontax by nearly US$60 per ton of CO, inthe
case of petrol and nearly US$42 per toninthe
caeof diesd. Inabsoluteterms; theimplicit carbon
tax (US$140 for petrol and US$64 for diesdl) is
substantially above what is now considered a
reasonableinitial tax on CO, emissonsof US$25-
US$35 per ton (thiswill not, however, hold for
cod cessasdescribed below).” Therecent actions
donehavesgnificantly burnished India sgreenand
climate change credentials.

Description Value Unit Sour ce
Carbon emissionsfactors
Cod 258 tCITd IPCC?
Diesd 202 tCITJ IPCC?
Petrol 189 tCITd IPCC?
Net Caloric Values
Cod 188 TJ00O0t IEAS
Dies 433 TJ000t IPCC?
Petrol 248 TJ000t IPCC?
Oxidation rates
Solids 1000 per cent IPCC?
Liquids 1000 per cent IPCC?
CO2emissionsfactors
Cod 1782 tCO2/t
Dies 3210 tCO2/t
Petrol 3105 tCO2/t
!Note: Emissionfactorsof diesel and petro are global averages. Emission factor for coal isadjusted to reflect average heat

content of coal in India. 2. 2006 |PCC Guidelinesfor National Greenhouse GasInventories. 3. International Energy
Agency (IEA). 2012 Understanding Energy Challengesin India. 4.4. tC: tons of carbon TJ: tergjoule, t: ton,

tCO2: tons of CO2.

6 Recently the US and China, the two largest emitters, signed an agreement on climate change whereby China
agreed to peak its emissions by 2030 and the US agreed that it would emit 26 percent to 28 percent less carbon
in 2025 than it did in 2005. While these efforts are not unprecedented in terms of their effect on the changing
climate, nonethel ess the signal for cooperation between two largest emitters has made the world look at India's

future climate commitments.

7 Thereisstill alot of debatein theliterature around this number. For example, Stern (2013) suggeststhat thisisan
underestimate given the risks and damages from carbon (Stern, N. 2013. “ The Structure of Economic Modelling
of the Potential Impacts of Climate Change: Grafting Gross Underestimation of Risk onto Already Narrow Science

Models’ Journal of Economic Literature 51: 838-859).
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It should be noted that a full assessment of the
implicit carbon tax involves estimating the gap
between thetotal taxation of diesel and petrol and
the average rate of indirect taxation. Thefinal
outcomes could be different from those presented
inFigure9.3, and will be different between states
given the current system of differentiated state
taxation. To someextent, the CO, tax estimates
represent alower bound given that statesimpose
high indirect taxes on petroleum products.

9.3 How DoEs INDIA COMPARE WITH
OTHER COUNTRIES?

Whilelndiahasmade substantia progressrecently
in decontrolling price of petrol and diesel andin
calibrating excise duty to compensate for the
declining world ail prices, itisworthwhileto ask,
wheredoes|ndiastand globaly and especidly with
respect to the other countries.

Figure 9.4 comparesndiawith most non-OECD
countriesand with USand EU asbenchmarks. It
suggeststhat whilethere hasbeen aconsiderable
priceincrease between 2012 and 2015, thereis

till room for further reform of petroleum pricing
policies.

9.4 CO EwmissioN RebucTIiONS

2
FROM PETROL AND DIESEL TAXES AND
CoaL CEss

Calculating the CO, emission reduction fromthe
measurestaken for petrol and diesdl suggeststhat
therewill be net reduction of 11 million tons of
CO, emissionsin|essthan ayear, morethanthe
entire CO, emissions of Luxembourg in 2012,
compared to the baseline (see Figure 9.5) or 0.6
percent India’'sannua emissons?

9.5 TRANSLATING CoaL CESSINTO A
CARrBON TAx

Recently, the Government of Indiareviseditscoa
cessfrom3 50 per tonto 100 per ton. Trandating
thisinto acarbon tax equivaent usngtheemission
factor in Table 9.1 suggeststhat the carbon tax is
around US$ 1 per ton (increase from US$ 0.5
per ton in 2014). While this does enable the

8 The US-Chinadeal isexpected to avert 640 billion tons of CO2 by 2030.
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government to mop up significant amount of
revenue (X 17,000 crore so far), this may not
reflect the externaities generated from burning of
cod or any suggested globa carbontax. Inlight of
therecent faling globa coa pricesand contribution
of coal to both local and global pollution, there

may beroom for further rationalisation of coal

pricing. Any rationalisation of coa pricing must
take account of theimplicationsfor power prices
and hence accessto energy for thepoorestinIndia
whichisand must remain afundamenta objective

of policy.®

60 700
s 600
Coal Price 500
40 2
=
B 400 *2
2 30 — =
= 300

- Emission reduction
e 200
w . 100
0 I 0

Three-fold
increase in cess

Current coal cess

Equating Domestic with Break- even for
International Price

Accounting for

Power Producers Average Health Costs

Source: World Bank estimates.

9 Thisin addition to providing access and empowering people through renewabl e sources of energy whichisalso
an areaof high priority for the Government of India. Thiswill be especially important for serving remote areas

with limited accessto grid.
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Four hypothetical scenarios are the following
(Figure9.6):

a.  Athreefoldincreaseinthecurrent cess;

b. Anincreasein cessthat will equalise
price of domestic coa with imported
cod (adjudting for differencein heat and
ash content between domestic and
imported cod )?;

Cc. Anincrease in cess necessary to
interndiseonly domedtic externdities—
mainly the health costsassociated with
carbon pollution;

d. Themaximum possibleincreasein cess
at which the coal-based power
producers could still break-even.

Cdculationsutilizing theemission factorsgivenin
Table9.1 and assuming a(-) 0.5 priceeadticity of
demand for cod, suggest that athree-foldincrease
fromthe current cesswould lead to anannua CO,
emissionsreduction of 129 milliontonsannually
or about 7 percent of total annual emissions. To
bring domestic priceson par withtheinternationd
priceswould requireanincrease of cessto US$9
per ton or X 498 (a5-fold increase). Coal price
reform of thiskind could potentially contributeto
annua CO, emissonsreduction of 214 milliontons
whichis11 percent of India’'sannua emissons, or
half the entire emissions of Indonesiain 2012
compared to thebaseline. Thisisstill withinthe
rangeof kegping most cod power plantsprofitable
giventhecurrent tariff structure.

The health cost of coal for power generationin
Indiaisestimated to rangefrom US$ 3.41 per ton
to US$ 51.11/ton depending on the value of
detidticd life.* Theaveragenumber isUS$27.26
per ton. The health costs of emissionsfrom coal
fired power plantsinclude costs associated with
premature cardiopulmonary deathsand illnesses
from the chronic effectsof long-term exposureand

the acute effects of short-term exposure. The
annua emissionsreduction of CO, corresponding
to incorporating the average health cost to coal
priceis 644 million tons (33 percent of thetotal
emissions) and the percent of total annua emisson
reduction corresponding to US$ 3.41 and US$
51.11 per ton of cessis4 percent and 61 percent
respectively. Therewill be huge associated health
benefitsaswell.

The maximum that the cesscould beincreased so
that coa-based power producerscould still break-
evenisUSS$ 15 per ton. Thiswill keep large-scae
coal power plantsbreak even and would result in
apotential CO, emissonsreduction of 358 million
tonsper year, morethan theentire CO, emissions
of France. Thisisahypothetical exercisesncethe
reduction in profitsof power plantswould lead to
calsfor rationalizing power tariffswhich would
behighly disruptive.

9.6 CONCLUSIONS AND KEY MESSAGES

e Indiahascut subsdiesandincreased taxes
onfossl fuels(petrol and diesdl) turninga
carbon subsidy regimeinto oneof carbon
taxation.

e Thishassgnificantly increased petrol and
diesel pricewhilereducing annual CO,
emissons

e Butthereisstill along way to go with
potentia largegainsgtill to beregped from
reform of cod pricing and further reform
of petroleum pricing policies.

¢ On the whole, the move to substantial
carbon taxation combined with India's
ambitious solar power program suggests
that India can make substantial
contributions to the forthcoming Paris

negotiationson climate change.

10 In January 2015, while the average international price was around US$ 46/ton, the average domestic price was
around US$ 25/ton without adjusting for the heat and ash content.

11 Cropper. M. S. Gamkhar, K. Mdik.A. Limonov, and . Partridge, “ The Health Effects of Coal Electricity Generation

inlndia’, 2012, RFFWorking Paper.



The Fourteenth Finance
Commission (FFC) —| mpllcatlons

10

for Fiscal Federalism in Indla’?

“| feel more and more that we must function
more from below than fromthetop... too much
of centralization means decay at the rootsand
ultimately a withering of branches, leavesand
flowers.” -Pandit Jawaharlal Nehru

“We want to promote co-oper ative federalism
in the country. At the same time, we want a
competitive element among the states. | call
this new form of federalism Co-operative and
Competitive Federalism”

- PrimeMinister NarendraModi

10.1 INTRODUCTION

The Finance CommissionisaCondtitutiona body
formulated under Article 280 of the Indian
Condtitution. Itisconstituted every fiveyearsby
the President of India to review the state of
finances of the Union and the Statesand suggest
measuresfor maintaining astableand sustainable
fiscal environment. It also makes recommen-
dationsregarding the devol ution of taxes between
the Center and the Statesfrom the divisible pool
which includes all central taxes excluding
surcharges and cess which the Centre is
condtitutionaly mandated to sharewith the States.

The Fourteenth Finance Commission(FFC) was
appointed on 2"YJanuary, 2013under the
chairmanship of Dr. Y. V. Reddy. In addition to
the primary objectives mentioned above, theterms
of referencefor the commisson sought suggestions
regarding the principleswhichwould governthe
guantum and distribution of grants-in-aid (non-
plan grantsto states), the measures, if needed, to
augment State government financesto supplement

theresourcesof local government and to review
thegtate of thefinances, deficit and debt conditions
at different levelsof government.

10.2 M aAJorR RECOMMENDATIONS OF
FFC

The FFC has submitted its recommendationsfor
the period 2015-16 to 2020-21. They arelikely
to have major implications for center-state
relations, for budgeting by, and thefiscd Stuation
of, the center and the states. Some of the major
recommendationsare asfollows,

e TheFFChasradically enhancedthe
share of the states in the central
divisible pool from the current 32
percent to 42 per cent which is the
biggest ever increase in vertical tax
devolution.The last two Finance
Commissionsviz. Twelfth (period 2005-
10) and Thirteenth (period 2010-15) had
recommended a state share of 30.5 per
cent (increase of 1 percent) and 32 per
cent (increase of 1.5 percent),
respectively inthecentrd divisible pool.

e The FFC has also proposed a new
horizontal formula (Table 10.1)for the
digribution of thedtates shareindivisble
pool among thedates. Thereare changes
both in the variablesincluded/excluded
aswell astheweightsassigned to them.
Relative to the Thirteenth Finance
Commission, the FFC hasincorporated
two new variables: 2011 populationand

1 A more detailed version of this piece will be available online at finmin.nic.in after the Budget is presented.
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Tax Devolution

One of the core tasks of a Finance Commission as stipulated in Article 280 (3) (a) of the Constitution is to make
recommendations regarding the distribution between the Union and the states of the net proceeds of taxes. Thisis
the most important task of any Finance Commission, asthe share of statesin the net proceeds of Union taxesisthe
predominant channel of resource transfer from the Centre to states.

Divisible Pool

Thedivisible pool isthat portion of grosstax revenue which is distributed between the Centre and the States. The
divisible pool consists of al taxes, except surcharges and cess levied for specific purpose, net of collection
charges.

Prior to the enactment of the Constitution (Eightieth Amendment) Act, 2000, the sharing of the Union tax revenues
with the states was in accordance with the provisions of articles 270 and 272, as they stood then. The eightieth
amendment of the Constitution altered the pattern of sharing of Union taxes in a fundamental way. Under this
amendment, article 272 was dropped and article 270 was substantially changed. The new article 270 provides for
sharing of all thetaxesand dutiesreferred to inthe Union list, except the taxes and dutiesreferred to in articles 268
and 269, respectively, and surcharges on taxes and dutiesreferred to in article 271 and any cesslevied for specific
purposes.

Grants-in-aid

Horizontal imbalances are addressed by the Finance Commission through the system of tax devolution and grants-
in-aid, the former instrument used more predominantly. Under Article 275 of the Constitution, Finance Commissions
are mandated to recommend the principles as well as the quantum of grants to those States which are in need of
assistance and that different sums may befixed for different States. Thus one of the pre-requisitesfor grantsisthe
assessment of the needs of the States.

The First Commission had laid down five broad principlesfor determining the eligibility of a Statefor grants. The
first was that the Budget of a State was the starting point for examination of a need. The second was the efforts
made by Statesto realize the potential and the third was that the grants should help in equalizing the standards of
basic services across States. Fourthly, any special burden or obligations of national concern, though within the
State's sphere, should also be taken into account. Fifthly, grants might be given to further any beneficent service
of national interest to less advanced States.

Grants recommended by the Finance Commissions are predominantly in the nature of general purpose grants
meeting the difference between the assessed expenditure on the non-plan revenue account of each State and the
projected revenue including the share of a State in Central taxes. These are often referred to as'gap filling grants’.
Over the years, the scope of grants to States was extended further to cover specia problems. Following the
seventy-third and seventy-fourth amendments to the Constitution, Finance Commissions were charged with the
additional responsibility of recommending measures to augment the Consolidated Fund of a State to supplement
the resources of local bodies. This has resulted in further expansion in the scope of Finance Commission grants.
The Tenth Commission was the first Commission to have recommended grants for rural and urban local bodies.
Thus, over the years, there has been considerable extension in the scope of grants-in-aid.

Fiscal capacity/lncomedistance

The income distance criterion was first used by Twelfth FC, measured by per capita GSDP as a proxy for the
distance between statesin tax capacity. WWhen so proxied, the procedure implicitly applies asingle average tax-to-
GSDP ratio to determinefiscal capacity distance between states. The Thirteenth FC changed the formulaslightly
and recommended the use of separate averages for measuring tax capacity, one for general category states (GCS)
and another for special category states (SCS).

Fiscal discipline
Fiscal discipline asacriterion for tax devolution was used by Eleventh and Twelfth FC to provide an incentive to
states managing their finances prudently. The criterion was continued in the Thirteenth FC as well without any

change. Theindex of fiscal disciplineisarrived at by comparing improvementsin the ratio of own revenue receipts
of astateto itstotal revenue expenditure relative to the corresponding average across al states.
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Variable Weightsaccor ded
13th 14th
Population (1971) ) 175
Population (2011) 0 10
Fiscal capacity/Income 475 50
distance (See box-1)
Area 10 15
Forest Cover 0 75
Fiscal discipline (Seebox-1) 175 0
Total 100 100

Source: Reports of 13" and 14" Finance Commission

forest cover; and excluded the fiscal
disciplinevariable (Box-1).

o Severd other typesof transfershavebeen
proposed including grants to rural and
urban local bodies, aperformance grant
along with grantsfor disaster relief and
revenue deficit. Thesetransferstotal to
approximately 5.3 lakh crore for the
period 2015-20.2

e The FFC has not made any
recommendation concerning sector
specific-grants unlike the Thirteenth
Finance Commisson.

10.3 IMPLICATIONS OF FFC
RECOMMENDATIONS FOR FiscaL
FeEDERALISM: AWwAY AHEAD

Based on itsrecommendations and projections,
the FFC has assessed and quantified the
implications for the revenues of states. In this
analysistherevenueimplications are reassessed
based on more recent data (for 2014/15) and
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dightly differing assumptions about GDP growth,
tax buoyancy?® and other fiscal parameters.The
estimated benefits (both from tax devolution and
FFC grants together), based on certain
assumptions related to both FY2014-15and
FY 2015-16,are shownin Table 10.2. Thetotal
increase in FFC transfers in FY 2015-16 from
FY 2014-15isestimated to be about 2 1akh crores
(both fromtax devolution and FFC grants). Severd
pointsareworth noting.

All states stand to gain from FFC transfersin
absolute terms. However, to assess the
distributional effects, the increases should be
scaed by population, Net State Domestic Product
(NSDP) at current market price?, or by states
own tax revenue receipts’. Theseare shownin
columns4-6 of Table 10.2.Thebiggest gainersin
absolute terms under GCS (Box-2) are Uttar

The concept of a special category state was first
introduced in 1969 when the Fifth Finance Commission
sought to provide certain disadvantaged states with
preferential treatment in the form of central assistance
and tax bresks. Initially three states Assam, Nagaland
and Jammu & Kashmir were granted specia status
but since then eight more have been included
(Arunachal Pradesh, Himachal Pradesh, Manipur,
Meghalaya, Mizoram, Sikkim, Tripura and
Uttar akhand). All other states barring these are treated
as General Category States.The rationale for special
statusisthat these states, because of inherent features,
have alow resource base and cannot mobilize resources
for development. Some of the features required for
specid statusare: (i) hilly and difficult terrain; (i) low
population density or sizeable share of tribal
population; (iii) strategic location along bor der swith
neighbouring countries; (iv) economic and
infrastructural backwardness; and (v) non-viable
natur e of statefinances.

2 Other than tax devolution (vertical and horizontal) which are specified in percentages, other transfers are specified
as absolute numbers. Since we use different revenue numbers, we have assumed that these transferswill broadly

grow inlinewith nominal GDP growth.

3 Tax buoyancy is an indicator to measure efficiency and responsiveness of revenue mobilization in response to
growth inthe Gross domestic product or National income. Itis measured asaratio of growth in Tax Revenueto
the growth in GDP. If the buoyancy value is greater than one then the growth in tax collection would be higher

than the growth in GDP growth.

4 NSDPat current market pricesisfor theyear 2012-13.

5 OwnTax Revenueisfor theyear 2011-12.



132  Economic Survey 2014-15

State Category Benefits from Benefits Per Benefits as Benefits as

FFC (inX crore) capita (%) % of OTR % of NSDP
1 2 3 4 5 6
Andhra Pradesh (united) GCS 14620 1728 274 22
Arunachal Pradesh CS 5585 40359 17581 510
Assam CS 7295 2338 55 58
Bihar cCs 13279 1276 1053 49
Chhattisgarh cCs 1227 2829 675 52
Goa cCs 1107 7301 41 30
Gujarat GCS 4551 73 103 08
Haryana GCs 1592 623 78 05
Himachal Pradesh XS 8533 12430 207.7 146
Jammu & Kashmir XS 13970 11140 2044 24
Jharkhand cCs 6196 1878 8.1 48
Karnataka GCs 8401 1375 181 18
Keraa GCS 9508 2846 370 31
Madhya Pradesh GCS 15072 2075 559 45
Maharashtra GCS 10682 Bl 122 09
Manipur XS 2130 8286 5787 195
Meghalaya XS 131 4655 1980 86
Mizoram XS 2519 22062 14101 33
Nagaland S 2694 13616 8865 187
Odisha GCS 6752 1609 502 32
Punjab GCS 457 1246 183 14
Rajasthan cCs 6479 (715) 255 16
Skkim S 1010 1643 37 10.7
Tamil Nadu cCs 5973 100 09
Tripura CS 1560 4247 1818 69
Uttar Pradesh GCS 24603 1232 468 35
Uttarakhand XS 1303 1292 232 14
West Bengal cCs 16714 1831 67.0 30
Total 204198 1715

Source : Ministry of Finance.

GCS- General Category States; SCS-Special Category States

Pradesh, West Bengal and MadhyaPradeshwhile
for SCSitisJammu & Kashmir, Himacha Pradesh
and Assam. A better measure of impact isbenefit
per capita. Themajor gainersin per capitaterms
turn out to be Kerala, Chhattisgarh and Madhya
Pradesh for GCS and Arunachal Pradesh,
Mizoram and Sikkim for SCS.

The FFC recommendations are expected to add
substantial spending capacity to states’
budgets. The additional spending capacity can
better be measure by scaling the benefitseither by
NSDP at current market price or by states' own
tax revenue. In terms of the impact based on

NSDP, the benefits of FFC transfersare highest
for Chhattisgarh, Bihar and Jharkhand among the
GCS and for states like Arunachal Pradesh,
Mizoram and Jammu & Kashmir amongthe SCS.
Whileintermsof states own tax revenues, the
largest gainsaccrueto GCS of Bihar, Jharkhand
and Chhattisgarh and SCS of Arunacha Pradesh,
Mizoram and Nagadand.

The FFC transfers have more favorable impact
on the states (only among the GCS) which are
relatively lessdevel oped whichisanindication that
theFFC transfersare progressivei.e. stateswith
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lower per capitaNSDP receive on average much
larger transfers per capita (Figure 10.1). The
correl ation between per capitaNSDPand FFC is
transfer per capitais-0.72. Thisindicatesthat the
FFC recommendations do go in the direction of
equdizingtheincomeandfisca digparitiesbetween

themajor states. However, FFC transfersareless
progressvecomparedtothetrandfersof Thirteenth
Finance Commission (TFC). The correlation
coefficient betweenthe NSDP per capitaand TFC
transfers per capita (average of 2011-12, 2012-
13 and 2013-14) per capitais-0.84 (Figure 10.2).
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A final interesting finding relates to the
decomposition of the resourcetransfersthrough
tax devolution dueto theincreaseinthedivisible
pooal per seand dueto the changeinthe horizonta
devolutionformulaitsdf. Thesgnificantimpact due
toincreaseinthedivisible pool ison stateslike
Uttar Pradesh, Bihar, Madhya Pradesh, West
Benga and AndhraPradesh (United) while states
like Arunachal Pradesh, Chhattisgarh, Madhya
Pradesh, Karnatakaand Jharkhand arethe major
ganersdueto achangein thehorizonta devolution
formulawhich now givesgrester weight toagta€e's
forest cover (Table 10.3).

10.4 BaLANCING FiscAL AUTONOMY AND
FiscaL Speace

The spirit behind the FFC recommendationsisto
increase the automatic transfersto the statesto
givethemmorefisca autonomy andthisisensured
by increasing share of statesfrom 32 to 42 per
cent of divisible pool. Assuming the
recommendationsof FFC wereto beimplemented
asitis, thereisconcern that fiscal space or fiscal
consolidation path of the Centre would be
adversely affected. However, to ensure that the
Centre' sfisca spaceissecured, thesuggestionis

Sate Satesharein Stateshare Decomposition of FFC Transfers
14"FC in13"FC  Duetochangein Dueto change

Divisiblepool in Share

Andhra Pradesh (United) 006742 0.06937 1075 -75
Arunachal Pradesh 0.0137 0.00328 249 751
Assam 003311 0.03628 1290 -20.0
Bihar 0.09665 0.10017 1428 -42.8
Chhattisgarh 0.0308 0.0247 649 3H1
Goa 0.00378 0.00266 539 46.1
Gujarat 0.03034 0.03041 %.7 33
Haryana 001034 001048 923 17
Himachal Pradesh 000713 0.00781 1289 -289
Jammu & Kashmir 00184 0.01551 695 305
Jharkhand 003139 0.02802 782 218
Karnataka 004713 0.04328 8.7 173
Kerda 0.025 002341 86.1 139
Madhya Pradesh 007548 00712 874 126
M aharashtra 005521 0.05199 871 129
M anipur 0.00617 0.00451 56.6 434
Meghalaya 0.00642 0.00408 477 523
Mizoram 0.0046 0.00269 437 56.3
Nagaland 0.00498 0.00314 473 52.7
Odisha 0.04642 004779 107.7 -7.7
Punjab 001577 0.01389 762 238
Rajasthan 0.05495 0.05853 1184 -184
Skkim 0.00367 0.00239 290 510
Tamil Nadu 0.04023 0.04969 2075 -1075
Tripura 0.00642 0.00511 64.1 359
Uttar Pradesh 0.17959 0.19677 1290 -20.0
Uttarakhand 0.01052 00112 1182 -182
West Bengal 007324 0.07264 9.0 20

Source : Ministry of Finance and Reports of Finance Commissions.
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that therewill be commensuratereductionsinthe
Centrd Assstanceto Sates(CAS) known as*“plan
trandfers”

Oneimmediately noteworthy fact isthat CAS
transfers per capitaare only mildly progressive
(Figure 10.3): thecorrel ation coefficient with Sate
per capitaNSDPis-0.29. Thisisaconsequence
of plan transfersmoving away from being Gadgil
formula-based to being more discretionary inthe
last few years. Grester centrd discretion evidently
reduced progressivity. A corollary is that
implementing the FFC recommendationswould
increase progressivity because progressive tax
transferswould increaseand discretionary and less
progressive plantransferswould decline.

Balancing the enhanced fiscal autonomy of the
stateswith preserving fiscal space of the Centre
entaillsreductionin CAStransfers. But thereare
many ways of doing the latter from the totally
discretionary to formula-based. Withinthelatter
too therearemany options: (i) proportionate cuts
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acrossthe statesin CAStransfers; (ii) ensuring
theimplementation of legally-backed/mandated
schemes® and then proportionately cutting the
resdud; (iii) equa per capitadistribution of CAS
transfers; (iv) implementing the legally-backed
schemesand then didtributing theremaining amount
inlinewith the FFC formulafor tax devolution;
and many more. For smplicity, herewe discuss
options (i) only. We cal culate the net surplusto
thestates, i.e. the difference betweenincreasein
FFC transferslessthereductionin CAStransfers
and display theresultsin Table 10.4.

Table-10.4 isconstructed to compare state-wise
theincreased benefitsfrom FFC and the CAS
transfers in 2015-16. The surplus/shortfall’
shown in column 3 has been obtained by taking
the difference between total benefit from FFC
and reductionin CASin 2015-16 over 2014-
15. Thisdifferenceisaso shownin columns4,
5and 6 intermsof population, NSDP and own
tax revenues respectively. Essentially, the

General Category States (Excluding Goa)

Correlation between the two is-0.29.
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6 L egally backed schemesare SSA, MGNREGA, MPLAD, SPA to EAP, PMGSY and others.

7 Thesurplusand shortfall are based on certain assumptions regarding the estimation/projection of CASallocations
to statesin 2014-15 and 2015-16. The calculation of surplus/shortfall may vary once the actual numbers of CAS
allocation for 2014-15 and estimated CAS allocations to states are out.
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CASover and surplus/short fall after transfer under CASbut preserving
abovelegally thefiscal spacefor centre
backed schemes Absolute Per capita % of NSDP % of OTR
Sate (inZcrore) Rcrore) (in%)
Andhra Pradesh(united) 5062 10134 1198 15 190
Arunachal Pradesh 2555 4572 33038 418 1439.2
Assam 5860 4378 1403 35 57.3
Bihar 6998 8783 84 32 69.6
Chhattisgarh 2673 5258 2058 38 491
Goa 180 9% 6820 27 396
Gujarat 4179 2454 406 04 55
Haryana 1509 714 2 02 35
Himachal Pradesh 3593 6826 X4 nv 166.2
Jammu & Kashmir 8185 10679 8515 171 2250
Jharkhand 2870 4650 1410 36 669
Karnataka 4873 5300 867 11 114
Kerda 2778 7834 2345 25 305
Madhya Pradesh 7959 10389 1431 31 385
M aharashtra 5365 74% 667 06 86
M anipur 2029 1250 4861 14 3395
Meghalaya 1536 661 2229 41 A8
Mizoram 157 1967 17925 260 1100.7
Nagaland 2019 1839 9293 127 605.0
Odisha 6826 3497 83 17 260
Punjab 1820 2478 10 132
Rajasthan 6618 2423 33 06 95
Skkim 1415 489 8006 52 1663
Tamil Nadu 2376 2644 36 04 44
Tripura 2139 458 1246 20 533
Uttar Pradesh 9110 18716 937 27 356
Uttarakhand 3014 -48 -48 -01 09
West Bengal 8386 11365 1245 20 456
TOTAL 113081 138198

Source : Ministry of Finance.

numbers in these columns also answer the
guestion of whether the states, if they wanted
to, can maintain the samelevel of spending on
the programs financed by the CAS especially
the legally-backed schemes, and still have
additional resourcesto finance their own new
programs. If they do not want to accept
Centrally Sponsored Schemes, all theincrease
in FFC transfersis new, unencumbered money.

All the GCSgainfrom FFC transfersnet of CAS
reduction. Thetop three gainersin absoluteterms
under GCSare Uttar Pradesh, West Bengal and
Madhya Pradesh whilefor SCSit is Jammu &
Kashmir, Himachal Pradesh and Arunachal
Pradesh. The better way of measuring the surplus/
shortfal would bein per capitaterms. Themajor
ganersare Goa, Kerdaand Chhattisgarh for GCS
and Arunacha Pradesh, Mizoram and Himachal
Pradesh for SCS.
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Thesurplug'shortfdl asper cent of NSDPat current
market priceare shownin column5 of table 10.4,
the stateswhich add up maximum fisca resources
are Chhattisgarh, Jharkhand and Bihar among the
GCSwhileamong the SCSitisArunachd Pradesh,
Mizoram and Jammu & Kashmir. Thesurplusis
going to add significant amount to the states
revenue. There are nine states among the GCS
which are expected to get morethan 25 per cent
of their own tax revenue (column 6 of table 10.4)

10.5 CaveaTsAND CONCLUSION

Some caveats or complicationsto thisexercise
must be noted. First, they are sensitive to the
assumptionsunderlying GDP growth, revenueand
expenditure estimationg/projectionsfor 2014-15
and 2015-16. Secondly, assumptions are also
made about CA S amountsin 2014-15 and about
reductionsin CASamountsin 2015-16. So, these
must betreated asillustrative cal cul ations. For
example, another option would simply be to
transfer those schemesthat are on State list back
to the states. Also, estimates have only been
presented for the year 2015-16. Thereafter,
additiond factorssuch asGST implementation and
the next Pay Commission awards will affect
projections beyond the coming year.
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With these cavests, the main conclusionsarethat
the FFC has made far-reaching changesin tax
devolution that will move the country toward
greater fiscal federalism, conferring morefiscal
autonomy onthe states. Thiswill be enhanced by
the FFC-induced imperative of having to reduce
thescaeof other central transferstothe states. In
other words, sateswill now havegreater autonomy
on the revenue and expenditure fronts. The
numbers al so suggest that thisrenewed impulse
toward fiscal federalism need not be to the
detriment of the center’s fiscal capacity. A
collateral benefit of moving from CASto FFC
transfersisthat overdl progressivity will improve.

To be sure, there will be transitional costs
entailed by thereductionin CAStransfers. But
the scope for dislocation has been minimized
because the extra FFC resources will flow
precisely tothe statesthat havethelargest CAS-
financed schemes.

In sum, thefar-reaching recommendations of the
FFC, along with the creation of theNITI Aayog,
will further the Government’svision of cooperdive
and competitivefederalism. The necessary, indeed
vita, encompassing of citiesand other local bodies
within theembrace of cooperative and competitive
federdismisthenext policy chalenge.
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