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I’m an economist by training – a trained professional paid to guess wrong about
the economy - and the profession has somewhat famously got a bad name for
being ‘two-handed’: the typical economist’s sentence tends to run “on the one
hand, I think X, . . .but then again on the other hand, I believe Y . . . . As evidence
of the pathological nature of this tendency, I think that we might be the only
profession to have seen a Nobel Prize awarded in the same year to two
economists with diametrically opposed views!

Since I want to give you a balanced view of India’s economic prospects, there is
some risk that my presentation may seem to fall into this trap. So I will begin by
declaring that I am an optimist on the Indian economy.

Indeed, we decided very early on in the life of the Lowy Institute that the
economic emergence of India would be one of the key trends shaping the global
economic environment in coming years. The very first publication in our Lowy
Institute Papers series was India: the next economic giant . That Paper,
completed around the time of the May 2004 Indian elections, made the case that
Australia should pay more attention to India. Then, I noted that, much as Charles
De Gaulle reportedly said of Brazil, ‘a country with enormous potential, and
always will be’, the same scepticism was often applied to India. The Paper
argued that, finally, India was in the process of realising its enormous potential as
an economic power. Around two years later, and that view is probably close to
consensus, current market gyrations notwithstanding!
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One obvious reason that the transformation in India’s economic prospects grabs
attention is the sheer scale involved: after all, this is one of the world’s two billion-
people-plus economies. But a second reason is the idiosyncratic nature of the
Indian development model, which looks quite different to the kind of development
model we’ve seen in East Asia.

Intriguingly, this model is in part a product of India’s – often dysfunctional –
approach to economic development in the Independence period. In many ways
these policies – state control of the commanding heights of the economy, a
mistrust of foreign trade and investment that mutated into a self-fulfilling
pessimism, and the proliferation of controls, licences and permits that constituted
the infamous ‘Licence Raj’ - were very damaging for India’s economic prospects.
They led to the effective closing of the Indian economy, ruling out the kind of
export-led growth enjoyed by East Asia. Indeed, as the chart shows, one
‘achievement’ of this development model was to produce a marked decline in
India’s share of world trade that is only now being reversed, and which still leaves
India a smaller player in global goods markets than it was in the 1950s.

Yet this model also had other features, including a focus on higher (tertiary)
education, a focus on developing capital goods industries, an emphasis on small
scale, and on labour protection, that have also shaped today’s model.
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More specifically:

• effectively ruling out labour-intensive manufacturing export take-off

• encouraging manufacturing to follow a capital-intensive, skilled labour model

• Providing the capabilities – human capital from world class tertiary institutions
and a technocratic elite – that formed the foundation for a unique, services
oriented development model.

So when economic policy changed course, first with a modest pro-business shift
in the 1980s, then with a more radical (by Indian terms) shift to pro-market
policies in the 1990s, the sector that benefited the most was the service sector.
Hence India’s new model – a more open economy, service-led growth – is still
influenced by its old one. In good ways AND bad . . .

The ‘typical’ growth pattern for a developing country was thought to be
contraction of Ag and expansion of industry/manufacturing, with labour-intensive
manufacturing production leading the way. As the chart shows, India looks very
different, with the service sector unleashed by reform. During the 1990s India’s
service sector grew at an annual rate of 9%, contributing nearly 60% of overall
economic growth.
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As well as in the GDP numbers, can see this in the trade numbers – where India
has probably grabbed the most international attention.

India’s merchandise export performance, while not like China’s, is far from
unimpressive: from 2002-03 India has recorded annual average growth in excess
of 20%. But the Indian development model discussed earlier means that many of
the most successful export sectors have been capital- and skill-intensive, such as
auto parts, chemicals, and pharmaceuticals.

One exception is textiles, where Indian performance has been impressive, if as
largely a ‘second choice’ after China.
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In growth terms, service sector exports have been even more impressive . . .
Especially if we focus on the non travel and tourism components . . .

Services also able to leapfrog many of problems (eg poor physical infrastructure)
that have restricted manufacturing take-off.
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Take-off in services reflects several factors:

- capabilities built up during old development model – plus English language

- technological innovation leading to increased tradeability of services

- globalisation of production
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These factors are facilitating a ‘global labour arbitrage’ . . . Cost compression
pressures of globalisation, plus demographics, can keep the trend going . .

NASSCOM / McKinsey study at the end of last year estimated that the IT/BPO
sector accounted for about 1.3 million jobs, generated US436 b of revenue, and
accounted for about 5% of GDP. They estimated that by 2010 the sector would
have grown to 7% of GDP and account for 17% of GDP growth over the period,
generating US$60 billion pa of export earnings.

Same study also estimated that India has 28% of available supply of qualified
labour in low-cost economies.
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While India’s share of world merchandise trade is still below that achieved in the 
early 1960s, the country has seen a marked increase in its share of world 
services trade, with its overall share of world services exports tripling in about a 
decade.  Gains have been concentrated in so-called new economy sectors like 
software, where India’s share of the global market is around 17%, and where 
India’s export growth has been double the world average.   McKinsey estimates 
Indian firms now control over half the global IT & back office outsourcing market.  

By 2004 India had almost  3% of the world market for ‘other’ commercial services 
exports, up from 0.4% in 1996.  This is the category that captures 
communications, IT, financial, insurance and other business services.

As of 2004 total world commercial services exports stood at US$2.1t, as against 
US$9.1t for merchandise exports (so just under one-fifth of total exports).  The 
‘other’ category accounted for about 47% of total commercial services exports . . 
. or less than 8% of total world exports. But as we have noted already, there are 
major problems involved in accurately capturing services trade: much of across-
border services trade within multinational firms (intra-firm trade) may not be 
recorded. 
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Last year Indian economy grew at 8.4% - making average growth for past three
years of 8.1% . . . And forecast for current financial year is 7.5% - 8%.

Now its true that some of this recent good performance must be attributed to
relatively benign global conditions – in particular ample global liquidity and very
low investor risk aversion – but a critical difference is that a more internationally-
integrated India is now well-placed to take advantage of such circumstances.

This impressive growth performance has also been sustained despite significant
shocks. In particular, these include (1) a change of government from what was,
at least publicly, perceived as a pro-reform administration to a government with a
more ambivalent attitude, and one constrained by coalition politics; (2) a
continuing global oil price shock that has significantly inflated India’s import bill;
and (3) a series of natural disasters - major floods in (especially) Mumbai, but
also in Bangalore and Chennai.
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Growth has also proved resilient despite what has widely been seen as, at best, a
fairly lacklustre performance in terms of delivering additional policy reforms.
Political constraints mean that, despite the dream team at the helm of economic
policy, there has been very little progress in terms of labour market reform or
privatisation, and only modest progress in terms of fiscal consolidation and
infrastructure development. Indeed, one of the most striking things to come out
of a research trip to India I undertook at the end of last year was the clear
disconnect between the high degree of optimism with which businesses and
analysts talked about the economy, and their pessimism regarding the
government’s ability to deliver anything substantive on reform. So to some
extent, we seem to have seen a decline in the relative importance of government
for Indian growth. (Although it should be noted that in some areas – for example
in terms of cutting tariffs, and in the introduction of state-wide VAT) we have seen
some progress – almost reform by stealth.)

India first broke free from the anaemic 3.5% growth rate – the so-called Hindu
rate of growth – back in the 1980s. In the more than quarter century that has
followed, growth has averaged roughly 6%pa.
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There continues to be a fairly heated debate about what the new sustainable
growth rate is, with some observers arguing that reaching 6%, roughly the
average of the past decade or so, was the likely limit.
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There is a growing consensus that the economy has moved onto a higher growth
trajectory, although debate continues around a range of 6-8%.

FWIW, I suspect that potential growth is now around 7-8%, implying that at least
some of the current growth performance is cyclical.

A back of envelope calculation would compare gross domestic savings (and
investment) rate that has risen to around 29-30% with an ICOR that has
averaged around 4, implying a growth rate of 7-7.5%.

Meanwhile, however, the government is thinking – dreaming? - of reaching
double-digit growth rates . . .
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India’s GDP per capita in 2005 was a little over US$700: China’s was around
US$1,700. The gap is roughly the same if PPP comparisons are used.
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On a PPP basis this growth has been enough to push India into fourth place in
global economic rankings, accounting for about 6% of world output last year. If
we measure world GDP using US$ exchange rates, India comes in at 12th place,
accounting for less than 2% of global output.
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What is the scope for India sustaining its current growth rates, or even for
growing more quickly, at double digit levels?

Simple economic models tell us that potential growth is a product of the likely
growth of inputs of capital (determined by investment, and hence savings, rates)
and labour (determined by demographics and labour participation trends), and of
the productivity or efficiency with which these inputs are used.

In terms of savings and investment rates, there are grounds for optimism: there
has been a trend increase in both, heading for the 30% of GDP mark (albeit still
much lower than say China). This is despite the fact that (1) the public sector
still dis-saves and (ii) has curbed investment spending.
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A more open economy also allows India to tap external savings and investment.  
Inflows of foreign capital have increased dramatically, although to date the FDI 
response has been reasonably modest, with – in the last two years – portfolio 
investment inflows being significantly larger.  

Over the past three years India has received total capital inflows of some US$65 
billion . . . And accounted for around 20-25% of all portfolio flows of  
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Along with capital (investment), the other key input is labour.  Demographics – in 
the form of falling dependency ratios – can give powerful lift to economic 
prospects via increased savings rates and increased labour force.
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India looks set to benefit here from favourable demographics: been estimated
these changes could boost savings rate by 4-5 ppt of GDP – and investment rate
to follow.
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Also boost workforce: between 2005 and 2010 working age population will
expand by about 70 million – or getting on for one-quarter of total expansion of
global working age population over this period.

To take advantage of this demographic dividend need labour market to function
(laws) and education system to deliver.
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Evidence on efficiency is mixed: clear improvement since bad days of the old 
model, but simple measures such as the ICOR (ratio of investment rate to GDP 
growth – in other words, how much investment to get an additional unit of growth 
– the lower the ICOR, the more efficient the economy).  As noted above, currently 
around 4 – aim is to head down towards 3.

Again, rule of thumb – 30% / 3 gives 10% growth rate.
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Another important feature of the Indian model is the strength of many of the 
country’s institutions, and the presence of important microeconomic foundations 
for economic growth. The important competitive lift that India derives from some 
of these features is likely to be important in sustaining growth in the medium 
term.  The standard comparison is with China.  

In the case of institutions, for example, the World Bank has constructed a series 
of governance measures.  These show that India is a long way ahead of China 
on ‘Voice and accountability’ and modestly ahead in terms of control of corruption 
and rule of law (although China beats India on Transparency international’s 
corruption perceptions index).   However, India lags China on regulatory quality 
and government effectiveness. 

There is also an interesting difference between macroeconomic and 
microeconomic performance.  One way to pick this up is to look at two indicators 
constructed by the World Economic Forum in their Global Competitiveness 
Report.  The first is the Growth Competitiveness Index, which basically places a 
high weight on macroeconomic performance.  On this count, China comes in 
ahead at #49, while India is at #50.  But the Business Competitiveness Index, 
which looks at microeconomic factors ranks India well ahead of China, in 31st 
place against China’s 57th. 
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India looks like a modest outlier in terms of rule of law . . .
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. . . and a more significant outlier in terms of voice and accountability.
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Earlier I mentioned India’s institutions as a possible source of growth. There is a
darker side to this story as well, however. The Licence Raj is not yet dead,
especially at state level, and red tape continues to impede business
effectiveness.

According to other World Bank survey data, for example, it takes a world worst 89
days to register a business . . . and up to 10 years to close one down (i.e.
resolve an insolvency dispute). For China the counts are 48 days and 2.4 years
respectively.
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In order to sustain growth rates of 8% and above, India needs to overcome its
infrastructure constraint. This is now conventional wisdom, but it doesn’t make it
any less true: infrastructure shortcomings remain a major bottleneck.

With the exception of the telecommunications sector, the cost of most
infrastructure services in India is at least 50-100% higher than in China, and
Indian manufactures are estimated to pay more than twice their Chinese
counterparts for electricity, and three times more for rail freight. And the problem
is not just price: basic access to, and reliability of, service is also a major
consideration.

Budgetary constraints mean that the government needs creative solutions to
funding infrastructure, since politics means that the economically preferable route
– switching government spending away from subsidies and towards investment –
remains a distant hope.
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One important feature of India’s economic take-off has been the effective
delegation of increasing economic powers to the state level. This has seen
extremely strong performance in the states of so-called peninsula India. But
much of the hinterland has lagged behind, and success in the leading states has
led to a widening performance gap. Now more than half of India’s poorest
citizens are found in four states: Uttar Pradesh, Madhya Pradesh, Bihar and
Orissa. Almost half of the population of Orissa and more than 40% of the
population of Bihar fall below India’s official poverty line. Moreover, these are the
same states where India’s future population growth is set to be concentrated.

Expanding economic success to these areas is vital for the sustainability of the
reform process. Remember, back in April Prime Minster Singh was noting that
Maoist insurgents posed the single greatest threat to India’s internal stability, with
up to 25% of India’s 602 administrative districts affected in some way by so-
called ‘Naxalites’ (after a 1967 Maoist uprising in the West Bengal village of
Naxalbari). There are grounds for optimism – resource (coal, copper, iron ore) -
rich Orissa for example could be on the verge of a major boom, with POSCO
promising in 2005 investment of US$12 billion in a steel plant, and talk of US30-
US$40b of overseas investment in coming years.
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Now, until May, India boosters could point to the performance of the benchmark
Sensex index as an indicator of India’s economic success.
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But the Sensex fell sharply in May, and in early June was back below the 10,000 
level for the first time since February.

Reasons for fall

- change in global conditions (risk perceptions, interest rates, growth and 
inflation fears)

-Rally probably been overdone – lots of profit taking

- Market mechanics – margin calls

-Rumours eg on tax changes relating to treatment of FIIs

Fall has generated concerns about macro vulnerability in near-term – although 
notable that consensus is long-term story remains intact.
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Two potential sources of macro vulnerability: current account deficit and fiscal 
deficit.
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