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Introduction

This is a collection of essays written for the Ficial Express, an Indian financial daily. There segeral
themes that | explore in these pieces. The mo#t sathat of the overall process of, and environtfer
economic growth in the Indian context. Anotherstk@xamines different sectors and their past cerpiat
growth contributions. A third issue is one thatofhas dominated recent policy discussions in |ndia
namely, how to make growth more inclusive or brbaded. This is related to a fourth theme of these
essays, that of governance and policy making iralnal fifth theme of the essays is money and firgaimc
India, again in the context of development and tgraent policy. Finally, | comment on management
and management education as a potential contribatodia’s growth. The essays sometimes cut across
themes, but | have organized them loosely intoetlsds categories. The two dozen or so pieces were
written between May 2006 and January 2008, buhktthey still have relevance, as the issues they
explore are long-run questions about India’s ecdao@rowth and its sustainability. | have attempted
draw on economic analysis in assessing currengssdut the presentation is relatively non-technica
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1. India’s Growth Story

Understanding India’s economic growth
Thursday , May 18, 2006

In Hollywood horror movies, the monster often appéda die, only to unexpectedly (if we don’t knoawi
long the movie is) rear its head for a heart-stogffinale. | feel a bit like that about discussiafisndia’s
growth performance in the last 25 years. Here Wwasdcent state of play. After the initial euph@imut
liberalisation, a revisionist view was articulategeconomists like Brad DeLong, Dani Rodrik and iAdv
Subramanian, that economic policy reforms in the@0k9were not key to India’s growth performance.
Those authors further argued that India’s growtlgesis properly understood as beginning in the $980
before the 1990s economic reforms. Arvind Panagaffered a careful review of the evidence, and
reached three conclusions:

One, growth during the 1980s was inconsistent, thighlast three years of that decade contributiféo7
annual growth, without which growth in the 1980ssvealy marginally better than that of the previous
three decades. Two, the high growth in the lagtelyears of the 1980s was preceded or accompayied b
significant economic reform, including trade anduastrial policy liberalisation. Three, growth ireth980s
was fueled by expansionary policies that entailsmimulation of a large external debt and contrithuite

an economic crisis. Panagariya’s own conclusiomfhis review of policy changes and growth
performance was that “the 1991 market reforms aibdequent liberalising policy changes...helped
sustain growth.”

In fact, Rodrik and Subramanian seem to have molasir to accepting this reform perspective. In a
second piece (published in EPW), while they foausnoeta-institutions’ such as democracy and the il
law, conventional economic inputs such as humarpaydical capital, and productivity growth (in the
process, highlighting the infrastructure and huroapital built up under the pre-liberalisation pglic
regime), their assumptions about the impacts dtpalre not that different from those of Panagarsyace
they state, “policy liberalisation will progressiyerode the licence-quota-permit raj as a soufce o
corruption and patronage that has had such a ceereffect on public institutions.” In addition tbis
indirect effect, they also attribute productivitsogith directly to reforms that removed the “shaskba the
private sector.”

Now, in EPW, Atul Kohli offers a resurrection of the revisishiview, in a new form (like the Hollywood
monster that increases in size or takes on anettegre). In addition to appealing to previous rewisits,
he offers an analysis based on Indian politicsdidgnguishes between “a pro-market strategy [that]
supports new entrants and consumers” and “a priovsss strategy [that] mainly supports established
producers.” His conclusions are typically pessiimjstince he views the pro-business model as being
driven by a narrow elite for its own enrichmentthwlittle benefit for the masses. The pro-busimasslel
is viewed as operating under the cover of pro-mathketoric associated with the ‘Washington consshsu
and ‘neo-liberalism.” Kohli himself does not favdhie ‘statist’ model of Japan and South Korea ratiter
the ‘social democratic model of Scandinavia.” hththese labels, and Kohli's discussion, miss thietp
as well as the realities of what happened in InGfacourse there is an Indian elite that looksrafseown
interests, and, given the chance, will move Indigards a Latin American situation with extreme imeo
inequality, continued poverty and high levels ofiabconflict. Some of the danger signals are there
already. Of course markets do not operate perfadtyoften need regulation or government intereenti
But the positive part of what happened in Indiatmagh to do with competition, entry and innovation.
This is missing from Kohli's story, and understarglthis part of the story tells us where India teago
next.

India’s IT industry illustrates best. It operateter the radar, but still was choked by government
restrictions on entry and operation of businesisetalisation (and initial government neglect) akalat to
flourish, with people from all backgrounds partatimg. Narayana Murthy, for example, has been very
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clear on this. When IT became successful, it wasiant that the government provided infrastructure
(just as it had supported the creation of the rezgshuman capital) for continued success. It iss a
important that the government implemented polities were not anti-business—the market discipline
came from the demands of foreign firms that wertauers.

The spillovers from this success to ITeS all obertountry, and even to some manufacturing ens&pri

in the South (would TVS have won a Deming awardhauit the need to compete?) are an indicator of the
transformation that began to take place as a refuofarket competition. There was tremendous entry,
some unsuccessful. Of course many of India’s exgdbusinesses have also done well, but often gnly b
becoming more efficient.

Indian policy needs to support this process oftorealestruction, by further opening up Indian istiy
and formal-sector labor to market competition. Biguenportantly, policy needs to increase access to
education for all, so that there is greater contipetifor jobs at the top of the pyramid, and moeepe
who are qualified to take jobs at every level. Teiguires increasing investment (including privatel
foreign) in education, not just a shell game witlogs. The ‘Left’ in India is repeatedly, in effecbming
down on the side of privilege and the status qun@ Monster of misunderstanding India’s growth pssce
needs to be laid to rest.

Making the most of FDI
Thursday , October 12, 2006

India is growing robustly, in spite of high oil peis and a global economy that shows signs of sthwin
Domestic business confidence is high: the NCAERiIApptember 2006 business confidence index
reached its highest level since November 1994.i§oees, too, are optimistic. While the growth in
portfolio flows is likely to slow, FDI is projectei continue to increase, and its flows will prolyab
overtake net portfolio investment in 2006-07. Theteral and regional scope of FDI remains narrow an
these foreign capital flows are still relativelyainBut given their potential growth, it is usefolassess
the evidence on the impact of foreign capital ovetteping countries.

Recently, several economists, including RaghurajarRéhe IMF’s research director, have been
marshalling evidence that not only is capital flogiifrom poor to rich countries, but the impactarfeign
financing on developing countries is negligiblenegative. My colleague Joshua Aizenman, with co-
authors Brian Pinto and Arthur Radziwill, drivest@ this point by constructing a self-financing meas
which turns out to be positively correlated witlogth, even after controlling for the quality of destic
institutions.

Empirical studies tend to find somewhat differengre positive results for developed countries. This
consistent with a hypothesis that adequate domiéstiocial development is needed for foreign cdpita
be absorbed effectively. Direct tests tend to Iieiarout as well. In addition, Rajan and co-auttesaar
Prasad and Arvind Subramanian find that industegsng more on external finan-cing, as opposed to
retained earnings, grow faster. And, of course,ynsindies find that FDI, specifically, has a positi
impact on economic growth.

What are the lessons for India? First, one shootdernd too much into these studies, since thagailp
look at heterogeneous cross-sections. While theraalppatterns should be useful guides to polibgy

do not reveal any magic bullets, one way or thewotNevertheless, one can glean some in-sights into
policy directions. First, the studies suggest thiicus on domestic savings and improved fin-ancial
intermediation at home can have growth payoffs. &¥idence tends to suggest that savings are puied
by economic growth, rather than vice-versa, andes@fomestic savings can be wasted or exportedapgrh
having good financial institutions matters the mésdia has a lead in this area, especially intyqui
markets, and policies that help deepen and extatid’s financial sector ought to be a high prigrftpm
this perspective.
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Second, if the cross-country evidence is accefoeeign capital inflows will have a higher payoffet
better domestic financial intermediation becomesarly case, FDI seems a better bet for spurringthro
than other foreign financing, since it typicallynges packaged with technological and organisational
know-how. Continuing to push policy towards smootfBIl approvals and fewer restrictions seems to be
indicated by what we know about developing courttperience. FDI in the financial sector has some
special issues. On the one hand, it provides thergébenefits alluded to above. Greater compatitiay
also lead to stronger domestic firms, as they negpo entry. On the other hand, there is the daafjer
cherry picking by foreign entrants. Actively corigaking and strengthening domestic incumbents
(especially public sector banks) is indicated is ttase. Everything suggests that Indian policy is
proceeding in this direction in a measured fashi@me area where boldness can pay off is higher
education—the severe constraints in that sectobeamet by opening up to foreign investment more
confidently than the timid approach recommendethbyCNR Rao committee. China is doing just that.

What about capital account convertibility? If iatks to volatility and an even greater likelihoodoées,

as some (but not all) other studies suggest, anthd@bvious growth benefits, then maybe it issngbod
idea. However, there is evidence that capital cdstiave costs in terms of forgone trade. Furtihery can
lead to distortions and corruption. Again, a meeduintegrated approach towards openness on tlitalcap
account seems reasonable (especially since so nascheen done piecemeal since 1997), and the genera
policy direction is right, though some of the sfieciecommendations of the second Tarapore comenitte
are hard to fathom, as made clear in member Bhatla’s dissent.

Finally, what about infrastructure, the pressingstmint for India? RBI governor YV Reddy, in a
September 28 speech, said that, “the financiabsé@ttindia is no longer a constraint on growth ésd
strength and resilience are acknowledged, thoughawements need to take place. On the other hand,
without the real sector development in terms ofgatgl infrastructure and improvement in supply
elasticities, the financial sector can even misalte resources, potentially generate bubbles assilpp
amplify the risks.” | think the crucial point isally somewhat different—the financial sector iniblntas to
be developed in a way that it can assess and flange, complex infrastructure projects that magne
have public sector components. The sector’'s dewaop can then facilitate infrastructure development
with foreign money a key potential source of furilsis has yet to occur in any significant way.

The weaknesses here also lie with governanceutistis—corruption and incompetence can sometimes
loom large as barriers. The old two-gap model gastd savings and foreign exchange gaps as camstrai
to development. Neither one matters for India amger. Instead, the country’s main problem consrioe
be its governance gap.

Productivity in India and China
Thursday , February 01, 2007

As someone from India who has lived in the Westmafchis life, it is gratifying to see the country
receive so much attention in the Western medié&g$aconomic success, and not just its exoticness o
internal turmoil. India’s growth performance hagpnoved enough for it to receive regular coverage,
including comparisons with the 800-pound gorillaeobnomic growth, China. Hewing to this new fashion
The Economist’s January 27 issue highlights restrties of total factor productivity (TFP) growth i
India. One study, by Barry Bosworth and Susan @eltif the Brookings Institution, together with ladi
own Arvind Virmani, performs detailed TFP calcutats for India. Another, by just Bosworth and Cdllin
compares India with China.

Several key points apparently emerge from thesBestuFirst, China continues to outdo India in TFP
growth. Second, its lead on this count is most pumiced in agriculture, followed by industry. Third,
India’s service sector growth might be overstasedihat India’s seeming good performance in thiscse
relative to China might be a mirage. Fourth, thesssuence of the last point is that India’s ovegadwth
might be overstated by the official figures. Thadasion from The Economist is unobjectionable: 100
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industrial productivity through bolder reforms. Netheless, policy formulation is best done witheapl
understanding of the ground realities, and thegsees of change. What is really happening to ptodlyc
in India?

Before answering this question, keep in mind thfals of aggregate TFP calculations. Fifteen yeays,
Alwyn Young caused a stir by claiming that Eastaksgrowth was all input driven, with TFP growth not
out of the ordinary, and that Singapore was thestiygerformer in these terms, likely to suffer from
diminishing returns to excessive physical investmknurned out that Singapore continued growingey
rapidly. So did East Asia in general, barring tB81 financial crisis. Investment was certainly #igant

for growth, but so was the structural transfornrativat TFP imperfectly tries to capture. In the B8pert
Gordon continually expressed scepticism that infiiitom technology was having any impact on the US
economy, just before the data indeed began to sleoelerated TFP growth. Data problems, measurement
differences, and the fact that aggregate TFP @utzkd as a residual mean that it gives a linjiietire of

the underlying economic processes.

In the latest India-China comparison, several goi@in be made. First, the focus seems to be oa'$ndi
data issues, and those are brought out becauseishenm insider on the research team. Data and
measurement problems for China get ignored. Fample The Economist quotes a figure of 33% for the
share of services in China’s GDP. Yet a year dye,figure was revised at a stroke to above 40%, as
China redid its calculations. Second, data biasaaggo the other way: many personal services iraladé
under-reported, to avoid income-tax. Third, theecagainst service sector growth in India is pdrdged
on unusually strong growth in ‘traditional’ serviceuch as transport and retailing, rather than-figis
such as finance and telecoms. But there is a ctuilegase to be made that traditional services have
improved in efficiency as certain kinds of trangattcosts have been reduced. An input-output aisabfs
India’s growth seems to bear this out (see my Déegrda006 FE column). Putting aside these issues,
seeing what is going on with productivity in Indequires digging deeper, using microeconomic studie
One firm-level study finds evidence that both Indiel China could increase productivity dramaticlly
all firms were as efficient as the best practitisria their industries, but this is not surprisiagd the data
for India is old, going back to 1994-95. Other miEronomic case studies suggest that at least some
pockets of industry have adapted and become mbicgeat in response to increased competition.
Information technology adoption is also yieldingaserable gains. Yet other studies suggest that
management practices and financing constraints aftatinue to hinder adaptation. Some of the gstate
problems seem to come from poor government reguiatpoor both in design and in quality of
implementation. Doing business in India is stib wostly, especially for smaller firms. All sect@suld
benefit from policies that reduce these costs, auitlusing reservations, quotas or excessive sussidi

Hence, while there is a place for the headline4gjragp macroeconomic calculations and comparisores, th
real issues have to be tackled at the micro léledlerstanding the process of transformation indisdi
business firms is critical, and more empirical wizrklearly needed. More enterprise-friendly p@scivill
require coordination at the national, state andhdoeal levels. SEZs, as currently conceived, aobgbly
an inefficient and needlessly costly way to achigneneeded improvements in business climate, but
perhaps are better than no policy initiative atEtley create small enclaves when India needsaadean

its entrepreneurial success stories throughotirntgriand.

Here, then, is my prediction. If India’s policymag&eyet things even one-quarter right with respethé
business environment (including fixing the eduagasgstem and overall governance), the next congraris
of India and China’s productivity will show thatdia is indeed catching up with the other globahgia

Just how risky is India?
November 22, 2007

A decade ago, | remember, | would read dire assassnabout the dead-end, low-level nature of lisdia’
export-oriented software jobs. About the same timegs at a conference on India’s economy at Cornel
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University, where a prominent Leftist economist kext the idea that India could ever grow consisyestl
7% per annum. India’s economy has repeatedly prpesdimists wrong. But even with more confidence
in India’s long-term growth prospects, there carctecerns about short-term risks.

The Economist recently ranked 15 large emerging@edes according to potential economic risk, and
India finished at the bottom of that table. The mwga of risk used is simple, aggregating rankirggess
four categories: current-account balances, budgfatits, credit growth and inflation. Admittedlyuate,
the measure incorporates factors that have sighptieblems in the past. However, it misses mantufea
which put India in better light. India’s foreignehange reserves are not in the same league as'€lina
as a percentage of GDP or of trade volume, theg@rgarable to many other emerging economies, and
certainly more than adequate for dealing with aiflgy crisis. In fact, India’s size and compositiof
external debt looks very favourable, even with nt@ecreases in private external borrowing, softfo¢ors
that precipitated and, in some cases, deepeneikthn crisis of 1997 do not seem to be significzow
for India. India’s currency is not greatly overvedly and a depreciation as a result of some reduictio
capital inflows might even help the economy. Ingdlisize and relative insularity make it unlikelyface
the extreme external credit crunch or currency géutnat characterised the 1997 crisis, despiterarmu
account deficit that puts it ninth among the 15meenies compared.

The above points reflect the idea that risk candodinear in measured variables, as well as theréaof
the measures to capture ability to respond to shdd&wever, the motivation for the ranking is ngtj
assessment of overall economic risk, but also fipeisks for external investors. Currency depréorma
can eat into investment returns, as can an econgowaown or an end to any irrational exuberanddén
stock market. The signals from India’s stock mageet mixed. The price-earnings ratio is relativébyh,
but the increase in stock prices has been lessregveral other significant emerging economidse®
the relative efficiency of Indian stock exchangase is tempted to assess the risk of a suddeninlrop
domestic share prices as being low, relative terctBric” countries.

India does worst in the size of its fiscal defiaihd relatively poorly on inflation. However, haso one
can argue that the comparison overstates thefosksdia. Compared to several others of the large
emerging economies, India’s political tolerancetigh inflation is much more limited. And while liad
also has significant off-budget skeletons in isgdil closet, it is probable that several of the parison
countries are even worse in this respect. Diggeeper into the data and assessing the true rigkests
that India may not deserve to be at the bottonhefisk league.

A final example of the shortcomings of The Econdisisankings comes from the use of the expansion of
bank credit. This ignores the quality of credit @he strength of banking institutions and bank taton.
Related to the former point is that the growthhaf economy affects how we interpret credit growitia
and the Czech Republic both have bank lending grgwat 24% annually. But India’s GDP is growing a
couple of percentage points faster, and it is ugmiag a more dramatic structural transformation and
financial deepening than the much more mature Ceeohomy. Expectations of India’s long-term growth
prospects are probably driving share prices mae #hort-term motives. This does not mean thatladi
stock market must keep going up—ijust that its redee may be explicable.

If India has the capacity to absorb short-term kBhpand its long-term growth prospects are goaal, th
country’s riskiness may well be overstated by Thertomist’s crude exercise. Its own IntelligencetUni
provides much more comprehensive assessments wifrgoisk. Four broad categories are considered,
with subcategories in each. The four broad risks@ae political, economic policy, economic struetand
liquidity. A numerical score is constructed, anlétéer grade is assigned, essentially represeatiigk
class. The numerical scale goes from O (least rigiaded A) to 100 (Irag scores worst among 150
countries, with 87, and gets the only E). Indiares®1, which earns it a C. Brazil is at 47, Chahd5 and
Russia at 57—nbut these all earn the same C. Itieghs Thailand, top of the simplified riskinessbte,
scores 53 and gets a C . Hungary, just two rané&gealndia in the simplified table, here scores 86 gets
a B.
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Ultimately, the problem may be that country rislalgsis needs to go beyond simple aggregate indices.
also needs to separate risk more clearly from bagis of operations or transactions. Sophisticated
modelling work exists, but eludes popular exercidast as doing better credit ratings analysis may
represent an opportunity for Indian firms (as Igegted in my September 27th column), so may country
risk analysis.

Sustaining India’s growth
December 20, 2007

“It is possible that with the correct set of padisiwe will not only be able to maintain this monuentof
high growth into the near future but may be ableatee it to 10%.” This statement by Prime Minister
Manmohan Singh, in the face of a world economy as#tedged to be slowing, is a welcome dose of
optimism, and also a challenge. What is the cogetof policies? On the microeconomic front, thesre
probably considerable agreement about measuresghaemove some of the constraints to growth,
especially infrastructure improvements that inceeagerating efficiency. There is less appreciatibthe
efficiency enhancing impacts of competition, whetinefinancial markets, labour markets or product
markets. Nevertheless, the most difficult issueth wéspect to microeconomic reform may be politarad
ideological—the battle of ideas | wrote about drfight ago.

In the case of macroeconomic policy, there is sona\ess unanimity among economists, whether it is
about exchange rates, interest rates, or capitdials. Monetary policy may not impact long rungtb in
the normal course of things, but macroeconomicakést can have very severe, and possibly lasting,
consequences when they disrupt the real economdgnbsia, Argentina and other examples illustrage th
costs of getting macroeconomic policies wronghiat ttontext, Indian monetary policy makers are gesh
right to be satisfied with their performance.

In a December 3 speech at Yale University, RBI @g@overnor Rakesh Mohan said, “The overall
macroeconomic record of the Indian economy sineestirly 1990s indicates an acceleration in growth a
a significant reduction in inflation. Pre-emptiv@netary and prudential measures have led to thisowe
situation of a reduction in inflation and accel@matin growth while ensuring financial stability.”

The greatest disagreements with respect to maanoeto policy seem to lie in the realm of excharate r
management. Deputy Governor Mohan stresses conabaut exchange rate volatility, in the contexaof
domestic financial sector that is insufficientlyweétoped to insulate the real economy, particulanhaller
producers, from the impacts of volatility. A diféeit concern has been with the level of the exchaaige
with some arguing for a bias toward an undervahagel, to promote export-led growth—the classic tEas
Asia model.”

Concerns about fluctuations and level have beereatmrat intermingled in the recent Indian debate.[@/hi
the appreciation of the rupee has hurt exportemsiqularly small firms, its short-run impact maage

been overstated. What was unfortunate, of couras,the suddenness with which the appreciation
occurred, earlier this year. In this context, thabfem was partly the lack of domestic instituti@msl
instruments that would allow smaller firms to mamaigks of exchange rate fluctuation. Thus, an @gn
to financial sector development that emphasiseduglésm in order to contain risks may actually be
contrary to what is needed. Recent experience mayast the position that the risks are there, ililar

not, and must be managed in a decentralised mavitién a market framework, not through attempts to
insulate enterprises from such fluctuations. Prtideregulation is not the same as prohibition.

With respect to the exchange rate level, the ecao®af the East Asia model rely on the existence of
positive spillovers from exporting sectors to thstrof the economy, and even then, the exchangésran
inferior policy tool to ones that directly optimitleose spillovers. It may be that such policy al&tives are
politically infeasible, but that argument needbéomade explicitly, and the spillovers need todeniified
and quantified to the extent possible. To returari@ld theme, neither the RBI nor key ministriesra to
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have a transparent, empirically tested model ofridean economy that would provide good guidance on
what the “correct set of policies” should be, ifigprun growth is to reach double digits.

Putting aside these long run issues, what is tite macroeconomic policy for the short run in Iridighe

US Federal Reserve has been very proactive imgutiort term interest rates, even in the facead fand
energy inflation that is uncomfortably high, andhtioued large fiscal and current account defiditse
rationale for these actions is the continued cradihch, as more bad loans surface and large doiais
take place. If the world economy is going to slawaaresult of the deflation of animal spirits, thia
European Central Bank should also be moving irdttection of the US Fed, as the Bank of England has
done. The RBI, as it struggles to sterilise capittibws, may do well to be more proactive in trespect
than the ECB, since Indian inflation seems in chéwok consolidated fiscal position of the governtrieas
improved, and a US slowdown seems inevitable. TBEWRs perhaps a bit slow to raise rates when there
were signs of overheating—it should not repeat téyaliness in the opposite direction. An interase icut
will not affect long-run growth, but it will helpdep the economy humming for the short term, avgidin
severe slowdown.

2. Sectors

How IT matters in, and for, India
Thursday , July 13, 2006

Three years ago, Nicholas Carr argued, in a HarBaginess Review piece with that title, that “IT €30t
Matter.” What he meant specifically was that ITf¢gimmation technology) was being oversold as a sourc
of competitive advantage. Instead, IT had beconmencoditised, making imitation easy. To drive this
point home, Carr compared IT to electric power ey earlier, when it was new, scarce and required
specialised management. None of that is true amg.mo

Some of the reaction to Carr's argument was prabliet IT firms didn't like it. “Hogwash!” said Stev
Ballmer, CEO of Microsoft. Carr was “dead wrongfds&arly Fiorina, then CEO of Hewlett Packard. A
lively and nuanced academic debate ensued abostrttegic role of IT, with both sides marshalling
various case studies in support.

Meanwhile, the data in industrialised countriesev@vealing something interesting. Initially, pdregsing
economic Nobel laureate Robert Solow, computerewapposedly everywhere but in the productivity
statistics. Later studies found, instead, that B6\making an important contribution to aggregate
productivity growth in industrialised countries.

The microeconomic studies were even more illumintatirhey found that at the firm level, there walédso
evidence for the benefits of IT in terms of prodkity and profitability, provided that certain
organisational innovations took place. Not surpr$j, relatively more skilled labour, organisedsimore
decentralised manner, was important in realisieggdins from IT investments: the two kinds of irgoate
complementary. Countries for which such studiestérclude, besides IT-leader the United States,
Australia, Canada and several European nationkighily developed economies.

For the developing world, the data has been lessugaging. At the macroeconomic level, the evidéace
mixed, and mostly finds no productivity gains frém while detailed firm level analysis has beeneatts
even for large economies such as India.

Of course, there have been case studies, rangingtfre phenomenal success of India’s software and |
services firms (which use IT as well as producéoithe promise of rural IT for reducing transactmpsts
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and improving market access and functioning (seday 2005 column). However, the immediate interest
lies in between these two extremes, where mosidils modern economy functions.

An ongoing project (in which | am involved) headadSubhashis Gangopadhyay at the India
Development Foundation is tackling the questiothefrole of IT in this economic space. Using davanf
the Annual Survey of Industries, and an additiatethiled firm-level survey, the project examines th
questions of impacts of IT, determinants of IT isiveent, and policy implications. It is too soorptovide
definitive answers, but the preliminary results stréking, suggesting that IT matters positively fo
productivity, for profitability and for employmeifiboth skilled and unskilled). Note that this costsawith
aggregative results for developing economies, haddsults are in some ways stronger than those for
industrialised countries.

Some reflection suggests that both observations haommon root. Unlike in developed countries,$&
in India is still limited. There are a high progort of Indian firms (especially small firms) tha\e no IT
investments at all—this is a far cry from what éfsan the West.

Thus (as would be the case for developing counimigeneral), aggregate data would tend to waslheut
impacts that IT has in sectors and firms whers ltding implemented. This is what happened in early
macroeconomic studies with US data. Also, the fithat are adopting IT are in a position similaetaly
adopters in the US—for them, IT may indeed be gromant source of competitive advantage.

Of course (as in developed country studies),fioisIT alone that matters. Management and orgaoisat
innovation are also likely to be critical, and ttaisal relationships are probably too complex ttuthg
teased out from the existing data. Neverthelesdpods seem to matter, even when it is commoditised
some dimensions. In fact, that may help Indiandiimthe present, as they avoid the past mistakiggew
Western counterparts in the early days of IT imgetations.

The policy implications must also wait on furthengrical analysis, but the positive correlations of
unskilled and skilled employment with IT use argiguing. Even if IT use leads to a substitutiorskilled
for unskilled labour, the positive output effedisaugh better productivity performance may be a titht
lifts all boats. Of course, the danger is that asatiirms take this route, the aggregate impaclkis wi
moderate, as early adopters’ competitive advantagute.

IT use will not substitute for policy reforms thatke it worthwhile to employ more labour. IT useitsglf
will not help, if policies to expand the skillecblaur force through education are not put into plétés
not a magic bullet. But understanding the impa€i3 aise on Indian firms will provide insight intiow
these and other firms can be more productive antpetitive.

Another area where the analysis may have policgegnences is in understanding the benefits of
clustering. The data will permit us to examine t@usg in IT use and performance, with possible
implications for the new Special Economic Zones fmdegional policy in general. As | have argued
before, Indian policymaking has too much of a “sefathe-pants” flavour. Detailed, careful empirical
analysis can help change this.

Bollywood dreams
Thursday , August 17, 2006

Mumbai’s cinematic dream factory is older than Metbod, but has long been dwarfed by it. Although
India’s film industry recently crossed $1 billiom ievenues, this is just about 1% of the global imov
business. Many of the 800-plus Indian films shatually are low budget and of indifferent qualityeds
are done informally, there are many individual epteneurs, and little transparency in the busirdest
strikingly, Mumbai’s underworld is heavily involved financing Hindi films. Suketu Mehta, in Maximum
City, his down-and-dirty tale of Mumbai’'s underwsdnd dreamworld (with bar girls thrown in for extr
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titillation), even says, “without underworld finang, the Hindi film industry would collapse overhig’
Not, perhaps, the most likely candidate for an eaaio growth story.

Still, this is the industry that has fans acrosswiorld, from Egyptian taxi drivers in New York, @hinese
soldiers in Tibet (whose love for Raj Kapoor gokidm Seth a free pass into that region, and tgs ook
success). Hindi films are India’s major culturaper, and its diaspora’s most common link withrists.
The film business is also part of a burgeoning résitement and media industry that exceeds $1anilli
worldwide. Finally, the digital revolution is regbiag the industry in ways that will allow new plagdo
take off. What are the opportunities and challefiges

Digitisation represents a major opportunity forilpdy reducing costs of production and distribiitio
Digital effects often are, and more so as innovegitoceeds, much less costly than real sets anspro
giving a developing country’s industry a boost tigkato established competition. Digital theatrical
distribution, once the initial set-up and switchtwgts are borne, will make rapid, large-scalehalo
distribution easier, cutting down on piracy.

India’s film industry also has the opportunity tqpand its DVD market, with special features, sidsit

and ‘bonus material’ that Hollywood has used t@p#tits revenue streams. Video game spin-offs,ymtod
tie-ins and made-for-TV movies also remain largelytapped opportunities. India’s growing middlessla
is a new market for these multiple, related revestteams. Every major Hollywood studio is a veltica
and horizontally integrated entertainment conglateerDisney’s recent acquisition of the Hungama
children’s TV channel points to where India canfipably go.

Developing new revenue streams tied in to Bollywéimds will provide some relief from the huge
uncertainty and risk film industries face everywerhis uncertainty is one reason why gangsters are
important film financiers in India: they have cdshbe laundered, they are good at risk bearing tlaeyl
can enforce contracts without collateral. (Sukethbd also suggests they have the right tastes:
extravagant, violent and passionate!) Unsurprigingven four years after India’s banks were alloweed
invest in its film industry (removing a pointleggternalistic prohibition), such bank financing eens
minimal: the risk profile is not a good match.

Banks are not configured for high-risk, entrepreraunvesting. But other kinds of financial institons

may increase legitimate financing: Hollywood getgsistments from hedge funds, which finance packages
of films to pool risks. However, as Arthur De Vamrofessor Emeritus at the University of California
Irvine, and author afiollywood Economics, points out, risk pooling alone may not help wirafividual
projects have returns with infinite variance—a @pgence of the high chances of big hits and ttapkf

De Vany suggests new kinds of contingent contréesed on extreme outcomes. These, too, are used in
Hollywood to share risk more effectively withouiflgtg creative risk-taking.

As Hollywood illustrates, multiple revenue streamiasnot remove the large underlying uncertainties, s
India’s film and financial industries should jointlievelop new, best-practice financing modes and
contracts. This will help Bollywood be globally cpetitive, and leverage its enormous talent. Fa tibi
work, the industry will have to be far more corpgad and professionalised. It will also mean great
transparency of process and contracting. Therestilillbe scope for financial shenanigans, esplycél
the expense of starstruck individual investorssfdishappens in Hollywood), but some degree ofooate
professionalism will allow the industry to tap némancing sources. India’s IT and ITeS firms have
demonstrated the value of corporate professionalism

Are any policy nudges needed? India’s financiat@ds on the policy radar for achieving global
excellence. The film industry is a natural custofieelinnovative financing. Surprisingly, Indianrfis are
often shot abroad, not just for exotic locales,dlsb for greater ease of doing business. So thewpe
for state governments, and even the Centre, to filak@roduction in India more attractive. The more
important technical aspects could be areas forredgu ‘vocational’ education. New know-how for stint
and make-up, as well as for digital wizardry wdmirt. The latter, of course, is already develo@Eagn
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offshoot of IT. Thus, removing obstacles to doingibess, and to organisational innovation is what
policymakers can do. Perhaps India’s actor-paoitisican contribute to achieving this end.

Drivers of India’s Growth
Tuesday , December 12, 2006

Economic policy debates in India often proceed atittthe analytical foundations that have been deste
against data. Casual empiricism certainly suggeststhe country’s poor infrastructure continuebéca
major constraint on growth. Comparisons with Chimagde frequently by observers both casual and
otherwise, seem to drive home this point. Yet, @nemist would need any relationship between asect
of the economy and economic growth to be mappeadvithtdue rigour. The question that arises, theeefo
is this: can one say anything more about the impgparticular sectors of the economy on overalgh?
The answer is, yes.

For many years, government statisticians have medidetailed input-output tables of the economyesgh
tables give one a snapshot of the economy’s streidtucluding linkages among various sectors. In an
earlier column, | had noted that this approach satggl that linkages from services to manufactusiage
quite strong. However, this conclusion told us mgglof much use about growth potential.

Almost a decade ago, economist Mukul Majumdar, Withthen student llaria Ossella, provided the
precise theoretical underpinnings needed to tabtideuestion of what the key sectors that haveoagt
bearing on overall economic growth might be. s thiportant work, they showed that under some
specific assumptions the maximal growth rate fereahonomy could be derived from an analysis of the
input-output structure. They went on to apply thiight to pick out key sectors. This was donedmnking
at the impact on the maximal growth rate of prapos! reductions in all the input requirements airegle
sector, and repeating this for each sector. Ketoseare those where the growth impact would be the
largest.

For their part, Majumdar and Ossella conducted tealysis for 1989 data, before economic libeasilis
had really taken hold. Recently, | applied thedhtg@ique to 1998-99 data and came up with somerggrik
results. The theory serves to predict the relajiosvth factor from increasing efficiency (in thiase, for a
5% reduction in input requirements) in each setetken as a single. To calculate the growth rateast)p
one has to assume a base growth rate, which bisttd purposes of this analysis at a conservétite

Using the technique, | arrived at the 10 (out d)Irhost important leading sectors for the Indiaoneeny,
based on growth impacts of efficiency improvememtgey were as follows:

* Electricity, gas/water supply (7.14)
* Iron, steel and ferro-alloys (6.52)

* Non-ferrous basic metals (6.40)

* Other services (6.32)

* Other transport services (6.29)

* Railway transport services (6.21)

* Coal and lignite (6.19)

» Trade (6.17)

» Misc manufacturing (6.17)

* Inorganic heavy chemicals (6.14).

Take a closer look at the list. Featured in braxkethe boosted growth rate, with 6% as base cthadt be
expected upon a 5% improvement in efficiency. Eleity, gas and water supply, for example, hagark
of 7.14%, and is by far the most important leadiegtor. This is exactly what Majumdar and Ossellaé
for 1989 data. In fact, the sector’s growth imgfactmore recent data is estimated to be even hitjtzer
for the earlier data. So it has gained in dominaii@ything, over the reforms period.
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It is also worth nothing that several heavy industctors feature in the top 10, also parallelmgresults
for 1989.

A new feature of my calculations is the promineateervices. As many as four services sub-secteria
the top ten list. The presence of transport ardktsectors strongly bears out the idea that these
infrastructure sectors are important for growthwdwer, the dominance of the electric power seda@ a
growth constraint jumps out from this analysis. Maolicymakers probably understand this generatpoi
(one senior official stated it to me over a year)agut here is a quantified, and objectively dedivesult
from the data: a 5% increase in the efficiencyhef ¢lectricity, gas and water supply sector wontiléase
the growth rate by over a percentage point. Theripyithat it deserves is thus amply clear.

| am currently extending these results to updatdhean part of the original Majumdar-Ossella emgikic
analysis — examining the effect of simultaneousiprioving efficiency in several sectors. This wogide
one an idea of what policy combinations might besnedfective, and by how much. Another extension
will be to update the results to the latest, 2003iata. Even without those updates and extensions,
however, the analysis clearly indicates that tleetelc power sector needs serious attention, rsbtifu
terms of investment, but also in reforms that eshance efficiency. (The two are connected, ofsmur
since firms and households use inefficient solitinget around existing capacity constraints.)

Like any other formal analysis, there are limitatido the exercise reported here. To begin withthleory
is for a closed economy. Moreover, input-outputdsaldlo not adequately capture the roles playelden t
economy by finance and knowledge. And this data amé tell us how to achieve the requisite efficien
improvements. However, there exist workable roadrapefficiency-enhancing institutional reform tha
are well known. What empirical analysis can doakptdrive home the urgency of reform, as well as
quantify potential benefits. For an economy stigviar 10% growth, every fraction of extra growthuots,
and there is no denying that this sort of analgbizuld help focus minds.

India’s next growth engine
October 25, 2007

Finance Minister P Chidambaram has reiterated thergment’s intention to “make financial servicks t
next growth engine for India,” including making Mbai an international financial centre (IFC). The
committee report on the latter topic appears tallve, with the FM indicating that a consensuséasg
sought on the report’s key recommendations. Mudhefiscussion on the report has focused on the
changes required in regulation and macroecononlicyp@and on the overall goals and impacts of ficiah
development. Another aspect of the report, howeless with what exactly constitutes “financial
services”. Unpacking this portmanteau term mayhieekey to progress in this sector, especially giben
reform difficulties.

The IFC report lists 11 areas of financial servidesd raising, asset management, personal wealth
management, transfer pricing, tax management, captreasury management, risk management and
insurance, exchange trading of financial instrumsgfihancial architecture for large projects, M&&sd
financing for public-private partnerships. Thereig additional area, which | discussed in my Sept
27 column—rating services. We can organise the$ereint kinds of services more compactly to
understand India’s prospects in various segments.

First, pure knowledge services are perhaps thesdsir Indian firms to engage in. Providing adacel
guidance on the quality of financial assets, omtatters, and on other issues where market paatitsp
require specialised information can be done withoatmuch new institutional infrastructure. The mai
requirements are access to the appropriate skiltaent pools, and reputation. The reputationglabal
financial firms operating in India are already é$ithed, so it is the Indian firms that will haxefind
some way to compete effectively. Otherwise, therbigards will be reaped by foreign brands, notdndi
knowledge experts.
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Second, exchange trading of financial instrumelsts Bepresents a large opportunity for India. Etedt
exchanges build on Indian expertise in managingrd IT-based projects, and there is tremendous room
for growth in trading a variety of financial instngnts. One global trend has been that of packaging
idiosyncratic assets into more standardised séesirinore easily supporting exchange-based trading.
Current policies stifle much of this potential imdla, or move it offshore. Exchange-based tradingpt

only a bread-and-butter opportunity for India’sdfintial services sector, but it helps develop other
segments, since the ability to trade efficientlgyides liquidity and encourages the creation ddificial
assets in the first place. The IFC report offetsiteon what needs to be done.

Exchange trading of standardised assets is a losgimbut high-volume business. Many financial asset
are inherently idiosyncratic, or difficult to priéer other reasons. Often, financial firms makerttergest
profits from deal making in such financial instrumte& Again, reputational entry barriers can be high
However, Indian firms can get an advantage if tmybine the deal making with specialised knowledge
on asset quality, as well as expertise in finarengineering—that is, the creation of new finanasgdets
and contracts. A transparent regulatory regime, firem nitpicking controls and threats of sudden or
arbitrary changes in policy, will help turn Indifirms into significant dealmakers.

Financial engineering can be a pure knowledge sgriut is much more valuable when combined wigh th
ability to sell the financial products thus creatPdrsonal wealth management, risk managemenaiep
treasury management, and general asset manageaneall bave a financial engineering component. In
fact, innovations here may be the entry point falidn firms in these areas of financial services.
Essentially, where cost advantages are not impprtampetitive advantage will come from creatingreno
value for clients. Again, streamlining the regutstoegime will be important.

What is being proposed above is a business stratgpective on the financial services sector, to
complement the macro perspective that dominatekcptibcussion. While the IFC report is correct in
shying away from “industrial policy” recommendat&iit does identify areas where Indian firms mayeha
a potential competitive advantage. These inclugdaxges for bonds, currencies and derivativest asse
management based on algorithmic trading, and I'Bdbasck-office components of the financial services
value chain. The trend towards using IT more hgavibr research, transactions and overall infornratio
management—is the driving force for such services.

For success, Indian financial services firms w#lbaneed access to more people with the rightsskithe
IFC report has some excellent recommendationsfseasing domestic training in areas such as finhnc
engineering, as well as allowing a greater inflddnaman capital from abroad. Relaxing the humaritabap
constraint may be the policy area where the ratetafn is the highest. One might also involve sarfne
India’s existing academic talent in areas suchestgding new trading institutions: the country bame of
the world’s top economists who work on mechanissigiteand implementation theory, which has
emerged from academic obscurity with this year' ®&ldPrize in economics. Many recent financial
innovations emerged directly from academia, ansldienue should not be neglected in building lisdia’
financial services sector.

3. Inclusiveness

Approaching inclusive economic growth
Thursday , September 14, 2006

The recent Planning Commission approach paperrentbbust (and public) responses from the RBI and
the finance minister offer a great opportunity & gome clarity on India’s growth strategy. It’sogdo
begin with what everyone agrees on.

12
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First (just to make it explicit), growth is gooddafaster growth is better, other things equal. 8dcindia
needs more inclusive growth—this goal is driverptggmatism (reduce social conflict) as well as
idealism. Third, health and education are aregmodmount importance for improvement—again, this is
supported by practical considerations and by evideas well as humanitarian motives. India’s record
here, particularly in its least well-off regions,shockingly deficient. Fourth, India’s public sacis
abysmal at delivering services, including thosatssl to health and education.

Given what we all agree on, it is surprising hadiconsensus there is on how to proceed. Panteof
problem is inertia. Obsolete economic models kestting recycled, as a substitute for hard thinkang
careful observation. In some cases, the thinkirg#low, or model-free. Another factor is selfargst: no
one wants to lose out from change, or be the oreisvhlamed if a policy innovation goes wrong. Betb
keep saying nice things and suggest throwing mameay at old problems. Finally, the issues to bkléat
are large, complex and interdependent: there candsmuine diversity of analysis and conclusiomaisT
the RBI, FM and Planning Commission (PC) can dlbrelly disagree. It is surprising, though, tHz PC
approach paper itself has internal contradictitims;e is an appearance of schizophrenia in itsnaegts.

It would certainly help if all parties in the debahade their assumptions and analyses more exic#

can excuse the FM and RBI for being brief, butRi@zdoes a significant amount of explicit modeling

elsewhere. It is shocking that the approach pa@&sages lack any explicit analytical framewonkany
coherent model.

If that exists, it should have been made publidddnkground pap-ers reviewed by external expehts. i§
public money, supposedly being spent for the pukétfare. There should be nothing to hide.

Absent the ideal of full information, what can vemasonably say?

First, since everyone agrees that the governmelttiigy a terrible job of spending our money to ioy&

the health and education of the disadvantagedpjassed to providing many low-effort jobs for the
relatively privileged or well-connected—there itsdowell indeed), it makes no sense to recommend
increasing the amount of money that is wasteddfipgoach paper admits the waste but then saysdspen
more”—that'’s the schizophrenic part). This conabusis independent of the parlous state of Indialslip
finances, and the existence of fiscal responsjtiditvs. Those factors simply buttress the fundaalent
point.

But we still need to help the poor and disadvardagée reason why government money is wasted ik wel
known. The new way of describing it is “lack of agatability.” Put more plainly, the system provides
motivation or incentive for most government empkxy/¢o spend money well, nor does it usually giesrth
clarity of purpose or the means to act well.

Ultimately, giving greater control to citizens axpayers, through decentralisation, will be one afay
improving this situation. The app-roach paper sstgthis. But the build-up of local institutionapacity
that is required will take time. What can be dor@emuickly? The PC offers minor suggestions, louten
of these gets to the heart of the problem.

Essentially, the PC is not, and never will be, ppad to allocate funds to meet local developmeatsén
areas such as health and education. After 50 yiedggstill weakly considering measuring outcomes

instead of just funds disbursed. It might be susftéen a new role of evaluating and funding infrasture
projects above a certain size. But its channelifgrads in countless schemes and programmes withyg
be futile. The approach paper discusses reformiheyearded terms, but backs off from any real gean

Why not treat the state governments as responsitiites, accountable to their voters? Let the iiea
Commission decide all non-capital transfers (makiren unconditional), with a new methodology that
replaces two ineffectual formulas (the PC’s anat®). There is no need to weasel out of reventieitle
targets, or give the states an incentive to copyd@ntre in fiscal chicanery.
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One could tie this new freedom for the states ¢pirements that they seriously assign significart t
authority to local governments, improve the workafgtate finance commissions, invest in buildiogal
government capacity, and report the results. Thidyneed to do that to improve their own spending
quality: give them a push in that direction.

Any change in the PC’s role and functioning cambee without changing any law, let alone the
Constitution. If the reform is done in consultatieith the states, and designed well, no statebeilan
immediate financial loser, and each will gain iexibility. Each will have to be more accountablét$o
own voters. The PC does not need to lose eithermétmbers could be more productively employed,
concentrating on a few big things, where they miglatistically contribute positively. Inclusive gvth
should start with basic health and education. THewgroving public service delivery is critical. Arnhat
requires changing outmoded government institutions.

A prescription for inclusive growth
Thursday , November 09, 2006

India’s economy is growing more robustly than mémught would ever be possible. As one would expect
from argumentative Indians, there is a vigoroustiooing debate about the causes and consequehces o
this growth performance. The main concerns arejnpnisingly, the sustainability and inclusivene$she
country’s economic growth. There is almost totakagnent on ends, but debates on means shade into
polarisation. Underlying this disagreement is &ufai of the conceptual framework for making policy
choices. The problem is that discussion is coudhedoralistic terms: people and policies are madet®@

be ‘good’ or ‘bad,” without recognising that evenghas a mix of self-interest and altruism, and ttiea
details of system design are what is crucial to enoeyond good intentions to socially positive outes.
Suppose we step back from entrenched positionaskidvhat systemic changes would actually make a
difference? What then follows? Here are five kegrdes for India.

Make it easier for entrepreneursto start, grow and wind up businesses. Despite the continued rhetoric over
the meaning and effects of reforms, it has to bardby now that private sector dynamism is goindriee
growth. Indian industry has become more competithee Murali Patibandla’s excellent book, Evolution
of Markets and Institutions, for some evidence} tirerefore more efficient. This process needsto b
continued and supported—it will also generate tis jthat India’s people need. Specific policy awtio
include further financial sector reform, bankrupteform, a redesigned competition policy, and
government regulation, especially at the statelacal level, that supports a level playing field.

Restructure the civil service. The paradox here is that enormous talent andlskitls to such poor results.
Incentives and competition are part of the ansWwep. civil servants need to be rewarded better,raock
transparently, and they need to compete for téis,jthrough more flexibility in entry (and exit)ragher
levels of the civil service. Reducing numbers atltdwer levels through attrition would reduce
government’s feudal nature as a source of patrojudge and help to pay for performance.

Decentralise effectively. State governments should give local governmemtsitithority and resources to
really make a difference to their constituents wttbey are supposed to do so. The center shouddstate
governments the same mandate. In practical tehissirteans streamlining the messy and wasteful
intergovernmental transfer system, and giving loleeel governments more effective tax powers. lehav
already argued for thiad nauseum. Ultimately, this will also put more pressure alificians to deliver.
Higher-level governments will still have to manale playing field, and prevent local elite capture,
without stifling decentralisation.

Pay real attention to health and nutrition. Evidence and common sense tell us that this idegforental to
well being. Economic analysis suggests that direptovements in health in India have been as véduiab
well being as improvements in income. Yet vast sagsiof the population continue to suffer needjessl
The solution is not to throw money at the probldime systemic failure is that government has either
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destroyed performance incentives for those in gadth profession who work for government, or exeldid
private providers from partnerships. Try public oyt of private initiatives and joint monitoring qbiality
of outcomes. Effective decentralisation to theestatill also help for public health.

Educate everyone. India’s record here is as abysmal as that intheAbain, government intervention has
often enervated and corrupted the educational gsada at all levels. Needless controls continue to
substitute for effective certification and qualiynitoring. The evidence here is again that resiring

the system to provide better incentives to those @diiver services (reward good performance, punish
fraud, make information available that lets constgmohoose better) will do more good than steppmg u
spending without any systemic change. Educationti@iting at all levels need fixing. In many cases,
industry needs to be made a full-fledged partnehenging the system, through funding as well as
redesign. Allowing foreign investment into highelueation would free up public resources for primary
education.

One could add to my list, but it is better to bespaonious in goal setting. India’s government faéled
by trying to do too many things. Its laws, reguwdas and plans still suffer from trying to pleasergene,
ending up without clarity or coherence. Some of wWheave left out will be driven by what is inclutle
What's new, then? Maybe the means (single-mindenighasising incentives, information and
competition) are new, not the ends. That is pathefanswer to why things haven’'t changed so far—we
need to learn better. Another reason lies in istegypoups—Raghuram Rajan and Luigi Zingales have
recently formalized this idea in a model where @edtcoalitions hold back education and institugilon
reform. The solution to this logjam is to alter emainents, but there is no obvious mechanism to a&ehie
this in their model. My own suggestion is that lidisize and diversity may help. Effective
decentralisation may allow regions with growth-somipe coalitions to flourish in the short run, god|
up the rest of the country in the long run. In tbese, the third of my five changes will be theclypin of
growth for India.

Budgeting for inclusive growth
Thursday , March 01, 2007

As India’s economy and polity have matured, theuahBudget exercise has become less significaat as
shaper of policy. This year, with sustained ecomosniccess apparently in the country’s reach, tlenfie
minister’s task has perhaps never been easier.

Still, the Congress just lost two state assemdgtains, and if inflation stays too high, that (ptad with
the deeper problem of rising inequality) could mekeruling party pay a heavy political price.

The fundamental problem, as well stated by the @ Mimister and the FM, is how to increase the
inclusiveness of India’s growth, while continuirgaccelerate that growth towards double digits. The
entire Budget should be assessed in the lightaifiitiime objective.

Unsurprisingly, there are significant increasesdatdd for rural infrastructure, education and tedlhese
are politically necessary. They also have the piateto make a dent in the need for inclusiveness i
growth. But what of the systemic reforms that areassary to make the increased expenditure well
targeted and productive? What happened to thefalksessing outcomes? Even if these institutional
developments are underway, the plans for increagpenditure would have more credibility as genuine
moves toward inclusive growth if accompanied byaasessment of progress. In this respect, the kinds
numerical achievements reported in the Budget, asclrinking water provided to 55,512 habitatiéns,
are unreliable indicators of true access, qualitgenefits. Speaking of making government expenglitu
more effective, whatever happened to civil serveferm? Why is there no progress report here—though
the increased allocation for e-governance may peothie technological means to leapfrog some of the
problems of the current organisation of government?
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On the plus side, in terms of setting strategidgydbe latest Budget pushes along the tax refgemda,
with plans for a roadmap for the national Goodse&fv&es Tax (GST). There are a host of innovattons
strengthen the financial sector, and we can lookdod to the report of the committee on making Mamb
a financial hub. Interestingly, in the financialdain, there are proposals that range from new ndetbé
financing large infrastructure projects to onesgmviding social insurance for the rural poor.l8sg as
the government keeps enabling such institutionabwations, without trying to dominate implementatio
the economy will keep on the right track.

The reductions in various customs and excise diigsrwere expected, but still welcome. Even if the
justification was somewhat ad hoc, based on thentetdse in inflation, these policy moves are ia tight
direction. Most of the other tinkering with inditeand direct taxes is unobjectionable, though oarders
about decisions such as the cut in duty for pedfeare pet owners a powerful lobby? People who
purchase pet food are certainly not in the ‘aamm@lachtegory. Much of the detail with respect tovsee
taxes will emerge later, but based on the Budgetdp, one is inclined to argue for a simpler apghda
indirect taxation overall, with fewer exemptionglaate categories.

Tax breaks to encourage investment and innovatsmnfimd their way regularly into the Budget. Soofe
these make sense, but a five-year income tax holatehotels in the vicinity of Delhi, simply fohe
Commonwealth Games, seems like another bone feetivbo would do quite well without it, thank you. |
would rather see more substantial support for stusieholarships and for institutions such as the, T
rather than the token amounts they have been &ddc@/e should stop trying to impress foreignerthat
expense of our own janata, especially here—we dusedy at athletics.

Still, there is plenty in the Budget to be positatout, and many of the seemingly small effort$ wil
eventually add up to significant changes in howabenomy operates. In some ways, that has been the
ongoing story of economic reforms in India. If th@w spending on health, education and agriculture
comes with complementary institutional reformss timay turn out to be a great effort. For now, | idou
give it a B+.

Reforms for the masses
November 8, 2007

At the same time that India’s finance minister pesmised action on the report on making Mumbai an
international financial centre (IFC), other policgkers have begun to discuss the extension of fiaanc
sector reforms to the masses. RBI Governor YV Reitdan interview with FE on October 31, said that
“The democratisation of the banking system is yitak just provision of credit. The financial syste
banking in particular, is like giving elementanhsol education. Therefore, the highest prioritydseto be
given to financial inclusion coupled with financlaéracy and credit counselling.” Also in October,
Planning Commission Deputy Chairman Montek Singhuialia, in an interview with a McKinsey & Co
director, made an even broader statement, in disayithe charge of a new Planning Commission
committee on financial sector reforms: “The idetoisake an integrated view of the financial system
looking at banks, capital markets, insurance, nfilcance issues, and the whole issue of financial
inclusion.... | think financial-sector reforms haweeinclude things like: what's the best finan@gstem to
make sure that farmers can get access to credit? $\the best way of making health insurance rgadil
available? What's an environment in which differgtes of risks can be effectively countered? Aad h
can you ensure inclusiveness in all this?”

Fortunately, while stock markets and high finan@ymeem to be a far cry from rural credit and crop
insurance, the principles that govern the provisibfinancial services are the same at every level.
Basically, financial services involve meeting twjextives: reallocating income across time andsscro
different contingencies or states of nature. Hgfeneity of wants and initial endowments makes ntarke
in achieving these reallocations possible. Theraietime delays and uncertainties associated with
financial services are a major source of challefigesmooth market functioning. Hence, financialrkeds
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are always going to be subject to turbulence (®@Alan Greenspan’s term). The triumph of modern
economies has been to tame this turbulence thrgagth governance, while continually adding complexit
and sophistication to financial markets.

Financial market institutions provide matching segg, pre-transaction information and screeningt-po
transaction monitoring and enforcement, and baaitstction completion. Since these can all be quite
complex, there are strong economies of speciatizdtirough training and accumulated experiencejedis
as simple economies of scale that arise from #tezlfcosts of making a market or creating a platform
These economies, as well as the benefits of répntahd (in the case of managing uncertainty) sledf
large numbers, all favour the existence of finani@rmediaries of various kinds.

The abstract principles just outlined apply tointgional financial centres as well as to remoliages. In
any of these settings, if information is poor hiéte are few potential market participants, if ecément
mechanisms are weak, then financial markets magdsficient, limited, or even non-existent. The
differences between the metro and the hamlet &ea differences of degree and not of kind. Anothery
general aspect of financial markets, indeed ofraaykets, is that lack of competition hurts market
efficiency. If either side of the market, or théeirmediary, has disproportionate power, that paitlyearn
excess returns at the expense of the less pridleggket participants. This applies to village
moneylenders and farmers in India, as it doeswestment banks and entrepreneurs in Silicon Vatieyo
the urban poor and pay-cheque-cashing companesyimumber of US cities.

The most powerful means of increasing inclusivenessef democratising finance, is to increase
competition. This means not only increasing the Ineinof providers of services, but also improving th
information and capabilities of the users. The fhat many new mortgage borrowers in the US did not
understand the contracts they were signing wasiibator to the subprime crisis. Dr Reddy is absally
correct that improving financial literacy is impant—though this must be seen in a context where eve
basic literacy is often missing. An overhaul ofukgion is sorely needed, however, so that requias
aimed at increasing disclosure, and allowing fgrapriate escape clauses, rather than controlling
suppliers of financial services so heavily that petition is stifled, along with all other incents/éor
efficiency.

Information technology is bringing down many of gwsts of screening and monitoring, and is allowing
new entrants to provide a wider array of finanskvices to rural India. Microfinance loans arenbei
securitised, and mini-insurance policies beingreffie As growth trickles into rural India, the derddar
financial products will increase, and the main ¢a@ists on supply are probably poor regulation #red
existence of inefficient state-owned incumbentsdty be true that in the past, the state-ownedh(iiad
institutions helped to get basic credit and depsmivices down to the rural poor. But they have hksen
co-opted by the better-off, they have been wasgeidlinefficient, and they have failed to innoviameneet
emerging demands. Moneylenders, commission agadtsther traditional rural intermediaries have
continued to wield disproportionate power in masket rural financial services. This will changethwi
lowered transaction costs and lower entry barreamg, reform must be driven by these principles, raotd
introduce new controls. Maybe the best way of mginancial services more widely available and
affordable is for a committee to pronounce not dratthe best way is, but rather on how to create a
regulatory environment in which the best ways witierge through competition and innovation.
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4. Governance

Redesigning federalism for better governance
Thursday , June 15, 2006

One way to put India into perspective for thosthimWest is to point out that India’s states have
populations comparable to European countries. khddtar Pradesh would come in sixth in a national
population league table. This size has implicatifmndow India is governed. We all know that Inties a
federal system, with strong centralising featuheg tvere somewhat weakened after the 1990s, asith re
of political fragmentation and a relaxation of gaheconomic control. What is missing in discussioh
Indian federalism is a conceptual and theoreti@ahework that can provide guidance for system
redesign— necessary in a world that is quite deffefrom that which faced India’s Constitution-mieke
over 50 years ago. This system redesign is crémiddetter governance, and ultimately for improving
India’s growth performance.

M Govinda Rao and | began this task in our boole Pblitical Economy of Federalism in India, pubdédh
last year. Recently, TN Srinivasan and | took tiriscess further, in our paper, Federalism and Boino
Development in India: An Assessment, presentedaatf&d’s annual conference on ‘Economic Reform in
India’—this year extended to consider China, ad m&kome aspects of Asia as a whole. The oldest
concepts of federal system design emphasise cd@peemong sub-national units of the federation, to
achieve security and stability. A newer theoretaggbroach stresses the benefits of competition graon
federation’s component jurisdictions, which imprsvbe incentives of political decision-makers tbiac
their constituents’ interests. Stanford politiceiesitist Barry Weingast contributed a third, more
comprehensive perspective, which he named “manestepving federalism” (MPF). MPF encompasses
decentralisation of authority over local econontfestering beneficial competition), as well as haundb-
national budget constraints and enforcement ofiame common market (controlling destructive
competition).

The term MPF emphasises the benefits of limitingegoment’s scope in restricting the functioning of
markets—hence “market preserving.” But there isentorfederalism than that. Srinivasan and | have
coined two new terms to capture these other asgagarticular, decentralisation, if done wellsthe
potential to improve the efficiency of governmerpenditure. The poor quality of government spending
has been the bane of Indian development, and d@inide changed with system redesign. This is dimly
understood in debates abganchayati raj and its implementation, but needs to be broughtramre
clearly. Local government reform is not orthogotaéconomic reform, but needs to be a key aspdtt of
We have termed this feature “governance enhaneiderélism” (GEF).

The issue of hardening budget constraints for Inditates has been at centre-stage (pun intenfied!)
several years now. The 12th Finance Commission redmost significant move in this direction—the
only one that will work—by recommending a shiftnh@rket borrowing for the states. There are many
issues of implementation, but having the markethliegudge of states’ creditworthiness is critidathés
juncture of India’s development. In this case, eatihan federal system design preserving market
functioning, it is the functioning of a particulararket that enables the right system feature to be
implemented. Therefore, Srinivasan and | have tdrthis “market disciplined federalism” (MDF).

Thus, adding GEF and MDF to MPF, we have a nevityraf principles for federal system design, or
redesign. Weingast began his exploration of thheitacture of federalism in order to understand what
features work best for economic performance. Thaur goal, too. The trinity can ultimately lead to
higher economic growth, and more effective develepm-thus, “development enhancing federalism”
(DEF) can be the final result.
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Abstract ideas orient our thinking, but concretégygproposals follow from them. Srinivasan andavik
provided several ideas for discussion. The firébighe Inter-State Council to reconstitute itsedfa Fiscal
Review Council (FRC), to examine the medium andjttarm fiscal policies of the states and Centre, as
well as make recommendations for them. The Fin&@wamission has been given some of this role in the
past decade, but may not be institutionally bestmmpd for the task. The second proposal is fooeem
integrated treatment of Centre-state transferdiireg a serious rethinking of the Finance Comnoisgax
sharing formula, and reconstituting the Planningn@ussion as a Fund for Public Investment (FPI) for
both the Centre and states, with a new approaabpoaising and funding public capital projects. Tiied
proposal is for reconsidering public expenditunmas levels of government, including the design of
subsidies, the scope of public sector productiod,the goals of horizontal equalisation.

India has certainly been reforming various pieddssdederal structures over the past 15 yearainghs in
the Centre-state transfer mechanism and reformdafect taxes are two examples. However, local
government reform has mostly got bogged, and désons of governance often get lost in myopic bsattle
over short-run resources and power struggles arborgpucrats and politicians. The GEF-MPF-MDF
trinity that comprises development-enhancing feli@ramay give us a conceptual tool to help breakodu
the cage of severely sub-optimal governance. Adztiina shows what is possible. Its federal govertaan
system is far from perfect, but the country hasilady redesigned the components of that system to
enhance its economic performance. Weingast chaiseteChina as having a de facto MPF system, which
has been crucial for its rapid growth. India caratiteast as well with DEF.

Sustaining India’s high growth
Friday , March 09, 2007

This column is being written in a hotel room in Gardge, Massachusetts, where | am about to giedka t
on India’s fiscal federalism and public serviceiely at Harvard’s School of Public Health. By tivae
the column appears, | would have been on a pam#gaahington DC’s Brookings Institution, addressing
the question, ‘Is India’s High Growth Sustainabl&fe latter will, no doubt (and rightly), focus msues
such as infrastructure, managing potential spegelaubbles, and financial development. Yet the two
issues, of the state of India’'s aam aadmi and aaat,and the big picture of growth are intimately
connected. All the recent emphasis on inclusivevgiaecognises this linkage—and yet some key links
the chain are missed in policymaking.

I will explain what is missing. Begin with India@irrent situation and prospects. It is now growahg
about 9% a year, and targets of double-digit groavehno longer fantasies. What do the experts tisink
achievable over a sustained period? | surveyedwastudies that use empirical modeling or expert
judgments, and the numbers tended to lie in thgeafi 7 to 8.5%. This band is lower than recentugno
figures, but nothing to sneeze at. Some of theigtieds factor in continued reforms; others do Adte
finance minister thinks that continued financiattee development can add 1.4 percentage pointseto t
growth rate.

In an earlier column, | had reported an estimatsasbof 1.1 percentage points from just a 5% irszea
the efficiency of the power sector. Implicit in tlle numbers is an assumption of continued dynarirism
India’s private sector, translating into strongdaaroctivity growth.

The risks to growth include those from a hard lagdf the economy overheats. If the estimates of
sustained growth potential are accurate, the ecghggoing faster than its speed limit. Asset @iead
money supply growth point to the same conclusidre FM and the RBI are both trying their best tawslo
things down a bit without putting on the brakes baod. It is hard to judge how well they will datronly
is the economy’s structure changing, we do not énare a good empirical model of its aggregate
behaviour. In looking at the economy’s growth ptitdnthe RBI, in its 2006 annual report, can do no
better than quote somewhat limited studies froroag ago as 1999.
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Yet, the larger risk that looms lies in the realfpolitical economy. India is in a somewhat uniguosition
as it strives for 10% growth. Previous achievexhsas Japan and South Korea are smaller and more
homogeneous. China, the other giant, which hasesuladl in sustained double-digit growth, has aipalit
system that is able to command obedience and difftent—it has roared ahead unfettered (at lewit u
recently) by the concerns that India has long fat®tla’s growth has to benefit a broad range of
constituencies in order for growth-sustaining gesdo be politically viable. Sectoral reforms du rasily
meet this test: power sector reforms will cost jahd reduce subsidies, while financial sector dgwakent
will initially help those best connected with thedming market economy. Thus, the government is
struggling to use the fruits of growth (enhancedrtvenue) to improve health, education and
infrastructure across the vast rural heartland.

The problem is that merely throwing money arounid bviild nothing, and just perpetuate a cultureesft-
seeking. Fundamental institutional reforms must gi@ment, and even precede, increased spending on
basic public services. Earlier, the FM had spokem@asuring outcomes and reforming the civil sexyic
but there is no public sign of progress. In 2084, Einance Commission lamented the problems of mgaki
sure that money flowed to state and local goverrisnian designated spending. Even money for building
local government capacity to manage its money émefit-oriented spending did not go down through th
system. In 2001, the Planning Commission notedlpnod of absence of teachers and health workers, and
recommended decentralisation to improve accouiithalih 20086, it repeated the litany of problemsda
called for integrated district-level planning. Tegdans will remain on paper without structurabrefs of
India’s fiscal federal system—this is where my tiatks this week intersect. The benefits of groveyuire
institutional reforms to improve public serviceigtety. This will make other growth-enhancing potisi
feasible, and high growth sustainable.

In principle, the needed reforms are conceptuathpke. Devolve greater revenue authority to théesta
(reducing incentive-distorting transfers), and tgeaxpenditure and revenue authority to local
governments. Over a decade after local governnedéotm, India remains too highly centralised forgeo
accountability.

| estimate that India’s local governments raiseualio of government revenue, and account for ab%ut
of government expenditure. That compares with 28%%% respectively for China. Thanks to fiscal
decentralisation, China’s authoritarian system @ésamresponsive to local needs than is India’s deanyc
It does not have to be that way. Since state govents stand to lose patronage and power, at ledise
short run, they are reluctant to proceed. Paradtiyjche Centre needs to lead decentralisatiod, an
develop institutional reforms as the missing lirdtvkeen spending to outcomes.

A new social contract for India
Thursday , May 31, 2007

On May 24, PM Manmohan Singh delivered a landmpdesh at the Annual Summit of the CII in New
Delhi. He laid out a Ten Point Social Charter d&msis for a government-industry partnership folusive
growth. The need for a new social contract hitsithi€on the head. Without it, India may go the wdy
much of Latin America, with a rich elite, but withe full potential of the nation and its peopleaalised.

To analyse the PM’s Ten Points, it is useful tarfeathem more broadly: the PM was using the occasfion
addressing captains of industry to ask them to gpepnd make a difference. However, industry and
government are both manifestations of a spectrumstifutions of collective action, including foravil
society organisations and informal social netwoRa. decades, government policies strangled civil
society as well as business, and changing thategllire careful attention to all such institutio@s to the
ten points.

One: have healthy respect for your workers and invest in their welfare. The PM seems to imply that an
attitudinal change must precede labour law refdom the key to change may be worker training. There
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no substitute for possession of valuable skillsrigender respect in the workplace. How the skills a
provided is part of the social contract that needssion. If firms are to expand their role hetegyt should
be given real policy incentives and opportunitizsld so.

Two: corporate social responsibility should be defined within the framework of a corporate philosophy
which factors the needs of the community and the regions in which a corporate entity functions. If this is
the case, why should the government create SEZsenflims are insulated from local communities? It
would be better to improve local government finanaed functioning, to give communities stronger
foundations, and allow them to organically attfausinesses.

Three: industry must be proactive in offering employment to the less privileged, at all levels of the job
ladder. The key to making this work again has to be tgtoeducation and training, as well as non-
discrimination policies. Corporate India cannottddiscrimination through isolated affirmative actio

Four: resist excessive remuneration to promoters and senior executives and discourage conspi cuous
consumption. Practical policies are needed if this is to w&kntrolling executive pay and perks requires
more effective corporate governance frameworkschttie government has to help build. Discouraging
conspicuous consumption requires calibration otélxesystem, though simplicity should be preserved
above all else.

Five: invest in people and in their skills. The background here is that the government hasded out
private efforts by restricting entry or favouringlitical cronies in managing civil society effoits
education and training. The government must cribaténstitutional framework for corporate India to
invest massively here, including liberalisatiorrestrictions and transparent financial support.

Sx: desist from non-competitive behaviour. This is totally an area where the government batdp up.
Corporations cannot be expected to be angelicaldiompetition policies and their implementatitit s
need modernisation.

Seven: invest in environment-friendly technologies. Again, the key to making this happen is to work
through the tax code. But it may be better to eregel innovation of all sorts, combined with enfatze
standards for emissions and fuel efficiency. Theegoment must develop a broad institutional franmywo
not try to pick winners.

Eight: promote enterprise and innovation, within firms and outside. Ditto.

Nine: fight corruption at all levels. Yes, but the government has to take the leadcireasing transparency
and self-monitoring, in reducing needless conttlodd create corruption opportunities, and improvtag
own selection and training of employees, and omgitinal culture and incentives. The media and civi
society should be allowed more leeway.

Ten: promote socially responsible media and finance socially responsible advertising. This should be the
lowest priority for corporate India. It is for dgns to value and demand socially responsible media
Corporate India can create good workers. The gowent needs to create good citizens, not reduce them
clients of patronage.

India desperately needs a new social contractPWdas done a wonderful job of bringing the issoes
attention. But the solution lies not in corporatdih becoming more moral or altruistic, but in @eive
institutional reforms. Three things must happenrsti-the government must improve its own structares
functioning. Second, it must provide incentivesiasiness to act in ways that serve a nhew social
contract—this includes legal and regulatory refarBaing business in India is unnecessarily costly a
difficult. Third, civil society is the key third pler in developing a new social contract. The gowvemt
must stop manipulating civil society organisaticarsd let them act as a check on corporate excesslas
as government failure.

21



Essays on India’s Economic Growth — Nirvikar Singlnjversity of California, Santa Cruz

Rule and reform: China vs India
December 6, 2007

Last weekend | took part in a conference at Hariaiversity, comparing governance and economic
reform in the “giants”, China and India. Their sigeowth rates and long-run potential beg for
comparisons, despite the differences in the twat@s’ political systems and economic structufidse

big question, one which loomed over the conferesaemewhat unspoken, is whether the giants wiliseal
their potential. In China’s case, loss of reputaiio manufacturing due to quality issues, environtale
damage, and risks of political instability cantzl seen as threats to growth. India’s negatives searise
from political gridlock, and the inability to ovesme basic constraints in infrastructure and instins.

To look clearly into the future, one has to haygoad sense of how each country got where it is.tWhs
been the political logic of the process of econoraform in each country? The final two papers i th
conference provided an insightful comparison. Maaflagher of the University of Michigan told thest
of China. My understanding of what she said fit$l wéh a standard story of reform. The Chinese
government, centralised through the Communist Rgrparatus, skilfully managed the process of change
Reforms were sequenced to insulate potential lagdiklate in the game, until the winners fromamh
could build influence. In some cases, potentiattesvere converted to eventual winners, as grovehted
fruits that could be spread around. Political aiild foresight played an important role in shaphig t
successful transition. Of course, not everything lbeen perfect. Letting go of controls has beeieetsan
restructuring. Inequality has widened dramaticallygd some groups have been marginalised: there is a
growing urban underclass.

The China story, in this telling, involves a traalital analytical framework of competing interestsriy
managed within a set of political and social ingtitns, with the combination of the two leadingptusitive
change. Yet, underlying the interplay of interestd institutions is the powerful driver of ideaseTshift
in the attitude of the Chinese leadership towardltheaccumulation is well known, and almost taken f
granted. What struck me listening to the confergraggers was that the role of ideas may be thedkey t
understanding the differences in performance betiredia and China. This represents a different
perspective for an economist: before listening éwésh Kapur’'s paper on the political economy obmef
in India, | would have argued that India lags CHieaause of its institutions and its different iet group
structure: democracy versus authoritarianism, fexgiation versus relative homogeneity. Kapur, diect
of the Center for the Advanced Study of India &t thniversity of Pennsylvania, added ideas expji¢il
the usual mix of interests and institutions, sugjggsa new way of thinking about the differencevieextn
Chinese and Indian reforms.

My reading of the role of ideas (not necessarilyptetely in line with Kapur’s) is that China sawnaich
sharper shift in the conception of what forces elrivaterial progress. China’s experience with céntra
control of all facets of society and economy, tharp discontinuities it had already undergone,taed
ability of the Communist Party to reach down to libeal level, meant that the country’s ideatiortafts
was comprehensive and far-reaching. In India, erother hand, economic reform has not been
accompanied by a similar sea change in perceptidbsralisation has been seen by many in the
bureaucracy or political leadership as a necessakyto be implemented grudgingly on an as-needed
basis, rather than as a fundamentally new apprwactganising the economy. It is important to realihat
this is not a difference between elite and massestarge segments of the elite that have faiteditange
their attitudes, despite the failures of the oldi&m model of supposedly state-led development.rébelt
is a false equation of concern for distributivetipes with a preservation of the ancien régime, ithw
restoration of some non-existent golden age of gmarece.

Perhaps it has been inevitable that ideas havedleerto change in India—it has had no Cultural
Revolution, no proletarian or peasant revolutiamfundamental shaking up of social relations. Thasy
be the critical difference between the two giahtg,through its implications for ideational charaye
stability rather than through resulting differengenstitutions and interest groups. India maydctesee a
more thorough shift in ideas about governance aawkets if economic reform is to succeed in the long
run. Kapur points out that new ideas are enteniijgh discourse and policymaking, through the India
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Diaspora, and through a rise in entrepreneurshipsé attitudinal changes may need to diffuse throut
society if India is to match China in its long rgrowth.

Certainly, India has the advantages that arise fspenness and diversity, if these are allowedadiorith
through the inflow as well as domestic blossomifigieas. On the other hand, China has raced atfead o
India in higher education. Its leadership seentsetavorking aggressively on problems of environmlenta
damage, governance, regional inequality, and atbiesequences of its headlong rush for growth, witho
undercutting the strengths of the market. If th&wis correct, any perceptions of Chinese fragititay be
too pessimistic. India’s rulers may need to leaomfhow China tackles some of its current probleBus.
the biggest lesson from China may be the powededs: India still needs to fight a battle on thant.

5. Money and Finance

Taking stock of inflation management
Thursday , April 05, 2007

With inflation a headline story in India, and thederve Bank (RBI) continuing its inflation control
efforts—most recently by hiking its lending rateddranks’ cash reserve ratio—now is a good timake t
stock of the monetary policy situation. RBI Govar¥ Reddy has done just that in a speech at thekBa
of Greece on April 2. The speech provides a wondlesferview of monetary policy in India, includintg
history and recent approach. The statement of tigscin the speech is straightforward: to mainfaice
stability and accelerate growth. In this contes worth noting that there is little or no supipiorindia for
pure ‘inflation targeting’, which would make priseability the RBI's sole objective. The argumergaiast
this approach can be theoretical, empirical ortjpal, and all have been made. However, acceptiag t
dual objective leaves open the thorny questiontudtvthe trade-off between the two goals should be.

Stanford University economist John Taylor examitieslbehaviour of the US Federal Reserve, which does
not engage in pure inflation targeting either, amdked out an empirical regularity relating the Bed

target interest rate to the desired real inteast mdjusted by weighted deviations of the adhikdtion

rate from a target, and actual output growth frateptial growth (I am simplifying a bit here). Thasic

idea is that if prices are rising too fast, or de@nomy is going beyond its speed limit, then higheerest
rates are the predicted monetary policy responsis.régularity became famous as a normative ‘Taylor
rule’ to guide monetary policy, sparking a cottaggustry among academics. In India, there seerhave
been less attention paid to quantifying the praegg®verning inflation and growth, and the actwal o
desired monetary policy responses.

The lack of good empirical knowledge makes it difft to judge the current RBI monetary policy st&anc
We know that money supply has been growing raplully,what is appropriate is difficult to judge in a
economy in which the financial sector is underggingentially dramatic structural changes. As Gowern
Reddy discusses lucidly in his speech, the RBI¢ctvhiad used monetary targeting from the 1980s,
switched in 1998-99 to an alternative ‘multipleizator approach.’ Before | discuss this currenthod
let me continue with the issue of assessing thesRBbnetary stance. If we cannot use money supply
growth, can we at least use something like a Tayl®? We know that current inflation is perhaps 2
percentage points above the target (which is realignd, but I'm using a single number to simplify)
There is no official estimate of potential outgutf recent exercises suggest that India’s potemtgium
term growth rate is 8%. Using a current growth Ht@%, growth is 1 percentage point above poténtia
(Here | am ignoring the possibility that India is§ catching up with its real potential output.ylba's
original formula put weights of 1.5 and 0.5 on atitbn and output deviations respectively. If | tsese
weights, the target interest rate should be 3.6gm¢age points above the long run equilibrium rdtdat
is a nominal 6% (2% real rate and 4% inflationgrttone might conclude that the RBI has not tighdene
enough. But there are all kinds of qualificatiolishe weights are both changed to 1, the intenast
premium goes down to 3%. Other weights are posgileleending on what the welfare function of policy
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makers is (or of whom they represent). Some ha@aigued that the current inflation numbers are
misleadingly high. And, as | have implied, the pai@ output calculation is an educated guess sit be

So, it is difficult to conclude that the RBI withy should, tighten more. On the ‘should’ aspedtnie say
that my estimate, looking over the past year's &da that they should at least have tighteneid sobner.
This is because monetary policy works with a lagofuch as a year (or even more). Perhaps tleefall
(in my view) to act more quickly reflects politicabncerns, in which case the remedy is structurakatgr
independence of the RBI. This is a common presorigbr central banks around the world. Howevee, th
problem may have been caused by a lack of cleaalsigor leading indicators. If that is the cake, t
prescription is really for more detailed analysjshe RBI itself: Governor Reddy notes their efdrt this
regard, but greater urgency is clearly requirede danger is that being slow with monetary policy
adjustments in the opposite direction (looseningeanflation and overheating are under control)ldou
stifle growth unnecessarily.

Returning to the RBI's multiple indicator approa@gvernor Reddy’s speech lays out both the plethbra
indicators used, and the many policy instrumenrds dne brought to bear in bringing inflation undkeck.
Unfortunately, the current approach smacks too noicdommand and control’ and lacks simplicity and
transparency. It may work for now, but it is unlikéo support the larger strategic goal of devatgph
modern, world-class financial sector in India. VéhBovernor Reddy’s speech lays out the RBI's
modernising and institution-strengthening actidasi@ many dimensions throughout the financial sedto
may be as important for the RBI to revisit its mi@mg policy approach, reforming it to achieve gesat
simplicity and transparency.

Towards a better monetary policy framework
Friday , May 04, 2007

My column last month on inflation and monetary pglprovoked more response than usual, no doubt
because of the heatedness of the debate, ratlmeanlysone thing | wrote. With some of the heat hgvi
subsided, this is a good time to revisit some efifisues. This is important since the long run gbal
efficient monetary management remains, in my viemvealised.

One indicator of sub-optimality is the range ofropns that were expressed over the past few weeks,
the conduct of Indian monetary policy. Some divargeof views can be expected based on different
interests, but there was even disagreement onetbie facts of how much monetary tightening had
occurred, let alone what was optimal. One conctusiwould draw from the past few weeks is the nfeed
greater transparency and predictability of moneparicy. Predictability includes timing, but alsarchave
implications for the range of instruments that R uses. A more parsimonious use of instrumentdco
promote simplicity, and hence the predictabilitydfat any policy moves would accomplish.

Last month, | raised the idea of using the Taylde framework to assess the RBI's monetary policy
stance. One former policy advisor suggested tohaeltwas using the term ‘inflation targeting’ too
narrowly, and that a high enough inflation coeéidiin the Taylor rule would constitute inflaticargeting.
The issue remains as to whether the RBI's rectsdtie bill. | was pointed to the work of Vineetriiani,
of IIM-Ahmedabad, who estimates monetary policyesufor India for the period 1992-2001. A striking
feature of Virmani’'s results is that the estimatelé is extremely sensitive to the inflation measused.
Using the headline measure of inflation, the WRjgasts that the RBI’s ‘rule’ (as implied by thea)atas
been destabilising, while an alternative (techiyca ‘trimmed mean’) indicates a rule with muchtbe
inflation-fighting properties (inflation-term coéffents of 1.6 to 2, versus 1.5 in Taylor’s oridinale).
Clearly, there is work to be done here in deciditgit to measure and target. Virmani also allows for
gradual adjustment of the interest rate, and sugdgleat the RBI's behaviour fits a different ‘McQah
rule,” in which nominal income is targeted.
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One aspect of the RBI's conduct of monetary pakciys continued use of the cash reserve ratio (CRR
the 1990s, when the external and internal challemgere greater, the CRR was used regularly. Inatgnu
2002, RBI Governor YV Reddy stated plainly thath€Tmedium-term objective is to bring down the CRR
to its statutory minimum level of 3.0% within a shperiod of time.” Clearly that has not happenedas,
and raising the CRR has been an important todh®iRBI in the last year. The RBI also continueade
provisioning requirements for standard advancepatific sectors, such as real estate. These instrs
show up indirectly in empirical estimates of policyes. For example, Virmani finds evidence that
monetary aggregates are still implicitly targetedyis estimated rule. It was these kinds of direct
interventions that | implicitly characterised lasbnth as ‘command and control.” Perhaps that laggua
was too strong, as a senior policymaker suggestetet However, such instruments make the guiding
principles and impacts of monetary policy less cldavould be better, in my view, to move awayrfro
such instruments (which can seem too reactive) tbweore forward-looking interest rate management.

A final issue that has been well discussed in thdimis the RBI's exchange rate management. An
exchange rate target clearly shows up in Virmagstgmates of the RBI’'s implicit policy rule. We kmo
from theory that fixing the exchange rate with foegital flows cedes control of domestic monetaqy.
The RBI is grappling heroically with the so-call@dpossible trinity.” The rupee has been allowed to
appreciate against the dollar, and some additicegaital outflows allowed. It remains to be seen i
will play out. Economic orthodoxy would suggesttthadia is now on the right path, with gradual ¢abi
account liberalisation, a freer exchange rate,panentially better control of domestic monetary ditions.
There is a minority opinion, however, which viewghifavour the Chinese model of pegging the curyenc
to support exports, maintaining capital controfe] allowing foreign exchange reserves to pile \gmé& of
the difference in these perspectives depends oeceagions of how quickly and strongly the Indian
financial sector will develop.

In either case, there seems to be room for thet&Blove toward a monetary policy framework thatsuse
fewer instruments, strives to be more forward-logkiand commits to simple, transparent policy rules
One can infer some of this direction from recerigygronouncements, but perhaps not enough. dt als
may be the case that a new contractual relatiorisdtipeen the government and the RBI is necessary
(implementing inflation-targeting contracts, someds called ‘Walsh contracts,’ after my colleague Ca
Walsh, who pioneered the concept). But progregmiity making can be made even without that
institutional innovation. It is easy to second-guesery small policy move made by the RBI. | am not
doing anything like that here, or in my previousuoon. The goal | am pushing for is a move towards a
superior policy rule or framework.

Finance and India’s development
Thursday , July 05, 2007

The Congress-led UPA government, despite beingkéddhby coalition partners and internal
disagreements, has sponsored two important repotimancial sector reform in India. The first, the
Tarapore report, provided a somewhat mixed anditendorsement of a move towards capital account
convertibility (CAC). The second, the Mistry repagaive an exceptionally lucid analysis of what rseted
be done to make Mumbai into an international finaneentre (IFC) on par with, say, Dubai or Singagpo
The recommendations of the Mistry Committee amasaiat prescription for comprehensive reform of the
financial sector. Indeed, there are recommendatiwattsconcern the institutions and conduct of maryet
policy, tax policy, and management of public finesicThe report includes a wonderfully detailedeabl
with 48 different recommended actions, and a tingefor each one of them. Unfortunately, this tirbita
will be ignored, recommendations will be adoptegcpimeal, if at all, and often the necessary arsalysi
not be done before proceeding. We can take allftihajranted, as typical of policymaking in Indidow

to change that process for the better is a sepprabéem.

Instead, | want to frame the issues in a broadetext, that of ‘rapid inclusive growth’, the UPA'santra.
In an earlier column (October 2006), | reviewed sasfithe academic evidence for the importance of
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foreign capital in developing country growth. Acade studies are not sanguine about a positive link
between the two, with FDI being a partial exceptidnis might suggest that CAC is not worth thegigk
brings, of increased vulnerability to financialsas. On another front, Martin Wolf, the chief ecomno
commentator at The Financial Times, has dismidsedtoal of creating an IFC as being on par witholde
dream of every developing nation to have its ovagsghip airline. Mumbai as an IFC, in this view, \bu
only create an enclave within the economy, bemgfithe already well-off.

To assess the competing views, one has to remiesktfrof the role of finance in development, whigh
simply to facilitate the allocation of capital t8 most productive uses. One can see why foreipitata
might not be particularly productive if it is migappriated or wasted by a domestic economy théslac
key institutions or complementary inputs. One dao aee why an IFC might thrive without benefititey
hinterland if it simply improves the allocation cdpital elsewhere in the world. In some ways, tloeeg
CAC and building an IFC are both carts that mugpldéed by the horse of domestic financial
development. Sometimes, the argument is made thatljmg these goals will create pressure for
improvements in domestic financial institutionsgdhere is something to that view. Indeed, the
development of India’s IT services industry wasnftlecried in the 1990s as creating an enclaveeof t
privileged in the economy. Yet, it has turned aubé very different, with substantial positive kpiers to
the rest of the economy.

However, if the two goals of CAC and creation oflB@ are to be politically more palatable, it woblel
wise to draw out the implications for the domesttonomy more explicitly. Of course, many of the
recommendations of the Mistry Committee are conebfedeneric in this regard—for example, those with
respect to monetary and fiscal policy, and imprguinban infrastructure. Others would benefit the
domestic financial sector as a whole, such as thngaxation of the sector, or artificial segmeiotathat
restricts competition. Perhaps the thorniest ispeetin to regulation of the sector. The Mistryn@oittee
opts for principles-based regulation, which is jgatarly light-handed, along the lines of the catrBritish
approach. Yet, this may be asking for too much.urgmn in India still needs to move from discreiioy,
case-by-case decision-making to one with transpadernable rules. Proper, effective rules-based
regulation may be the immediate step that is neddady of the needed changes are detailed in tisgrvi
report, and it is these myriad relaxations and gkar{far more than 48 broad recommendations) ted n
to be highlighted, sequenced and implemented.

The goal should be a regulatory regime that avaitigrary and temporary controls and bans, suchese
needlessly added to the pure monetary policy imstnis in recent attempts to control inflation. Toals
of financial sector regulation should be universafching all the way down to smaller firms, statel
municipal governments, and even panchayats, atadi@detter and more transparent accounting (tte st
governments are egregious offenders here), stratigeosure requirements, reducing transactiorsgost
and greater competition on a level playing field.cGurse, neither the Tarapore nor the Mistry cottemsi
was asked to pronounce on overall financial seetfmrm. And the points above have been made in
previous committee reports on that topic. Yet,Mistry report provides an occasion for revisititgse
basic issues. Among all the other economic refofimancial sector reform has certainly been imparta
driving and sustaining India’s rapid economic grovEvidence from developing countries in generalrbe
out the benefits of domestic financial sector depsient.

Indeed, there may be a case for multiple finarfuidils to serve the domestic economy better. Thdt goa
would complement the creation of an IFC, suppddgrated financial sector reform, and gain politica
traction for implementation of reforms.
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To market, to market
August 02, 2007

In December 1996, US Federal Reserve Chairman @Glaenspan raised the concern that stock prices had
been unduly lifted by “irrational exuberance”. TH8 government acted swiftly, banning stock market
trading until speculation had been eliminated.

Of course, that response never happened. Nor ditd #regulators ban programme trading and stock
index futures after the Black Monday crash of Oetat®87, nor hedge funds after the collapse of Long
Term Capital Management in 1998. The presumptidningeregulatory responses in such cases is the
correct one—namely, that markets generally imptinf@mation flows, and allow more efficient decisio
making, including better risk management. When mtarkr market participants behave badly, specific
problems are identified and addressed, whethergbein to individual market participants, the
mechanisms of trading and general rules of the gamte manner of regulatory oversight.

In India, we often have a hard time even gettimgtetl. The official excuse for not permitting maryds
of markets is that they will behave badly, and geexploitation and manipulation. This attitude, of
course, is completely as odds with the stated palims of developing the Indian financial sectdoia
world-class competitor. In many cases, there isighanternational and domestic experience with miark
design to proceed quickly with setting up and ragrthe requisite markets.

Rupee currency futures are a good example of tesdion the part of policymakers. The RBI resporided
the June 2007 start of trading of rupee futuretherDubai Gold and Commaodities Exchange by setijmg
a committee on the matter. There is really notmmgh to mull over in terms of market design, sitiee
technology and institutional rules are off-the-$lpebducts. There are two possible objections twsider,
however. The first comes from current dealers, wight see their profits from a non-transparent rairk
with entry barriers squeezed by an open excharge.cbncern is often disguised as one about vibjedit
market stability. In fact, competition from placgsch as Dubai is going to affect these incumbemyway,
and market-making rewards are going to migrateseas. The second concern has to do with currency
management. The RBI has followed a policy of mamgge level and volatility of the exchange rate,
especially with respect to the US dollar. Wouldrency futures make the RBI's job harder?

The real answer is probably that the RBI needsljastits objectives, allowing greater flexibility the
exchange rate, while reserving the option of irdaimg to maintain some degree of market order and
predictability. At various times, regulators dog@aminimal limits on markets—the US SEC introduced
circuit breakers after Black Monday to avoid tragdimechanisms from being overwhelmed in extreme
circumstances. This does not mean that the RBleisppropriate regulator for currency futures. aujét
has no expertise in running an exchange, and aleetparticipant, it should definitely not be the
regulator. It is obvious that Sebi should regutateency futures trading, and that existing excleangan
add on these new products.

It is easy to confirm these intuitions by examinigat's happening on the DGCX. One can get rea tim
data on current trades, and historical data oreprémd volumes. After an initial rush, volume hettied
down at about $3-4 million per day. Given the RRlI&sition as market leader, futures prices hawekée
the spot rupee-dollar exchange rate quite closelg,also given insight into expectations, or risk
management needs of participants. For examplehéoperiod June 11 to July 15, the closing pricéuby

16 futures was above the spot rate on 20 of 25ngadhys. The maximum deviation was about 0.4%. The
corresponding figures for August 20 futures werelag@s and 0.57%. August 20 futures were above July
16 futures for the first seven days of this periat then below for 15 of the next 18 days. Onedman
more substantive analysis of the numbers, butetbsoins are clear: the market is orderly, it pravide
information to all, and it allows participants tanage their risks as they see fit. But the rewards
accruing to Dubai, and not to anyone in India.
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Setting up and running new financial markets isamger a difficult proposition, if trading instifioihs and
experienced regulators are already in place. Tisare need for India’s policymakers to delay irsthi
respect. In fact, some research by Bharat Ramasesaniatinder Bir Singh on the soya oil exchange
suggests that commodity futures markets can fumetiell even in the absence of integrated, fricssl
spot markets. With respect to currency and debketsyincluding derivative products, the RBI should
quickly hand over the charge to Sebi, which shaubdk with exchanges to introduce as many markets as
possible in a sequenced, orderly fashion. The RBidgper role is macroeconomic management, not
microeconomic details of running markets. This dogtsmean lack of monitoring or failure to manage
crises. The key point is that macroeconomic manageis unlikely to be compromised by enriching the
set of financial markets in India. The latter, umrt, is crucial if India is serious about financsaictor
development.

Macroeconomic tightrope act
August 16, 2007

Growing up in Delhi, like many of my middle-classntemporaries, | went to a Catholic school. Thew,
had classes in “Moral Science”, which | later readi was based on the Catholic catechism. | onglirec
that it began with “Who made all things? God maltlehangs.” | did not care for the subsequent parts
about all the types of sin and punishment, bussthmplicity and certainty of the formula was appeglilf
only we could have the same for macroeconomic paticleveloping economies. It might go something
like this, for India.

Can India have an open capital account, a fixethaxge rate, and control of domestic inflation?
No, it cannot. Nor can any economy.
How does China do it?

China relies on domestic financial repressionfieidily controlled interest rates and quantitatoantrols,
something India has moved away from. As a resodtials banking sector is probably much strongentha
China’s.

Then what should India choose?

If inflation control is a political imperative, Im@would have to choose between capital contrads an
exchange rate flexibility.

Why not a bit of both?

In practice, that is what many economies do. Qalstamanaging short-term volatility and possible
speculative bubbles are important. But ideally,tegia must be simple, transparent and not destreict
investor confidence. The hardest part is stickingrty fixed band for the exchange rate, if the mahlas
other ideas. It can be like walking a tightrope.

Since there is no strong evidence that foreigntabphhances growth in developing countries, whjéo
with it?

Foreign direct investment (FDI) is the exceptionhat negative picture, and seems to have pogjtioeth
effects. Perhaps this is because FDI is accompdyiéaflows of technical and managerial knowhowd an
is less likely to be wasted, stolen or otherwiseated to unproductive uses.

But can’t FDI go into areas such as real estateldaton?
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That is a general macroeconomic issue, and notfgpecforeign capital. Foreign capital can amplif
speculative asset bubbles. Controlling such buliblpsobably best done through managing overatlitre
conditions with monetary policy, backed by sounthficial regulation. (Note: even advanced economies
can mess up—the US housing bubble was exacerbgtgadn regulation of mortgage lending practices.)

So, aren’t you saying that domestic financial tugibns matter the most?

Yes, that is exactly what the evidence suggests.tdiigh question is whether openness to foreigitatap
inhibits, supports or is neutral with respect te tievelopment of domestic financial institutiongei in
the first case, forward-looking policy can rectifie negative impact. The growth benefit of deveigphe
domestic financial sector is another reason Inkdéaukl not go back to financial repression.

Going back to the exchange rate, hasn’t the rupsg®iseciation hurt exporters?

Yes, it has, especially those who export to the W&wnember, though, that the dollar has been depirggia
against most major currencies. Part of exportexalem was the suddenness of the fall.

But if the rupee stays high, will this not hurt gith—after all, wasn’t the East Asian miracle heljgd
undervalued exchange rates?

Recently, Dani Rodrik, at Harvard, has marshalefigoal evidence for this view, and tried to expldéhe
growth benefits of an undervalued real (that is,rtfarket rate adjusted for differences in purcltasin
power) exchange rate. The explanation relies oidie that market or institutional failures mayeaff
sectors producing tradable goods mo re severelyyatdhe tradable goods sectors are too small to
maximise growth. An undervalued real exchange mag correct the problem. But, as Rodrik recognises,
the exchange rate is a blunt instrument, and méatipg it is an inferior policy to fixing distortits

directly. Furthermore, India’s situation, and thel@l environment, may not be comparable to what
characterised East Asia decades ago.

What about China’s current success?

China uses capital inefficiently, and has a diffiéngolitical system within which to pursue its grbw
strategy.

But don't political constraints in India leave thdervalued exchange rate’ approach as the basibie
option?

If they do, India’s policymakers need to acknowledgis explicitly. Is the RBI able to say thatsthieing
forced to follow suboptimal monetary and excharage policies because the Centre cannot fix the
economy'’s real problems? Not likely. The RBI shondd be forced to walk a tightrope with the
politicians’ burden of generating sustained groimtbutput and employment.

So what should the government do?

Let the RBI serve its proper role—managing priaele and the banking system’s health. Encourage the
RBI to let go of some of its unnecessary contrasl work with it to continue reforming the finaricia
sector, trying to bring down transaction costshat tredit starts reaching the rural economy meeply.
Take its own policy actions to stimulate privatetse job creation.

Are there any dangers?
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The political dangers of acting are probably ovedaThe danger of not acting sensibly is thatRBé
and the economy, could fall off the tightrope. Tvauld not be as bad as eternal damnation, bufydain
nevertheless.

Inflation-growth track record
August 30, 2007

With the Reserve Bank of India (RBI) recently rexeg criticism from all sides for its management of
inflation and exchange rates, it is interestingxamine India’s recent inflation-growth track retoand
understand the causes behind its good performance.

India always seems to suffer in comparison to Chimaugh it may well do relatively better in thetmr
run—witness China’s mounting problems with quationtrol in manufacturing, environmental
degradation, and now even inflation. But put asige popular pairing, and instead look at Indiatieé to
a few other large developing countries.

The table shows annual percentage rates for rewitigrand inflation. In the last seven years, Irglia’
growth and inflation record is considerably bettem any of these countries. If one includes thigto
years around the Asian financial crisis, then #st lozen years make India’s relative performaock |
even better. One possible lesson from this compaisthat India has followed better policies dgrthis
period. Faster growth might be ascribed to catchipgor ongoing policy reforms, or even the late
unleashing of entrepreneurial energies.

But the inflation record has nothing to do withsbdactors. If we accept that inflation is a moneta
phenomenon, then the credit for good performandiigrfront must go to India’s chief money manager,
the RBI. The ostensible puzzle here is that the Bl not seemed to follow a monetary policy robét t
might fit with academic orthodoxy.

It is not particularly clear or transparent infilgctioning, it employs quite a few quantitativedan
discretionary (perhaps bordering on ad hoc) pdéegrs, and it simultaneously tries to manage large
external capital flows and the level of the excharage, along with domestic credit conditions. Yeg,
Indian economy’s inflation performance is quite dpbenchmarked against other large developing
countries.

On this evidence, one could also credit the RBhwintributing to a strong growth performance, siitc
has avoided the double-digit inflation rates theatéhat times plagued the other countries in thietabnd
empirical evidence across many countries and aver suggests that double-digit inflation hurts gitomA
related puzzle pertains specifically to capitalaastt openness.

Cross-country evidence, recently marshaled in rekday Abhijit Sen Gupta of Icrier, suggests a tiega
relationship between inflation and capital accoypgnness, the latter being measured by the nowlgopu
index constructed by Menzie Chinn and Hiro Ito.sTborrelation is particularly strong when inflaticates
are high and domestic institutions are weak. Adogrtb the Chinn-Ito index, Brazil, Indonesia, Mexi
and Russia (BIMR) all have greater capital accap@nness than India. Thus, the data in the tabked
on this BIMR-India comparison, are in direct codicgion to the simple negative relationship obsdriog
Sen Gupta.

One easy explanation (really a non-explanatioty gy that India is different. However, the real
difference between India and the comparison coemtriay be in the quality of its institutions. Aletother
four nations in the table have weaker democrasttirtions and feature prominent examples of
governments effectively transferring resourceditesethrough various macroeconomic and regulatory
policies. In this subset of the world’s nationsréfore, India’s RBI, and even its finance ministopks
quite good.
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Interestingly, Sen Gupta incorporates politicalremay conditions into a theoretical model, and sstgge
that capital account openness may work to chet&tiah by acting as a disciplining device on poldns.
The evidence from the data in the table suggeatghiis may not be a strong justification for capit
account openness.

Sen Gupta also looks at India’s record over time, argues for the same possibility of a disciplinin
effect, based on a negative relationship betwekation and capital account openness for the pet@fD-
2006.

Since this latter evidence is for a single countrgjostly controls for variation in institutiongluality.
However, this observed relationship does not ifeatiy causality—both variables might be affectgdib
third factor, or low inflation might be encouragifageign investment. One is really left with somezples
as to what has made India so successful in itsggaonomic management. In an earlier column (May
2005), | had cited work that suggested that, whepgrly measured, the RBI was following some versio
of a (modified) Taylor rule, and so it was effeeliwfighting inflation in an academically “approveday,
without explicitly kowtowing to any simple formula.

Clearly, the answer to the puzzle lies somewhetbédrdetailed political economy of India’s instituts:
we know that this creates strong inflation aversesnenderstanding this political economy bettervels
as the mechanisms that are determining both mammoetic policy decisions and macroeconomic
outcomes, will be helpful in recommending changethée way that the RBI operates.

Despite India’s macroeconomic success in the kasade, it is entering rougher and uncharted seds, a
sailing ahead may require a different approach thaine past, so changes will have to come.

How financially open is India?
Thursday , September 13, 2007

In my August 30 column, | examined India’s inflatigrowth record, and compared it to four otherdarg
developing countries: Brazil, Indonesia, Mexico &bsia (BIMR). India has recently done better thihn
of them. Its good performance on the inflation frgaes with an apparent lack of capital accounhopss.
This would make India an exception to the geneattlepn of a negative correlation between inflatiates
and openness, the explanation being that its ganeminstitutions perform better than those of8HdR
quartet.

But there is another wrinkle to this tale. The canmgon of capital account openness used the popular
Chinn-Ito index, which combines various measurdegdl restrictions on cross-border capital movetsien
using a purely statistical technique to determioe ko achieve the “best” combination. By this index
India has the lowest score (least capital opennesgsgh is -1.1. A score of 2.6 is the best possibl
achieved by several developed countries. The BIM&tgt's scores are, respectively, 0.2, 1.2, hé,-a
0.1. The comprehensiveness of the exercise undertak Chinn and Ito, and their use of the index in
various analyses of the links between financiakettggment and growth, have together contributedsto i
popularity. However, it tells only part of the stotJltimately, de facto financial openness andificial
integration are best indicated by relationshipasset prices. The idea is as follows.

The condition known as covered interest parity jGifates that, in the absence of market imperfestay
transaction costs, the interest differential betwi#&gancial assets of the same term denominated in
different currencies will equal the cost of coverin the forward market the currency risk from dge
between the two assets (arising from possible mewtsrof the exchange rate before the assets malfure)
there are frictions, then there will be a no-agge band (defined by two inequalities), rather thamgle
equality condition. This observation essentiallggall the way back to John Maynard Keynes, wriling
the 1920s, but recently, better data and new eaapitéchniques have allowed the idea to be applied
systematically. In the current context, capitaltools contribute to market frictions, and so thé&una of

31



Essays on India’s Economic Growth — Nirvikar Singlnjversity of California, Santa Cruz

the arbitrage thresholds gives insight into dedagienness, consequent on legal restrictions dssvel
market imperfections.

A brand new paper by Gurnain Kaur Pasricha, at B@&Cruz, applies the CIP-threshold analysisre ni
developed and nine emerging market economies,dstrJ095 data. Aside from the novelty of her data,
studying several emerging markets, she construstsvaindex of financial openness or integrationiclvh
shall call the Pasricha index. The Pasricha ind®s several components in addition to the threshold
bandwidth, measuring various characteristics oftimaple data outside the thresholds (how often, how
much, and how continuous). The index simply avesdgese components, a more intuitive approach than
that used in Chinn-Ito. The numerical values aerzdje to the sample of countries used, so theiétasr
index is purely ordinal. However, comparisons vtite Chinn-Ito index can be performed for any gigeh

of countries and data. For Pasricha’s sample,rieei aligns well with that of Chinn-Ito: with a celation

of 0.73. However, India emerges as the biggestesutl

For Pasricha’s data, the Chinn-Ito index rangem f2062 (shared by five developed countries) t093-1.0
(South Africa). India measures up at -0.95, sedastlin financial openness. However, accordindghéo t
Pasricha index, India ranks 11th out of 18 natiait) a value of 0.01, where the range is from itb2
UK) to -1.31 (Malaysia). Of the BIMR quarter, orexico is in Pasricha’s data set. Its Chinn-ltoerds
0.72 (again much higher than India), but its Pasrindex is only -0.03.

The upshot of all these numbers is that India’adéo financial integration is way ahead of itsesihnd
regulations. India’s record of good inflation outwes, in this view, is perfectly consistent with tigical
negative relationship between financial opennesdsrdtation rates. This does not negate the impmeteof
institutions. For example, it could be that theitagontrols that are on the books are being esfiby
sophisticated regulators in a manner that reducteskfrictions. It could also be the case, howethet
sophisticated financial institutions and privateteeparticipants are thwarting regulators’ intdétinally,
there may be tacit collusion among regulators amghtiers in the presence of political obstaclesvert
capital account liberalisation. Analysts and policgkers alike can do their jobs better by undedsian
the specifics of the situation encapsulated intweeindices for India. For example, these specifias/
lead policy makers to simplify controls, or chamgev they view the efficacy or benefits of the rules
currently in place.

Whatever the details of its institutional underpings, India’s de facto financial integration is
guantitatively established by the Pasricha indehicivpromises to be an important complement to the
Chinn-Ito index in assessing capital account opssireerhaps the most interesting extension of the
analysis for emerging markets would be to the otfiexe members of the BIMR quartet, and to cousitrie
such as China and Turkey, which also have low Ghimindexes. A final gloss on the issue of finahci
integration concerns financial crises. The Pasrafalysis and index calculations exclude crisisopkst

but can be extended to such situations, to exahmemarket frictions, as measured by the indexngba
during periods of turbulence.

6. Management

Lessons from a global innovation hub
Thursday , January 04, 2007

Business schools in the US are one example otthattry’s global leadership in higher educationthe
last few decades, the MBA degree has become al sifjhaving a particular skill set that corporatson
seem to covet. Many Indians have followed the rafifeursuing graduate management education in the
US, often following a first degree in engineerifiese individuals have started to occupy key lesddpr
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positions in US corporations, in business schaoid, in entrepreneurial ventures in places sucliliasrs
Valley.

The success of US management education has ndtgedccriticism. Some argue that US business
schools are too focused on research, and havth&istonnection to “real world” issues. Others tesm
as dysfunctionally focused on media rankings ameicial marketing fixes. Prospective students and
sponsoring employers are beginning to balk atrbeeising cost of acquiring the coveted MBA creidént
Meanwhile, global competition has intensified, m&ators have sprung up in Europe and Asia, oftiéh w
their own innovations, including more global perdpes, and better industry linkages. As one might
expect from places that teach management, bussices®ls are constantly seeking to cater to the ddma
of the marketplace, adjusting curricula and delivaethods. Part-time degrees, executive programs,
distance learning, educational joint ventures, iatetdisciplinary approaches are among the newer
developments.

Recently, Kyle Eischen and | undertook a studyheftrends in management education, eliciting tbevsi
of business school faculty and administrators, articularly those of Silicon Valley executives. We
wanted to understand the global trends that widpghthe demands on corporate managers over thegomi
years, and how well business schools are perceivbd responding to these evolving needs. Silicon
Valley is an important test case, as a global iatiom hub that regularly spawns new ideas and new
businesses. It is also distinguished by its ventapstal industry, and the presence of talent fedinover
the world, especially India and East Asia. It isneoto two world-class business programs, at Stdrdnd
Berkeley. At the same time, the Valley has exgligitlied on technological rather than management
innovation, and technologists sometimes have aasynelationship with the finance, accounting and
marketing graduates of business schools. The digmbiis exacerbated by the fact that much of the
business school talent in Silicon Valley continteebe imported from elsewhere.

What did our study reveal? Silicon Valley execusivecognise and respect the ability of businessatsh
to turn out graduates with strong analytical anttfional training. However, these skills are alntaken
for granted — in a way, a measure of the succetisedfIBA model. What executives were looking for
was something more: they saw abilities to managesacultures, communicate effectively, lead and
motivate, integrate techniques across functioredsor disciplines, negotiate, and deal with emergi
markets, as areas which are very important, butdeatly handled by business school curricula. This
perspective reflects the globalisation of busineggeneral, and of Silicon Valley in particular thie
challenges are seen to go beyond narrow appro&zmeanaging global information systems or supply
chains. Another aspect of management emphasiz8iibgn Valley executives had to do, unsurprisingly
with technology. However, the lessons were sulbtien just reinforcing the importance of technology,
innovation, or intellectual property rights. Theug that concerns executives is how to managesadicés
of knowledge and the innovation process to devatgpcommercialize products in a world where
technologically complex products have to work witbbmplex systems. The globalisation and
fragmentation of value chains only compounds thisglexity.

The message from executives was remarkably clehcamsistent. It remains to be seen how quickly and
how well US business schools, whether incumbenitsewr entrants, will respond to evolving business
needs. They are certainly trying. UCLA offers agyaon that includes time in Shanghai and Bangalore.
Yale plans to require a semester abroad for aMB#\ graduates. Wharton is building global allias@nd
establishing outposts in the Pacific Rim. UC Saeddihas established a new business school that@aims
integrate closely with local technology firms ime®om and biotechnology.

In this ferment, there is a huge opportunity fatitiis management schools. The global need for
management will only grow, as knowledge becomesvan-more important component of economic
activity. And as manufacturing continues its stoftAsia from the US and Europe, training managers s
that they have some experience in Asia will becamee important. European business schools
successfully responded to US innovations in managéeducation, with their own offerings that were
more industry-linked, focused and global. Indialsiness schools have the advantage of the country’s
newfound reputation, a strong alumni base, anditfagiith English. What they need are resources,
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stronger industry linkages, and a supportive patisyironment. India’s government should be proacitiv
allowing foreign collaboration, encouraging indysparticipation and helping Indian management
education to be at the cutting edge of the latasisttion. Finally, lest one dismiss this as atistli
recommendation, compounding India’s past poligytdiivard higher education, note that a large peaggn
of managers we surveyed viewed ethics and sodie@eneurship as important areas for management
education. Silicon Valley's ethos has always ineldighaking the world a better place. Google’s infarm
motto is ‘Don’t be evil.” Many of Silicon Valley'sewest entrepreneurs would say, more positivelg, ‘D
well while doing good.” Strengthening their exigtimdian links through India’s business schoold dal
India some good.

Management in the 21st century
January 3, 2008

Academic writing for newspapers are free of the polsions of work-a-day journalists, and can take a
longer view of matters, in keeping with the staigdiri universities (for example, Al-Azhar, Bologneda
Oxford) as among the oldest continuously functigrimstitutions in the world. At the beginning otth
year, when there are many prognostications of @B@8 holds in store, I'd like to take an even lange
period for my predictions. This means looking atdat trends rather than specific events—though
understanding these trends can sometimes guidsattieular.

With my own university planning a new managemehbstfor Silicon Valley, | have been giving some
thought to the nature of management, and howct@nging, along with changes in the nature of ittme f
itself. The issue has great importance for Indi#gelopment, because it is human ingenuity in crgat
and managing organisations that harnesses for iadagain the fruits of our parallel ingenuity in
understanding and mastering the natural world alsdhanagers, at home and in key positions in tBe U
and elsewhere, have proved themselves to be wiaidd whenever given a chance.

Even hunter-gatherers and early farmers had to gearesources, tools and teams, but modern chalienge
of management begin with the Industrial Revolutibne factory system and the assembly line required
close coordination of workers and machines in tHastries, to manufacture ever more complex goods
ever increasing variety. In some ways, this procesginued through almost two centuries, culmirgtm

the great corporations that dominated the industdganomies of the world, making steel, automolsled
engineering goods. As graduate management edudsiame professionalised after the Second World
War, managers were trained to work within thesgdarorporate hierarchies, with the ethos of theofsc
system and assembly line pervading the head cdogell.

If the first phase of professional management vgascated most with labour and materials, the sicon
saw finance come to the fore. Basic financial iratmns such as limited liability shares are muaten|
but the 1980s saw an explosion of financial marketsinstruments. Finance became a preeminent
management topic, and its importance was illugirbtethe entry of industrial and retail firms iraceas of
finance such as consumer credit and mortgagesglditi@n to the further rise of already prominent
financial firms. Perhaps the worst side of the ifzation with finance came with old-line energy firm
Enron, which went from building power plants to agiong in complicated financial shenanigans that
quickly led it to ruin.

After materials, labour and capital, what is |€ftie final factor of production, one that will bestfocus of
management in the next century, is knowledge. tthiseterm to include data and information, and
embodied (such as skills) as well as disembodikebints) knowledge. Silicon Valley illustratesth
importance of knowledge as the next frontier of aggment. The region has been the centre of crucial
innovations in information technology that have m#doossible to create global value networks,ipgtt
very different demands on managers than the higaiccorporations that marked the last century.
Managing in Silicon Valley is about technologyetatl and teams. Factory production is still impastan
course, but it has been routinised, outsourcecbéfisored, leaving at home the tougher issues of
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managing creativity and collaboration across cakufanguages and time zones. What are some specifi
areas of importance for managing in a knowledgeta&sonomy? Intellectual property management is one
example. Another is information analytics, inclugltechniques of data mining and filtering. Perhidygs

most challenging area of all is that of managinipboration among highly skilled, widely dispersed
individuals—the “creative class” that ultimatelyivdrs wealth creation. In the old-style corporation,
“personnel” evolved into “human resources.” The maamne may stick, but it will be more like “human
capital” management. In many cases, the conceplttoafs of finance will continue to be importantitb

the best managers will also need to understandrthers of technology and talent.

At their best, Indians are adaptable as well aptadelaptability comes from growing up in a societiyh

a permanent overlay of a foreign language and @jltogether with an unparalleled degree of doresti
diversity. Some of the most successful among thudians in corporate management (and in academia)
have combined an undergraduate technical backgmnaithdyraduate management education, which serves
the demands of the knowledge-based economy wellewte US will continue to hold its global lead in
graduate education for a long time, it will be netgting to see if India can develop the right kinls
graduate management education, and on a much krgkerthan before. This is important because these
managers will be in charge of the many new global that India must create if its economy is tefke
growing rapidly for decades. Of course, innovationkigher education that prepare India’s econoany f
the coming century require, first of all, a simpfepassive expansion of capacity. That will requér

totally new regulatory and funding model, which ens to be developed.

Managing our emerging worlds
January 17, 2008

The forces of globalisation and innovation are agétg the modern corporation, making it more
geographically dispersed, more networked (relatigaa well as technologically), more culturallydise,
and less hierarchical. The implication of thesengeas is that we are at an inflection point in taeure of
management, and therefore of management educatisome ways as significant as the change heralded
by the Industrial Revolution. In my last columrsuggested that one can look at the managemenecball
engendered by this process in terms of a greatesfon knowledge, versus the other factors of prisoiu
(labour, capital and resources). Another, moreifipaonceptualisation of the new century’s managatn
challenges is in terms of four interrelated ‘emeggivorlds’.

The virtual world is in many ways the product offc®in Valley, being the descendant of all
microprocessor-based technologies, though these ltesn combined with storage and communication
technologies that had some of their roots elsewl@mm information sharing to interaction, economic
transactions, and parallel lives and universesyittigal world has become the means to fully expres
peoples’ desires to connect, communicate and coitab. The embedding of digital technologies irsth
of old and new products and services has createdkimels of businesses, and reshaped old businesses,
internally (organisational forms) and externallygtomer and supplier relationships).

The developing world is advancing at least patthnks to the innovations of the virtual world. Riste is
dissolving, and knowledge transfer acceleratingn€lnd India, with a third of the world’s poputatj are
growing at speeds unprecedented for countries $iwdr and important portions of their economiegeha
been catalysed by the fruits of digital technolsegieven the world’s poorest, the ‘bottom of thegmyid,’
can at least be given hope by the connections astdeductions enabled by the technologies unaeylyi
the virtual world. The promise of these developraésia more evenly balanced world in the long run,
albeit with increased stresses and strains alamgvety. Management practice in the 21st centurytveille
to encompass the new, multi-polar economic landseapwill have to go well beyond the old
management model shaped by the needs of GM, P&Ghairdcohorts.

The green world, which has been eroding sincerntiadtrial Revolution, is facing its greatest chadie
ever, arising from the emergence of the developiodd, and the two giants in particular. There tave
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sets of challenges for rescuing the green world,lming reduction of effluents and other wasted,tha
second being the conservation of fuels of all kiffidese two goals may be complementary (more effici
engines), or they may conflict (for example, etHarse can reduce fossil fuel extraction, but harm
biodiversity), increasing the complexity of the ragement task. Both goals ultimately aim to reduce
damage to the ecosystem, and recover or protetgtaen world”. Solutions require innovations in
technology, public policy and social behaviour, aochmercial sustainability of innovations can be an
important contributor to sustainability.

The inner world, representing the drivers of hurbahaviour, is in some sense the last frontier of
knowledge. Managing creativity and collaborationoaig fellow human beings is perhaps the most
difficult and fundamental challenge of managemeactfice, in capitalist firms, government organisas
or voluntary associations. Intertwined innovatiaesoss many disciplines—neuroscience, behavioral
economics, evolutionary biology, and psychology@viding new insights into individual and social
behaviour. Interestingly, the virtual world is @kand an arena for exploring the inner world, tigio
bioinformatics, games and simulations, and collatiee discovery, and provides a new set of toals fo
management education and practice.

What are some practical implications of this viewthe future of management? The 1950s and 1960s saw
a systemisation of management education whereby éusiness school graduate is expected to have a
good analytical toolkit, and basic competence #aarsuch as economics, finance, marketing and
accounting. Interpersonal skills have always pressemore of a challenge. Surveys suggest that g@do
value them, but business school graduates do adtoPthe problem may be that “soft” skills aredto
measure and reward.

It is also may be that management education isnethie curve with respect to teaching such skitie

case study method, which has been the staple chigeament education, is based on a fundamental human
ability to learn through storytelling. However, teeng through experience is even better. Interrshig a
limited way of achieving this, since students carb®let loose too freely on running businessesarby,

there is enormous scope for adapting the toolee¥irtual world for teaching. Online games andrunl
worlds are going to be an important new mediurmfanagement education, but they will have to be
designed specifically to enable management studemtsster specific challenges such as negotiatich
collaboration.

One of my continual concerns is to understand thegects for the Indian economy, and to offer ot
for its continued development, whether it is rursé of information technology, expertise in finahci
services, or higher education overall. Perhapsldpweent of IT-based learning tools for management
education is yet another opportunity
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