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Summary and Recommendations

Observation 1: The Indian economy recently encountered serious turbulence and will
require important reforms to stabilize it. To some extent, India’s problems reflect India’s deep
and ongoing financial integration with the world economy. For example, between 2010 and
2012, India received about $160 billion in foreign capital inflows. With the U.S. Federal
Reserve planning to reverse its unconventional monetary policy and as the U.S. economy has
rebounded, some of this money is flowing back to the U.S., causing currency declines and
turmoil in several emerging markets, especially India. But India’s problems also have deeper,
domestic origins, and require serious reforms to overcome them (elaborated in my recent New
York Times article (attached)). Fiscal consolidation, based on eliminating wasteful subsidies and
introducing new taxes, will be critical. But looming elections could complicate reform actions
and perpetuate uncertainty and turbulence.

Observation 2: Economic uncertainty over the last year has triggered unprecedented
liberalization of foreign direct investment (FDI) and other capital inflows. This seems
paradoxical, at first blush, but is consistent with international experience that governments take
action when a sense of crisis looms. In the last year, India has liberalized its FDI regime in
several sectors—multi-brand retail, defence, petroleum and natural gas, stock exchanges,
telecommunications, infrastructure—to a greater extent than in recent history. In order to attract
foreign capital, the government also relaxed a number of constraints to foreign equity, portfolio,
and debt inflows.



Prediction: Further opening to foreign investors, especially providers of financial services,
is likely. A new pension-related bill has just cleared one of the two chambers of the Indian
legislature. This bill paves the way for foreign investment—up to 26 percent--in the sector, with
additional increases in the foreign limit linked to the draft insurance legislation. This insurance
legislation, if passed, would allow for increased foreign ownership of insurance firms from 26
percent to 49 percent. The new governor of the central bank has signaled an openness to
reforming the financial sector and to encouraging foreign participation in the Indian banking
system.

Recommendation 1: The time may be ripe for pursuing a bilateral investment treaty (BIT).
The recent spate of FDI liberalization—as well as competitive pressure from US-China
investment negotiations—could pave the way for India to pursue a BIT. Although negotiations
will have to address some difficult issues, including investor-state disputes and visa issues, the
domestic actions necessary to allow international negotiations are being taken.

Recommendation 2: A BIT is but a stepping stone for creating a broad and strategic
framework for US-India trade. This framework would include as critical elements
embracing the principle of, and initiating preparatory work toward, a free trade agreement
in the medium term.

This framework is necessary for a number of reasons. First, the prize is big. India has had 30
years of close to 6 %2 percent growth, and about 8 %2 percent in the last decade. In 2012, it
became the world’s fourth largest economy after the US, China and Japan (PPP dollars). Its trade
in goods and services is about a billion dollars. It will need investments in infrastructure, and
imports of natural gas and services, in all of which the US has comparative advantage as a
supplier. Moreover, India-US trade is well below potential (about 50 percent) which a free trade
agreement could rectify.

Second, the framework is required to address the broader regulatory challenges facing US
business in telecommunications, preferential market access policies, intellectual property, tax
uncertainty and others. These challenges will be ongoing and some credible mechanism needs to
be in place as a means for resolving them.

Third, more importantly, it is required to address the discrimination that each country is
imposing on the other. India has signed (or is negotiating) free trade and economic partnership
agreements with its largest trading partners that are all major competitors to the US: Europe,
Japan, Singapore, ASEAN, and possibly ASEAN-plus 6 (which includes China and South
Korea), and Canada.

Soon, if not already, this discrimination may be the biggest challenge for US business in India.
These RTAs are neither as comprehensive in their coverage across and within sectors as the
FTAs negotiated by the United States, nor as expeditious in the time frame for implementation.
Because India’s barriers are high and the market is large and growing, the disadvantage to



American companies can be substantial. The US is inflicting similar discrimination on India by
negotiating the Trans-Pacific Partnership (TPP) and Trans-Atlantic Trade and Investment
Partnership (TTIP).

Fourth, the broader framework will be necessary to re-vitalize the multilateral trading system by
moving beyond a Doha Round to what Aaditya Mattoo (World Bank) and | have called a China
Round of trade negotiations (http://piie.com/publications/interstitial.cfm?ResearchiD=1999). The
US-India relationship has a key role to play in keeping China tethered to the multilateral system
and, more broadly, ensuring its peaceful rise.

Finally, the broader framework will represent “Going big”. And going big is necessary because
this is a relationship between two great democracies with deep commonalities; because this is a
marathon not a sprint; because this is a multi- not uni-dimensional relationship; and because
Going Big is the best way to address even the small. You can’t solve problems relating to
chicken (or even financial services) by only talking chicken or insurance.

I. Recent macro-economic background, challenges, and reforms

India has experienced close to 6 % percent growth for over thirty years since 1980. As a result,
India is now a 2 trillion dollar economy (measured at market exchange rates). In purchasing
power terms, it became in 2012 the world’s third largest economy (US$4.7 trillion). Its trade in
goods and services is close to a trillion dollars, and expected to double every seven years.

But recently, India has experienced a bout of severe turbulence. After a decade of rapid growth,
averaging close to 8.5 percent, India’s GDP started to decelerate from late 2010, reaching a low
of 4.4 percent in the first quarter of 2013 (Figure 1).

The recent turbulence also reflects India’s deep and ongoing financial integration with the world
economy. For example, between 2010 and 2012, India received about $160 billion in foreign
capital inflows. With the U.S. Federal Reserve planning to reverse its unconventional monetary
policy and as the U.S. economy has rebounded, some of this money is flowing back to the U.S.,
causing currency declines and turmoil in several emerging markets, especially India. The rupee
declined by about 20 percent against the dollar within a short period of time and has now
recovered some ground (Figure 2). Looming elections will remain a source of uncertainty.

But domestic factors—fiscal populism, weak governance, and policy uncertainty—nhave also
played an important role. Consumer price inflation has remained at or close to double digits for
over three years. There are recent signs of a let-up especially in wholesale and core inflation but
fundamental inflationary pressures remain a source of serious concern (Figure 3). Another
worrisome trend is the deterioration in India’s external balances. India’s current account deficit
that has remained less than 3 percent of GDP for many years, is now about 4.5 percent of GDP
(Figure 4). This current account deficit and the need to finance it has been the proximate cause of
the recent troubles, including the decline in the rupee.
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Underlying the problem of inflation and external imbalances is the fiscal position. As a result of
rising expenditures, mainly devoted to the social sectors and transfers, which have doubled in per
capita terms over the last decade, the government’s budget deficit has remained close to 10
percent of GDP (Figure 5).

Late last year, in response to these adverse developments, and in order to head off a looming
investment downgrade by the foreign credit ratings agencies, the government undertook reform
actions. It enacted measures to reduce fuel subsidies on diesel and limit the subsidy on cooking
gas. The reductions are ongoing and take the form of small but steady increases in the consumer
price of diesel. It approved greater foreign direct investment (FDI) not just in multibrand retail
but in aviation, broadcasting and power exchanges.

In response to the recent troubles, a number of measures have been taken to encourage foreign
capital inflows into the Indian market. The qualified foreign investor (QFI) scheme has been
expanded to cover a wider range of permissible investments, including mutual funds, equity and
corporate bonds. Limits on inflows into Indian government and corporate securities have been
increased to US$ 81 billion today, up from 66 billion at end-2012 while the withholding tax on
these investments has been lowered to 5 percent. The limit on foreign debt borrowing (External
Commercial Borrowings, ECBs) has been raised to $40 billion today, up from 20 billion in May
2011. Within this limit, priority is accorded to ECBs for infrastructure financing. There are
virtually no limits on foreign portfolio investments in the Indian equity market. In response to
exchange market turbulence, some restrictions have been placed on the ability of Indians (but not
foreigners) to invest or send remittances abroad.

Economic stability can be restored through major reforms to cut inefficient spending and raise
taxes, thereby pruning the deficit and taming inflation. On the spending side, the subsidies for
fuel, power, and fertilizers need to be cut. On the tax side, India’s version of the value-added tax
(the Goods and Services Tax, GST) needs to be implemented expeditiously. The GST will place
the Indian finances on a sounder medium-term footing, make them more transparent, and also go
some way toward creating a common market in India. These steps need not come at the expense
of the poor. For example, India is implementing an ambitious biometric identification scheme
that will allow targeted cash transfers to replace inefficient welfare programs.

India can still become a manufacturing powerhouse, if it makes major upgrades to its roads, ports
and power systems and reforms its labor laws and business regulations. But the country is in pre-
election mode until early next year. Elections increase pressures to spend. So India’s weakness
and turbulence may persist for some time yet.

Il. Trade and Investment background

In the last decade, US exports of goods to India increased about 700 percent in the last decade.
Exports of services have doubled in the last four years. US FDI has increased from US$200
million to US$6 billion.



Reflecting the combined impact of policy liberalization, technological change and India’s
internal dynamism, India’s trade surged during the last decade (Figure 6). Exports of goods and
non-factor services surged seven-fold in just over a decade from US$60 billion to US$ 420
billion. And imports also increased seven-fold from US$75 billion in 2000 to US$525 billion in
2011. As the chart shows, India recovered robustly from the impact of the global financial crisis.
India’s openness ratio (the ratio of trade to GDP) doubled over the course of a decade from about
25 to 50 percent. Indian global integration is thus well under way.

Similarly, India’s FDI has also increased but from a very low base of about US$3.5 billion in
2000 to US$43.5 billion just before the crisis. FDI has not completely recovered from the global
financial crisis but recent measures should carry forward the momentum established earlier
(Figure 7). India’s FDI inflows remain well below those of China (which have averaged close to
US$ 100 billion over the last decade), so India has to catch up for the nearly two decades of
surging FDI that China has benefitted from.

This surging trade and investment has benefitted the United States and India. India’s exports to
the US has increased by about 250 percent since 2000, from US$ 9 billion in 2000 to US$32
billion in 2011 (Figure 8a). The United States is India’s largest export market. More
dramatically, US exports of goods to India have increased by nearly 700 percent, from US$ 3
billion to US$ 23 billion (Figure 8b). However, China has overtaken the US as India’s largest
supplier of goods and services, and the US is not even amongst the top three sources of imports
for India. It is important to note that US-India trade is broadly balanced unlike India-China and
US-China trade, so that the scope for trade frictions from exchange rate and macroeconomic
policy is minimized in the case of India-US trade.

Trade between India and the US in services is also surging. Between 2006 and 2010, US exports
of services to India (cross-border delivery plus sales by US foreign affiliates) have more than
doubled from about US$ 12 billion to nearly US$ 25 billion. This remarkable growth occurred
during the global financial crisis. A similar trend characterizes India’s exports of services to the
US (Table 1).

In terms of FDI, two points are worth noting. First, the United States is not the largest investor
(consistently) in India. According to OECD data (Figure 10), US FDI to India surged from about
US$200 million to nearly US6 billion in 2010. But the United States was surpassed by the
United Kingdom for the most recent period and by Japan in earlier periods. So, the potential
exists for large increases in US FDI to India.

Second, FDI like trade in goods and services is also increasingly becoming two-way. A study
commissioned by Federation of Indian Chamber of Commerce and Industry (FICCI) showed that
between 2004 and 2009, 90 Indian companies made 127 Greenfield investments worth US$ 5.5
billion in metals; software and IT Services; leisure and entertainment; industrial machinery;
equipment and tools; and financial services. During the same period 239 Indian companies



invested in excess of US$ 20 billion in merger and acquisitions in different states and across a
wide range of sectors. As a result, tens of thousands of direct jobs (predominantly US citizens),
supporting many more indirect ones, have been created.

I11. Recent and Prospective Liberalization of Financial Services

India has undertaken a series of reforms in the financial sector aimed at making it more
competitive but also more resilient to shocks. For example, India is one of the fourteen countries
(out of 27 that are Basel Committee members) that have issued final Basel 111 capital rules.

Two outstanding pieces of draft legislation relate to pensions and insurance. Recently, the draft
pensions bill was passed by India’s lower house of parliament. This bill paves the way for
foreign investment—up to 26 percent--in the sector, with additional increases in the foreign limit
linked to the draft insurance legislation.

More uncertain is the fate of the draft insurance legislation that would allow for increased
foreign ownership of insurance firms from 26 percent to 49 percent. At the moment, there does
not seem to be political consensus to ratify this bill which may have to await the conclusion of
elections, currently scheduled for early next year.

However, the medium term prospects (after the next elections) for more reform of the financial
services sector appear promising. Even on the insurance bill, the differences between the two
main parties are more tactical, relating to extraneous political issues, than substantive. Both
broadly share the objectives and content of the draft legislation.

Perhaps, more importantly, the new governor of the central bank has signaled an interest in
broader reform of the financial sector. In 2009, Dr. Raghuram Rajan authored a report which laid
out a road map for reforming the Indian financial system
(http://planningcommission.nic.in/reports/genrep/rep_fr/cfsr_all.pdf). For example, in relation to
the banking system, which is still dominated by state-owned banks, he said:

India has a number of foreign owned banks, many of whom have been with us a long time and
helped fuel our growth. They have been in the forefront of innovation, both in terms of improving
productivity, as well as in terms of creating new products. We would like them to participate
more in our growth, but in exchange we would like more regulatory and supervisory control over
local operations so that we are not blindsided by international developments. The RBI will
encourage qualifying foreign banks to move to a wholly owned subsidiary structure, where they
will enjoy near national treatment on a reciprocal basis. We are in the process of sorting out a
few remaining issues so this move can be made.

He also indicated an interest to internationalize the rupee, to remain open to capital flows, and to
liberalize restrictions on investment and position-taking in India’s financial markets.
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IV. Bilateral Investment Treaty (BIT)

The rationale for a BIT between the US and India was succinctly laid out in a letter sent to
President Obama In December 2011 by a number of Senators, including Senator Mark Warner.
Matthew Stokes and Niraj Patel of the Center for Strategic and International Studies (CSIS;
http://csis.org/files/publication/121126 Stokes BlTandBeyond web.pdf) discuss in detail the
case for a BIT between the US and India, including the rationale, content and likely political
impediments. India has signed at least 80 such agreements, including European nations, ASEAN,
and Japan which arguably leads to discrimination against US investors.

For India, two additional and recent developments might increase the incentives for India to
embark on BIT negotiations with the US.

First, in the last year, India has liberalized its FDI regime—to multi-brand retail, defence,
petroleum and natural gas, stock exchanges, telecommunications, infrastructure—arguably to a
greater extent than in recent history. In multibrand retail, some of the more onerous sourcing and
other requirements were also relaxed.

This recent spate of FDI liberalization paves the way for India to pursue a BIT. Although India
still has a number of sectors in which FDI is partially restricted (for example, defence
production, civil aviation, banking, insurance, broadcasting, stock exchanges, depositories), the
climate for liberalization has become more propitious.

Second, it will not go unnoticed in India that the US and China have made progress in their BIT
negotiations. There will therefore be competitive pressure on India to engage similarly with the
United States.

Clearly, negotiations will have to address some difficult issues, including pre-establishment
rights, investor-state disputes and visa issues, but the domestic actions necessary to allow
international negotiations are being taken, and moreover, the external competitive pressure to do
so have increased.

V. Investment climate: States versus Center

In recent years, there has been a considerable shift in economic and political power to the states.
Indeed, most issues that critically concern investors—Iland, infrastructure, human capital, law
and order—are largely the domain of states. So, even if there is an improvement in governance in
the federal government, what happens in the states will increasingly determine India's economic
fortunes.

It is not that leadership in the states is better on average than at the center, but in a decentralized
India, a few visibly successful experiments can have powerful repercussions for the economy.

Capital and labor can and will flow from the laggard states to the performing ones because India
is broadly an economic union. The laggards will have fewer excuses for non-performance if the
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experience of a neighboring state is better. In the past, the southern states were the pacesetters.
This is no longer the case today. There are encouraging improvements in states across India—in
the north (Delhi, Haryana, and Himachal Pradesh), west (Gujarat), east (Bihar and Chattisgarh),
and Central India (Madhya Pradesh).

This competitive dynamic is one cause for hope. The other is that the Indian voter is increasingly
rewarding good governance. Until recently, India's political system was characterized by anti-
incumbency, with identity politics trumping good governance and economic performance. As a
result, politicians had little incentive to deliver essential services and enact lasting reforms.
Recently, though, Indian voters have reelected many incumbents who improved economic
outcomes while throwing out poor performers, as exemplified by the ousting of the Communist
party in West Bengal. These trends portend reasonable rates of economic growth in India even if
the scorching rates of the past decade prove elusive.

These trends reinforce the need for outsiders to deal increasingly with state governments,
especially the better governed ones. At this stage, these contacts will have to involve dealings
between these state governments and the private sector and private investors. India’s
constitutional structure will not allow state governments to take on direct international
obligations. One possibility in the future is for state governments to push the federal government
to take on international obligations on their behalf. For example, India could join the WTO’s
Government Procurement agreement, in which the list of covered entities could be state
government and their agencies. But in relation to the financial sector, this might be more
difficult because many or most of the laws and regulations in this sector come under the domain
of the federal government.

Decentralization is not without risks. The governance of the economically best performing states
is based on leaders who, while democratically elected, have few checks and balances.
Decentralization has also arguably not gone far enough because the states have been very
reluctant to extend its advantages to local governments, which has had a pernicious effect on
urbanization. Cities in India need more autonomy and their leaders need to be held more
accountable.

V1. The Way Forward: A New Strategic Framework

Trade and economic relations between India and the United States need a broad strategic
framework. This framework would include as critical elements embracing the principle of, and
initiating preparatory work toward, a free trade agreement in the medium term. This is so for a
number of reasons.

First, the prize is big. The starting point for forging a cooperative partnership is the recognition
that despite frictions, the underlying potential is enormous. In my recent book Eclipse: Living in
the Shadow of China’s Economic Dominance, | project that the Indian economy has the potential
to post medium-term growth of about 8 percent. Once India navigates the current turbulence, this



4.7 trillion dollar economy will double every 7-10 years; the trillion dollar trade could also
double every 7 years so that by 2018, it could reach close to 2 trillion dollars.

Moreover, currently US-India trade is well below potential. They are mutual under-traders.
Prachi Mishra (of the International Monetary Fund) and Devesh Roy (International Food Policy
Research Institute) calculate that, all things equal, US exports to India should be 50 percent
greater than current levels. India’s exports to the US should be about 25 percent greater too.
Emiko Fukase and Will Martin (World Bank) estimate that a comprehensive US-India FTA
would almost double US exports of goods and services to India; and increase Indian exports to
the US by 15 percent. While both countries would gain, the US would gain substantially.

India will need about a trillion dollars worth investments in infrastructure, its demand for energy,
including for natural gas, will be enormous, as to will its demand for services, including financial
services. My Peterson Institute colleague Brad Jensen has shown that the US could
disproportionately benefit from these developments because it has a comparative advantage in
supplying services.

Second, the framework is required to address the broader regulatory challenges facing US
business in telecommunications, preferential market access policies, intellectual property, tax
uncertainty and others. These problems will inevitably be of a recurring nature. To resolve them
without excessive frictions, the two countries will need an ongoing mechanism of dialogue
backed up by more formal arrangements, including possibly a free trade agreement.

Third, the framework is required to address the discrimination faced by US business in Indian
markets and vice versa. A BIT cannot be this mechanism because of its relatively narrow scope.
And for that reason it offers limited scope for trading mutually advantageous concessions. The
BIT, desirable as it may be, will need to be complemented in the medium term by a broader
strategic framework.

Soon, if not already, this discrimination may be the biggest challenge for US business in India.
US firms and businesses are not being targeted for direct discrimination. Rather this
discrimination is happening indirectly but substantially because of India signing (or being on the
verge of signing) free trade and partnership agreements with nearly all the major competitors to
the US.

A major development of India’s trade policy over the last decade has been the aggressive pursuit
of regional trade agreements, especially but not confined to Asia. In addition to comprehensive
economic partnership agreements with Singapore and Japan, India is either negotiating or has
negotiated some form of RTAs with a number of countries and regional groupings.

These include: Agreement on South Asia Free Trade Area (SAFTA) with Afghanistan,
Bangladesh, Bhutan, and Maldives; India-Thailand FTA, which will include ASEAN-plus tariff
concessions; India-ASEAN Comprehensive Economic Cooperation Agreement (CECA);



Regional Comprehensive Economic Partnership (RCEP) Agreement among ASEAN + 6, the
latter comprising Japan, Korea, and New Zealand, Australia, China, India); India - EU Broad
Based Trade and Investment Agreement (BTIA); Global System of Trade Preferences (GSTP).

Now these RTAs are neither as comprehensive in their coverage across and within sectors as the
FTASs negotiated by the United States, nor expeditious in the time frame for implementation. But
they signal India’s interest in seeking access to markets abroad. Equally more important, the
strong “Look East” nature of the policy is a reaction to China’s strong and growing economic
presence in East Asia.

All these agreements provide more favorable access to non-American suppliers and because
India’s MFN tariffs and barriers can be high in some sectors, the discrimination can be
substantial. And add to that the fact of India’s large and growing market, and US suppliers can
really be disadvantaged.

Of course, it must be added that the United States is reciprocating this discrimination (also
indirectly) against Indian business when it negotiates the Trans-Pacific Partnership (TPP) and the
Trans-Atlantic Trade and Investment Partnership (TTIP).

Fourth, the broader framework will be necessary to re-vitalize the multilateral trading system by
moving beyond a Doha Round to what Aaditya Mattoo (World Bank) and | have called a China
Round of trade negotiations (http://piie.com/publications/interstitial.cfm?ResearchiD=1999). The
US-India relationship has a key role to play in keeping China tethered to the multilateral system.
The United States and India, individually and collectively, have a vital interest and key role in
ensuring China’s peaceful rise as argued by Ashley Tellis (Carnegie Endowment for
International Peace) and C. Raja Mohan (Observer Research Foundation).

Finally, the broader framework will represent “Going big”. And going big is necessary because
this is a relationship between two great democracies with deep commonalities; because this is a
marathon not a sprint; because this is a multi- not uni-dimensional relationship; and because
Going Big is the best way to address even the small. To put it more colloquially, “you can’t
solve problems relating to chicken (or even financial services) by only talking chicken (or
insurance).”

My colleague C. Fred Bergsten and I will soon be finalizing a book, Breaking Ground by
Breaking Barriers: An Economic Partnership of the Largest Democracies, which will elaborate
fully on such a broad framework, its rationale, content, the impediments to achieving it and how
they might be overcome.
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Figurel. India: Quarterly GDP Growth, 2005-2013 (in percent)
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Figure 2: India: Exchange Rate Developments, 2001-August 2013
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Figure 3. India: Inflation, 1996-2013 (in percent)
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Figure 4. India:Current Account Deficit (in % of GDP)
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Figure 5: India: Government Budgetary Position (Net lending in percent of GDP)
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Figure 6. India: Trade in Goods and Services, Trade Openness Ratio, 2000-2011
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Figure 7. India: Foreign Direct Investment, Net Inflows
(US$ billions)
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Figure 8a. India: Top 5 Export Markets in 2011 (US$ bn.) 1/
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Figure 9. Top OECD Foreign Direct Investors in India, 2001-2011, (million of US dollars)
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Table 1. India-US Trade in Services, 2006-2010

US Exports to India

% Change,
Year 2006 | 2007 | 2008 | 2009 | 2010 2010-2006
Cross-border 6533 | 8747 | 10189 | 9890 | 10317 58%
Foreign sales by
US firms 5455 | 7305 | 9755 | 13064 | 14238 161%
TOTAL 11988 | 16052 | 19944 | 22954 | 24555 105%

India’s Exports to US

Cross-border T437 | 9825 | 12465 | 12447 | 14155 0%
Foreign sales by

Indian firms 3633 | 5159 | 6540 | 7070 | 7314 101%
TOTAL 11070 | 14984 | 19005 | 19517 | 21469 04%

Source: Ministry of Commerce, Bureau of Economic Analysis
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Why India’s Economy Is
Stumbling

By ARVIND SUBRAMANIAN

WASHINGTON — FOR the past three decades, the Indian economy has grown
impressively, at an average annual rate of 6.4 percent. From 2002 to 2011, when
the average rate was 7.7 percent, India seemed to be closing in on China —
unstoppable, and engaged in a second “tryst with destiny,” to horrow Jawaharlal
Mehru's phrase, The economic potential of its vast population, expected to be
the world's largest by the middle of the next decade, appeared to be unleashed
as India jettisoned the stifling central planning and economic controls
bequeathed it by Mr. Nehiw and the nation"s other socialist founders.

But India’s self-confidence has been shaken. Growth has slowed to 4.4 percent a
vear; the rupee is in free fall, resulting in higher prices for imported goods; and
the specter of a potential crisis, brought on by rising inflation and enppling
budget deficits, looms.

To some extent, India has been just another victim of the ebb and flow of global
finance, which it cmbraced too enthusiastically, The threat (or promise) of
tighter monetary policies at the Federal Reserve and a resurgent Ameérican
economy threaten to suck capital, and economic dynamism, out of many
emerging-market economies,

But India’s problems have decp and stubborn origins of the country's own
making.

The cumrent government, which took office in 2004, has made two fundamental
errors. First, if assumed that growth was on autopilot and failed to address
serious struciural problems. Second, flush with revenues, it began major
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redistribution programs, neglecting their consequences: higher fiscal and
deficits.

Structural problems were inherent in India’s unusual model] of economic
development, which relied on a limited pool of skilled labor rather than an
abundant supply of cheap, unskilled, semiliterate labor. This meant that India
specialized in call centers, writing software for European companies and
providing back-office services for American health insurers and law firms and
the hke, rather than in a manufacturing model. Other economies that have
developed successfully — Taiwan, Singapore, South Korea and China — relied
in their early vears on manufacturing, which provided more jobs for the poor.

Two decades of double-digit growth in pay for skilled labor have caused wages
to rise and have chipped away at India’s competitive advantage. Countries ke
the Philippines have emerged as atiractive alternatives for outsourcing. India’s
higher-education system is not generating encugh talent to meet the demand for
higher skills. Worst of all, India is failing to make full use of the estimated one
million low-skilled workers who enter the job market every month.

Manufacturing requires transparent rules and reliable infrastructure. India s
deficient in both. High-profile scandals over the allocation of mobile broadband
spectrum, coal and land have undermined confidence in the government. If land
cannat be casily acquired and coal supplies easily guaranteed, the private sector
will shy away from investing in the power grid, Irregular electricity holds back
investments in factories,

India’s panoply of regulations, including inflexible labor laws, discourages
companies from expanding. As they grow, large Indian businesses prefer fo
substitutc machines for unskilled labor. During China’s three-decade boom
{1978-2010), manufacturing accounted for about 34 percent of China’s
economy. In India, this number peaked at 17 percent in 1995 and is now around
14 percent.

In faimess, poverty has sharply declined over the last three decades, to about 20
percent from around 50 percent. But since the greatest beneficiaries were the
highly skilled and talented, the Indian public has demanded that growth be more
inclusive, Democratic and competitive politics have compelled politicians to
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s, ﬁif“;g.
address this challenge, and revenues from buoyant growth provided the -’fy“é.,\\
to do so. '{1’:?‘ ;

Thus, India provided guarantees of mural employment and kept up subsidies to
the poor for food, power, fuel and fertilizer. The subsidies consume as much as
2.7 percent of gross domestic product, but corruption and inefficient
administration have meant that the most needy often don't reap the benefits.

Meanwhile, rural subsidies have pushed up wages, contributing to double-digit
inflation. India’s fiscal deficit amounts to about 9 percent of gross domestic
product {(compared with structural deficits of around 2.5 percent in the United
States and 1.9 percent in the European Union). To hedge against inflation and
general uncertainty, consumers have furiously acquired gold, rendering the
country reliant on foreign capital to finance its trade deficit.

Economic stability can be restored through major reforms to cut inefficient
spending and raise taxes, thereby pruning the deficit and taming inflation. The
economist Raghuram G. Rajan, who just left the University of Chicago to run
India’s central bank, has his work cut out for him. 3o do Prime Minister
Manmohan Singh, also an economist, and the goveming party, the Indian
National Congress. These steps need not come at the expense of the poor. For
example, India is implementing an ambitious biometric identification scheme
that will allow targeted cash transfers to replace inefficient welfare programs.

Inclia can still become a manufacturing powerhouse, if it makes major upgrades
to its roads, ports and power systems and refiorms its labor laws and business
regulations. But the country is in pre-election mode until early next year.
Elections increase pressures to spend and delay reform. So India’s weakness and
turbulence may persist for some time yel

Arvind Suelraramniam, a senior fellow of bosk the Peterson faefitute for fiernariome]
Economics and the Center for Giiobal Development, is e awthor of “Eciipse; Living in the
Shadow of Cking 's Ecomamic Dominaace. ™



