NDIA
POLICY FORUM
voLuME @ 2005‘06

Willem H. Buiter and Urjit R. Patel on Fiscal
Deficits, the Financial Sector, and Growth

M. Govinda Rao and R. Kavita Rao
on Tax Policy and Tax Reform

Sheetal K. Chand and Kanhaiya Singh

on Inflation Targeting

Surjit S. Bhalla and Tirthatanmoy Das

on Labor Markets
([ I )

Roger G. Noll and Scott J. Wallsten on Univergal.

Sexvice Obligation in Telecommunications

EDITED BY
SUMAN BERY, BARRY BOSWORTH
ARVIND \PANAGARIYA 5 o O
o ® o0 eoooeo
o/ 0O o ® 0600 00
([ ( @) @)
= = o
O o
@)



POLICY FORUM
voLuME @ 2005|06

EDITED BY
uman Bery
Barry Bosworth
Arvind Panagariya

NATIONAL COUNCIL OF APPLIED
ECONOMIC RESEARCH
New Delhi

BROOKINGS INSTITUTION
Washington, D.C. .e

. q )

SAGE Publications ) @
New Delhi / Thousand Oaks / London®© O
O O @ OO0 e @ ® O
® Oeee )
2@ [=] ® O O O 0O O
O

O ® 600

@ O
@]
O
@]

@ 000
O

@] @)



Copyright © 2006

BROOKINGS INSTITUTION

AND

NATIONAL COUNCIL OF APPLIED ECONOMIC RESEARCH

First published in 2006 by

Sage Publications India Pvt Ltd
B-42, Panchsheel Enclave

New Delhi 110 017
www.indiasage.com

Sage Publications Inc
2455 Teller Road
Thousand Oaks, California 91320

Sage Publications Ltd
1 Oliver’s Yard, 55 City Road
London EC1Y 1SP

Library of Congress Serial Publication Data applied for

ISSN: 0973-4805
ISBN: 10: 0-7619-3540-1 (PB) 10: 81-7829-706-X (India-PB)
13: 978-0-7619-3540-7 (PB) 13: 978-81-7829-706-4 (India-PB)

All rights reserved. No part of this book may be reproduced or utilized in any form or by any
means, electronic or mechanical, including photocopying, recording or by any information storage
or retrieval system, without permission in writing from the publisher.

Published by Tejeshwar Singh for Sage Publications India Pvt Ltd, typeset in 10.5/13 Times by
Star Compugraphics, Delhi and printed at Chaman Enterprises, New Delhi.



POLICY FORUM
voLuME @ 2005|06

Editors’ Summary vii

WILLEM H. BUITER and URJIT R. PATEL
Excessive Budget Deficits, a Government-Abused

Financial System, and Fiscal Rules 1

Comments by Abhijit V. Banerjee, Robert Lawrence, and Indira Rajaraman 39
General Discussion 50

M. GovINDA RAo and R. KaviTA RAO

Trends and Issues in Tax Policy and Reform in India 55
Comments by Shankar Acharya and T. N. Srinivasan 108
General Discussion 114

SHEETAL K. CHAND and KANHAIYA SINGH
How Applicable Is the Inflation-Targeting
Framework for India? 123

Comments by Rajnish Mehra, Kenneth Kletzer, and Partha Sen 164
General Discussion 178

SURJIT S. BHALLA and TIRTHATANMOY DAS
Pre- and Post-Reform India: A Revised Look at
Employment, Wages, and Inequality 183

Comments by Kaushik Basu, Devesh Kapur, and Esther Duflo 234
General Discussion 249

RoGER G. NoLL and ScoTT J. WALLSTEN

Universal Telecommunications Service in India 255
Comment by Harsha V. Singh 275
General Discussion 283



PURPOSE

India Policy Forum 2005-06 comprises papers and highlights of the
discussions from the second India Policy Forum (IPF) conference, held
July 25-26, 2005, in New Delhi. IPF is ajoint venture of the Brookings
Institution and the National Council of Applied Economic Research
(NCAER) that examines India's reforms and economic transition using
policy relevant empirical research. The Editors acknowledge the generous
support of the State Bank of India, Tata Sons, Citigroup, and HDFC Ltd.

Theobjective of the | PFisto generate theoretically rigorous, empirically
informed research on important current and unfolding issues of Indian
economic policy. A panel of established researchers has agreed to support
thisinitiative for aninitial period of three years. Overall guidance is being
provided by a distinguished international advisory panel.

Papers appear in this publication after presentation and discussion at a
yearly conference in New Delhi. During discussions at the conference, the
authors obtain helpful comments and criticism about various aspects of
their papers. These comments are reflected in the journal as discussants
comments. The papers, however, are finaly the authors' products and do
not imply any agreement by those attending the conference or providing
financial support. Nor do any materialsin thisjournal necessarily represent
theviews of the staff members or officers of the NCAER and the Brookings
Ingtitution.

CORRESPONDENCE

Correspondence regarding papers in this issue should be addressed to the
authors. Manuscripts are not accepted for review because this journal is
devoted exclusively to invited contributions.
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Editors’ Summary

I his is the second volume of the India Policy Forum. The journal is

jointly promoted by the National Council for Applied Economic
Research (NCAER) in New Delhi and the Brookings Institution in
Washington, D.C., with the objective of presenting high-quality empirical
research on the major economic policy issues that confront contemporary
India. Theforumissupported by adistinguished advisory panel and agroup
of active researchers who participate in the review and discussion process
and offer suggestionsto the editors and the authors. Our objectiveisto make
the policy discussion accessible to a broad nonspecialist audience inside
and outside India. We also hope that it will assist in the development of a
global network of scholars interested in India's economic transformation.

The five individual papersincluded in this volume were selected by the
editors and presented at a conference in Delhi on July 25-26, 2005. In
addition to the working sessions, John Williamson, amember of the advisory
panel, gave a public address on the topic “What Follows the Era of the
USA asthe World's Growth Engine?’ The papersfocus on several issues of
great relevance to India’'s current economic situation. Thefirst three papers
involve issues of government fiscal and monetary policy: the implications
of alarge and sustained fiscal budget deficit, India's experience with tax
reform, and the relevance of the inflation-targeting framework for Indian
monetary policy. The fourth paper provides a detailed review of develop-
ments in labor markets and the distribution of income since the initiation of
large-scale economic reforms in 1991. The last paper provides a critical
assessment of policiesaimed at promoting universal accessto telecommuni-
cations services.

In their paper, Willem Buiter and Urjit Patel explore the mechanisms by
which India’s continuing high fiscal deficits (at both the federal and state
levels) affect the sustainable growth of the economy. Intheir view, the abuse
of afinancial system heavily dominated by the government represents a
key channel by which the fiscal position influences economic growth and
vulnerability; accordingly, their paper aso extends to an examination of
the financial system.

Following a crisis in 1991, India has witnessed a turnaround on many
indicators of macroeconomic performance. It hastransited from an onerous
trade regime to a market-friendly system encompassing both trade and

vii



viii INDIA POLICY FORUM, 2005-06

current payments. The sum of external current payments and receipts as a
ratio to gross domestic product (GDP) has doubled from about 19 percent
in 1990-91 to around 40 percent currently. There hasa so been someliberal-
ization of cross-border capital account transactions, although significant
constraints remain in place on cross-border intertemporal trade and risk
trading.

Although average annual real GDP growth over the postreform period
has been only modestly higher than in the previous decade (6.2 percent
from 1992-93 to 2004-05 compared with 5.7 percent from 1981-82 to
1990-91), India continues to be one of the fastest-growing economies in
the world. India's balance of payments has been strong and inflation has
been moderate.

After asharpinitial adjustment in the early 1990s, India’ s net public debt
has risen steadily as a share of GDP, athough at about 70 percent of GDP,
it remains below thelevelsrecorded at thetime of the 1991 crisis. Following
custom, Buiter and Patel consolidate the central bank into these estimates,
but not the publicly owned commercia banks, on the grounds that to do so
would beto assumethat the (implicit) guarantee of liahilitiesin such banksis
certain to be called. In addition to public debt of this magnitude, recognized
and explicit guaranteesin 2003 amounted to afurther 11.3 percent of GDP.

By the standard of most emerging markets, including severa that have
experienced crisis, India’ s public and publicly guaranteed debt is very high.
The composition of this debt has changed significantly in the fifteen years
sincethe crisis of 1991. Net external debt has declined sharply, shifting the
burden of public debt onto the domestic market. Thisdomestic debt isrupee-
denominated. In addition, India continues to maintain selective (discretion-
ary) capital controls, particularly those that keep arbitrage-type flows (ex-
ternal borrowing by domestic financia intermediaries, investment by foreign
institutional investorsin fixed-income securities, and short-term borrowing
by practically anyone) in check. While India faced a combined internal
(fiscal) and external (foreign exchange) transfer problem during the years
leading up to the crisis of 1991, the weakening of the fiscal position since
the late 1990s represents an exclusively internal resource transfer problem.

Given repeated and costly crisesin several emerging markets associated
with possible public debt default, Buiter and Patel first conduct formal
fiscal sustainability tests, revisiting an analysis they undertook a decade
earlier. Although their fiscal sustainability tests are not conclusive, they
find that government solvency may not be a pressing issue at this juncture.
The reason India has been able to remain solvent despite the sustained
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fiscal deficitsof the past twenty yearsisthe combination of fast GDP growth
and financia repression.

They notethat globally, thelevel of risk-freeinterest ratesat all maturities
and credit-risk spreads are extraordinarily low at present. Continuation of
the pattern of recent years—a steady increase in the debt—-GDP ratio—will
sooner or later raisethe public debt to unsustainablelevels. Political pressure
to enhance government expenditure on social sectors and improve public
(infrastructure or utility) services hasincreased in the aftermath of the 2004
general election.

Buiter and Patel then examine two potential channels for the impact of
the government on the quantity and quality of capital formation in India
Thefirstisfinancia crowding out—the negative effect of public borrowing
on aggregate (private and public) saving. The second isthe effect of govern-
ment institutions, policies, actions, and interventions, including public
ownership, regulation, taxes, subsidies, and other forms of public influence
on private savers, privateinvestors, and thefinancial marketsand institutions
that intermediate between them. A simple growth accounting framework is
constructed to compare India’s investment efficiency with that of selected
large countries. They find Indian investment inefficiency to be relatively
high, China's to be even higher.

Across the world, from the European Union's (ill-fated) Stability and
Growth Pact to the United Kingdom’s Golden Rule and Sustainable | nvest-
ment Rule, there have been attemptsto bind governmentsto fiscal rectitude
through formal legal or constitutional devices. In September 1994 an agree-
ment was reached between the Reserve Bank of India and the Central
Exchequer to phase out ad hoc treasury bills, which hitherto facilitated
automatic monetization of the budget deficit. The Indian Parliament, in
August 2003, voted for the Fiscal Responsibility and Budget Management
Act (FRBMA), which required that the central government’s fiscal deficit
not exceed 3 percent of GDP and that the deficit on the revenue (current)
account be eliminated.

The fiscal rules that India has embraced—perhaps in recognition of the
serious systemic inefficiency that the fiscal stance has engendered—are
evaluated. The requirement that the revenue budget be in balance or surplus
isvery likely to be the binding constraint on the central government. Even
if the gross investment version of the golden rule (limiting debt issues to
capital financing) isthe operative one, the Indian central government’sgross
capital formation program amounted to no more than 1.5 percent of GDP
in 2003—-04. Net central government capital formation is even lessthan that
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and may well be negative in years that economic depreciation is high. The
authorsjudge that agreat deal of current expenditure will be reclassified as
capital expenditure if the golden rule were ever to be enforced serioudly.
Regarding the likelihood of the rules being enforced, they point to the ab-
sence of any features of the FRBMA that compel governmentsto act counter-
cyclically during periods of above-normal economic activity or (asin India
during these past threeto four years) exceptional ly low interest rates. Further-
more, the fiscal rules under the FRBMA do not address the key distortions
imposed by the Indian state on the private sector through financial repression,
misguided regulations, and inefficient ownership and incentive structures.

Tax reform has been amajor component of the economic reform agenda
in India during the last twenty years. In their contribution on this subject,
Govinda Rao and Kavita Rao offer acomprehensive treatment of the evolu-
tion of the direct and indirect taxes in India, their shortcomings relative to
an ideal tax system, the reforms undertaken so far, and their future course.
They note that according to the theory of optimal taxation, revenue-raising
taxes should consist exclusively of consumption taxes with the rates of tax-
ation being dependent on various demand el asticities. In turn, theideal con-
sumption tax can be mimicked by avalue-added tax (VAT) that taxes output
at the desired rate but rebates the tax paid on the inputs, thereby only taxing
the extravalue added at each stage of production. In practice, theinformation
on the demand elasticities required to implement the optimal VAT israrely
available. Moreover, its variegated structure is administratively complex,
givesriseto tax disputes and tax evasion, and resultsin lobbying pressures
becoming the main determinants of the tax structure. Therefore, a system
characterized by greater uniformity in tax rates has gained popularity with
policy analysts and policymakers in recent years.

Sincethe 1950s, Indiahasrelied on both direct and indirect taxesto raise
revenue. Direct taxes include both the personal income tax and corporate
profit tax. Indirect taxes include domestic commodity taxation and custom
duties. Domestic commodity taxation initially took the form of exciseduties
that taxed output up to the manufacturing stage with no tax rebates on in-
puts and the sales tax by the states. In recent years, amodified value added
tax (MODVAT) that rebatesthetax paid on inputs at each stage of production
up to the manufacturing stage has progressively replaced the excise tax.
Custom duty revenues have principally been a by-product of import pro-
tection, and their share in total revenue increased especially rapidly in the
1980swhen the government decided to replace the previous system of import
guotas with enhanced input tariff rates. With the decline in protection after
1990, the importance of this source of revenue has been declining.
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The reforms during the last two decades have focused on both the design
aswell asthe administration of taxes. Marginal tax rateson personal income,
which had reached near 100 percent levels in the early 1970s, have now
been brought down to around 30 percent (with occasiona surcharges).
Simultaneously, the number of tax slabs has been reduced to three, and
some progress has also been made toward eliminating numerous ad hoc
exemptions. Similar steps have been taken in the area of corporate taxation.

Thebig pushintheareaof domestic commaodity taxation has been toward
the development of agenuine VAT and unification of thetax rates. Consider-
able success has been achieved in both tasks. Custom duties have been
brought down substantially, and their dispersion has been considerably
reduced. Improvement in tax administration has been more pronounced in
direct than indirect taxation.

Rao and Rao observe that the ratio of personal income tax to GDP has
increased from 2.1 percent in 1985-86 to 4.3 percent in 2004-05. Reductions
in indirect tax revenues as a proportion of GDP have more than offset this
gain, however. Central government domestic indirect tax collection declined
by 1.6 percentage points and the custom duty collection by 1.8 percentage
points over the same period.

It is tempting to argue that the increase in the income tax—GDP ratio
represents the operation of the so-called L affer curve whereby reduced rates
by themselveslead to increased revenue. Rao and Rao offer evidenceto the
contrary, however, and argue that the increase in the revenues from the per-
sonal income tax resulted from amore rapid growth of the organized indus-
trial sector that is covered by the tax net; deepening of the financial sector,
which makes transactions easier to track; and administrative measures in-
cluding the spread of tax deduction at source.

Rao and Rao also find that contrary to suggestionsin some of the recent
literature, personal income tax reform has resulted in increased equity.
Granted, the reduction in the dispersion of effective tax rates has led to the
richest individuals being subject to lower tax rates. But the reform has also
brought into the tax net many relatively rich individualswho previously did
not pay taxes. Thisisreflected in asignificant increase in the number of in-
cometax payersand the doubling of revenuesfrom the personal income tax.

Despite substantial rationalization of various components of the tax
system, indirect tax revenues remain highly concentrated in terms of com-
modities. Just five groups of commodities—petroleum products, chemicals,
basic metals, transport vehicles, and electrical and electronic goods—
contribute 75 percent of the total central domestic commodity tax revenue.
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Petroleum products alone, which have tripled their share over a thirteen-
year period, contribute over 40 percent. Almost 60 percent of custom duty
is collected from just three commodity groups: machinery (26.6 percent),
petroleum products (21 percent), and chemicals (11 percent). This concen-
tration exceedsthe concentration of output or of imports across commodities.

Rao and Rao recommend further rationalization of central taxes through
areduction in the number of tax rates and the elimination of exemptions. In
the area of corporation tax, they argue in favor of reducing the depreciation
allowance to more realistic levels. They aso point to a need for aligning
the corporate profit tax rate with the highest marginal tax rate on personal
incometax. With regard to import duties, the authors recommend aminimum
tariff of 5 percent on all imports as a step toward harmonizing duty rates
across commodities.

In the area of domestic commodity taxation, the goal must be a single,
unified goods and services tax. The achievement of this goal has severa
components. All specific duties must be converted into ad val orem rates and
the tax on services must be widened substantially. The sales tax must be
harmonized across states and, for collection purposes, integrated with the
central VAT, which should eventually cover all goods and services. This
unification will also allow the adoption of the destination-based sales tax
on all interstate trade. Keeping in view revenue needs, Rao and Rao recom-
mend that the total burden of taxation on goods and services should be
20 percent. Of this, 8 percent should be borne by the center and 12 percent
by the states.

The state of tax administration, resulting partially from the virtual absence
of data on both direct and indirect taxes, has been a major reason for low
levels and high costs of compliance. The absence of information has also
led to the evolution of a compliance system in which tax payments are ne-
gotiated between the payer and the government. The recent initiatives for
administrative reform that include the development of a computerized
information system and procedural changes such as expanded coverage of
tax deduction at source and systematized audit procedures have alleviated
this problem to some degree. Within direct taxes, eff ortsinclude outsourcing
of issue of permanent account numbers, a tax information network estab-
lished by the National Securities Depository Limited with special focuson
tax deductions at the source; and the Online Tax Accounting System. Within
indirect taxes, afew examples of new information systems are the customs
e-commerce gateway, known as ICEGATE, and the Customs Electronic
Data Interchange system. Further initiatives are under way, including a
systematic approach to compiling relevant data from a variety of relevant
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sources. Rao and Rao believe that, as a part of thisinitiative, it is critical
that mechanisms be set up for data sharing between direct and indirect tax
authorities, as well as between central and state tax authorities.

Inflation targeting has emerged as one of the most significant devel op-
ments in the theory and practice of monetary policy. Disenchantment with
the outcomes of the activist monetary policies of the 1970s and 1980s led
many economistsand policymakersto advocate asimplified and morerules-
based approach to monetary policy, one in which attaining and sustaining
price stability isgiven aclear priority. Many countries, however, have experi-
enced difficultiesin attempting to use the growth in monetary aggregates or
the exchange rate as a guide to such a policy. An inflation-targeting frame-
work (ITF), which consists of setting an inflation target and aligning mon-
etary policy to ensureitsattainment in atransparent and accountable manner,
isincreasingly advocated as abest-practice approach to controlling inflation.

In the long run, the inflation rate is the only outcome that monetary pol-
icy can influence. However, because thereisashort-run cost of disinflation,
atrade-off between inflation and unempl oyment, the optimum path of future
inflation implies agradual return to the desired rate. At the heart of the ITF
is a specific view of the inflation-generating process as a largely demand-
determined phenomenon, aconviction that the most efficient way of dealing
with inflationisthrough an interest rate rule, and the belief that the public’'s
inflation expectations can be managed. From this follows the prescription
that the central bank, as the custodian of interest-rate policy, should play a
dedicated and dominant role in promoting the inflation objective. Initialy,
inflation targeting was adopted by several industrial countries, but it has
recently spread to some emerging markets. At present, much of the focus
on monetary policy ison credit growth, not interest rates. Isthe I TF practical
in the absence of alarge role for market-determined interest rates?

In their paper, Sheetal Chand and Kanhaiya Singh ask whether such a
framework might be applicable to developing economies. In particular, is
thel TF suitablefor guiding the monetary policy of India? Earlier discussions
focused on the difficulties that devel oping countrieswould have in adopting
apolicy rule that assigns absolute priority to the control of inflation. They
often have less-devel oped financial institutions (requiring a more nurturing
approach by the central bank), an aversion to large exchange rate fluctu-
ations, or a need to be accommodative of some changes in fiscal policy.
Widespread public knowledge of these constraints implies that a policy
based on inflation targeting would lack credibility.

Chand and Singh examinetheissuefrom adifferent perspective, however,
arguing that the inflation process in India differs in significant respects
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from that commonly assumed to hold for the industrial economies. The
paper first tests a standard formulation of the ITF, relying on a paper by
Lars Svensson. This formulation explicitly incorporates a short-run trade-
off between inflation and the deviation of output from full employment (a
Phillips-curvetyperelationship). Intheir tests of the Indian experiencefrom
1970-71 to 2002-03, Chand and Singh find that the output gap isnot asig-
nificant determinant of inflation. Thus, they arguethat Svensson’sderivation
of the optimal policy rule is not satisfactory in the Indian context.

However, thisdoes not necessarily imply that demand factors have negli-
gible effects on inflation. The authors develop an alternative specification
that defines excess demand as the difference between the nomina GDP
growth rate and the growth rate of potential output valued at the preceding
year'srate of inflation. They find that this aternative version accords better
with conditionsin India. However, the demand-side eff ects are supplemented
by a substantial role for variations in input prices. In the final model, the
coefficients on the measures of demand conditions indicate some effect,
but the dominant role is that of supply-side factors.

The authors interpret the large role for supply-side shocks in the gener-
ation of inflation asarguing against reliance on the I TF approach. In addition,
thenominal interest rate appearsto be aless powerful instrument with which
to influence the inflation rate. They are also concerned about the potential
for undesirabl e side effectsthat might result from large variationsin interest
rates, such as large and persistent swings in exchange rates or asset values.

Chand and Singh favor a more balanced approach that employs both
monetary and fiscal policy asinstrumentsto control inflation and that isre-
flective of supply-side phenomenon. The more active role for fiscal policy
isjustified by their finding of ashorter transmission lag between an expend-
iturestimulusand theinflation ratethanistypical for the advanced countries.
However, they agree that more research is needed to establish fully therole
that fiscal policy should play.

Within the monetary policy sphere, they advocate the use of multiple
instruments rather than relying solely on interest rates. Examples would be
adjustments in liquidity requirements to regulate the supply of credit that
finances investment expenditures and direct controls on capital inflows.
They perceive these measures as having fewer adverse effects on asset valu-
ations. With regard to interest rate policy, the Reserve Bank of India might
seek to maintain a desired real interest rate, with the nominal interest rate
being adjusted whenever the underlying inflation rate deviates from target.
From time to time, shiftsin liquidity preference will result in asset trans-
actions that push interest rates above or below the target long-term level.
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Accommodating liquidity preference shiftsthrough appropriate open market
operations would help keep interest rates stable. All thisimpliesthat it may
be more prudent and welfare enhancing for Indiato pursue a strategy other
than the standard I TF to control inflation.

The performance of the Indian economy following the initiation of an
economic reform program in 1991 has been a subject of intense intellectua
debate. There are sharp differences of view on whether the economic situ-
ation of Indian workers improved in the postreform years. Some commen-
tators characterize the postreform period as a largely jobless expansion
with a marked slowing of real wage growth, particularly in rural areas.

Surjit Bhalla and Tirthatanmoy Das undertake a detailed review of the
available survey data on employment, unemployment, agricultural wages,
and income inequality over the past thirty years to examine several of these
controversial propositions. Much of the evaluation of the effects of the eco-
nomic reforms is confounded by the low frequency of detailed survey data
on the economic situation of Indian workers. The discussion has centered
on the results from large-scale quinguennia surveys of their employment
status conducted in 1983, 1987-88, 1993-94, and 1999-2000. Bhalla and
Das construct a more expansive time series of available data by including
two surveys from the 1970s and twelve smaller annual surveys from the
1980s and 1990s. The major advantage of the additional dataisthat it allows
abetter alignment of the data on labor market conditions with the initiation
of the reformsin 1991. Because 1991 was also ayear of economic crisisin
India, the precise dating of the end of the prereform period and the beginning
of the reform era plays a crucia role.

On the employment front, Bhalla and Das conclude that employment
growth slowed between 1991 and 2003 to 1.7 percent a year, compared
with a 2.6 percent rate in the 1983-91 period. They attribute alarge portion
of the slowdown during the 1990sto aslower rate of growth of the population
of labor force age and to a decline in the labor force participation rate
related in part to arise in the proportion of persons who remained out of
the labor force while enrolled in educational institutions. They argue that
the sow employment growth of the 1990s is not therefore a reflection of
weak labor market conditions.

Labor market surveys in India produce three alternative measures of
employment status. First, usual status classifies individuals among em-
ployed, unemployed, and not in the workforce on the basis of the principal
activity status of the individuals over the prior 365 days. Current weekly
status follows international conventions of classifying those who worked
at least one hour in the prior week as employed, and di stinguishing between
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unemployed and out of the workforce on the basis of whether they were
availablefor work inthe prior week. A third concept of “ current daily status’
is also determined in the quinquennial surveys. Individuals are asked to
report their activities over a seven-day period and to distinguish half days
in determining the activity status. Those who work four or more hours are
considered employed for the full day, and one to four hoursis considered a
half day. Similarly, persons who did not work but were available for four or
more hours are considered to be unemployed for the full day, and those
who were available for one to four hours are reported as unemployed for
half a day.

Bhalla and Das point to a general perception that unemployment has
increased in the postreform years as the primary rationalefor anew govern-
ment program aimed at providing job guarantees for rural families. They
argue, however, that the measures of unemployment based on usual and
weekly status show significantly lower rates of unemployment in the years
after 1991 rel ative to the experience of the 1970s and 1980s. Thisconclusion
also accordswith their earlier interpretation that the slowing of employment
growth in the 1990s was not indicative of a weak labor market. They also
point out that the educational level of the unemployed is high; thisis con-
sistent with aview that much of the unemployment isthe result of the more
skilled members of the workforce spending longer in search of better job
matches.

Third, the authors examine the patterns of real wage change in the post-
reform era. That analysis is faced with a severe shortage of high frequency
surveys of wage developments. The quinquennial surveys provide the only
information on economywide wages, and annual measures are available
only for agricultural wages. The quinguennial surveys do suggest an accel-
eration of real wage growth after 1993, from an annual rate of 2.5 percent
between 1983 and 1993-94 to 4.5 percent in the period of 1993-93 to
1999-2000. That pattern is apparent in the wage data for both urban and
rural workers.

Bhallaand Das undertake a more detailed analysis of the annual data on
agricultural worker wages, a subgroup of the rural workforce. Thisis also
the group for which wage growth is alleged to have slowed sharply after the
introduction of economic reformsin 1991. They compare two basic meas-
ures: the Survey of Agricultural Wagesin India (AWI), and wage datafrom
alesser-used Survey on the Cost of Cultivation (CoC) of major crops. The
AWI survey was terminated after 19992000 and the last available year
for the CoC is 2000-01. They use a new survey to extend the other wage
measures through 2004-05. The measures of real wage growth do grow at
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different rates over some subperiods and the year-to-year changesare erratic;
but neither the AWI not the CoC measure supports the notion of significant
deceleration of rea wage growth after 1991.

Finally, the trend in income inequality during the 1990s is a subject that
has generated great controversy among the group of researchers who have
written on the subject. The analysis is largely limited to a comparison of
data from the quinquennial surveys, and it is complicated by some changes
inthe survey methodology. Bhallaand Das believe that there may have been
some increase in inequality after 1993-94 but that the change is small and
largely limited to awidening of inequality at the very top of thedistribution.
It isalso difficult to match the timing of the change with theintroduction of
economic reforms. In summary, Bhalla and Das maintain that the frequent
assertion that the economic reforms have not helped Indian workersis not
supported by the data.

Though telecommunications reform in India began in the 1980s, it
achieved at best limited successin theinitial decade. Beginning in the early
1990s, technol ogical change and new government policiesexhibited greater
promise, with dramatic gains made in the quality of service as well as its
availability in the new millennium. Telecommunications reforms represent
amajor success of the economic reformsin Indiain the last decade. Unsur-
prisingly, however, telecommunications access has increased more rapidly
for wealthy and urban consumers than for poor and rural consumers. To
address this gap, India has adopted so-called “universal service” policies,
especialy targeting rura villages. The philosophy behind thedesireto spread
the serviceto al isthat certain services, such as electricity, water, and tele-
communications, should be available to all.

In their paper, Roger Noll and Scott Wallsten remind us that universal
service policies are typically justified on three grounds. First, the presence
of economies of scale may lead to the underprovision of the service. At
best, the firm will price the service at the average cost, which is higher than
the marginal cost when scale economies are present. If, in addition, the
market turns imperfectly competitive due to a single supplier or a handful
of suppliers, the service may be further undersupplied. Second, the govern-
ment may view some services as “merit goods’ that everyone should have,
regardless of their willingness to pay. Finaly, politics or regional develop-
ment goals may induce government to transfer resources to rural or low-
income constituents.

The “merit good” argument is easier to justify for universal access to
sometypes of infrastructurethan to others. Water and sewerage, for example,
involve large health externalities, and bringing these services to everyone
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can yield large socia benefits. The provision of universal telecommuni-
cations service is more difficult to justify along these lines. Given the pre-
sence of alarge proportion of the poor in the population, it can be argued
that the government revenues are better spent on direct poverty aleviation
programs. The issue of economies of scale pointsto the need for regulatory
measures rather than universal service. It is true that the scale economy
may take the form of an externality in the sense that the addition of new
customers may lower the cost of supplying the service to the existing cus-
tomers. But the firms, which are capable of figuring cost at various levels
of supply, can readily internalize such externalities. Nevertheless, perhaps
because of its political appeal, most countries in the world pursue the goal
of universal access to telecommunications services in some form.

Noll and Wallsten also argue that the case for subsidizing the incumbent
wire-line carrier, whether privatized or state-owned, to achieve the universal
service objective is weak since it offers relatively little service in the poor
areas in the initia equilibrium. In the era of state-owned monopolies, the
telecom provider had littleincentive to invest in telecommunications services
in general, as witnessed by the long waiting period to obtain connections
and the poor quality of servicefollowing installation. Telephone penetration
and usage were low, even considering developing countries' low incomes,
with service to poor and rural areas virtually absent.

India's first official universal service program was introduced as a part
of the 1994 National Telecom Policy. That policy set the goal of providing
certain “basic telecom services at affordable and reasonable prices’ to all
citizens. This policy was revised under the New Telecom Policy of 1999,
which made the provision of telecom servicesin remoterural areasahigher
priority and set certain specific goals to be achieved by 2002. When those
goals were not met, the Department of Telecommunications adopted two
objectives: providing public telephonesin villages and providing household
telephones in rural areas. The first objective was given higher priority.

A universal service fund was created based on the implicit assumption
that competition among private providers would not generate adequate ser-
viceinrura areas. The government al so took the view that it could minimize
the magnitude of the subsidy necessary to provide universal service by opt-
ing for only onefirmin any given area. The government financesthe subsidy
through two taxes. The first, the universal service levy, which goesinto the
Universal Service Fund (USF), is atax of 5 percent of adjusted gross re-
venues on all telecommunications providers except “pure value added
service providers’ such as Internet service providers. The second includes
access deficit charges (ADCs), which are incorporated into interconnection
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chargesand are paid directly to theincumbent state-owned enterprise Bharat
Sanchar Nigam Limited (BSNL) to compensate it for providing below-
cost servicein rural areas.

The USF isintended to reimburse the net cost (total cost minusrevenues)
of providing rural telecom service. Telecommunications firms bid for sub-
sidies to be received in return for providing service in rural areas in an
auction. The firm bidding the lowest subsidy, subject to the bid being no
higher than a benchmark established by information from the incumbent
wire-line monopoly, is eligible to be reimbursed that amount from the fund.
Any firm with a license to provide basic or cellular service in the relevant
service area is eligible to bid. The winner receives a subsidy for seven
years, subject to review after three years.

In nearly all service areas, only onefirm bid: the incumbent BSNL. Not
surprisingly, the BSNL bid exactly the benchmark amount, which was the
maximum subsidy the government was prepared to provide. The failure to
create genuine competition for rural public service arosefrom three problems.

First, the benchmark subsidy was based on data provided by BSNL,
whose accounts are aggregated in away that makesit impossible to separate
costs of its various operations. Second, BSNL receives nearly all of the
ADC cross-subsidies. Theincumbent has potential gainsfrom manipulating
how cost information is aggregated across service categories and across
high-cost and low-cost areas, because these data not only determine the
benchmark subsidy, but also the magnitude of the net deficit for al local
access service. Allocating some ambiguous cost elements to subsidized
areas can increase both the public telephone subsidy and the ADC subsidy.
Third, the auction allowed only basic service operators aready providing
rural service in the areato bid. Given the existing service was in any case
quite limited, there was no advantage to choosing the provider from among
the existing operators. Therefore, the exclusion of the firms not already
present had detrimental effect on new entry into rural servicescommensurate
advantage of choosing an existing operator.

ADC:s, the second major source of universal service, are paid by private
entrants to the incumbent based on the premise that basic access providers
face unprofitable socia service obligations and should therefore be com-
pensated for them by entrantswho are free to seek out profitable customers.
The assumption underlying the expectation of these lossesis that regulated
price ceilings on basic monthly access service charges applying to a large
number of customers are below the cost of service.

The ADC fee structure is highly inefficient for two reasons. First, the
price elasticity of demand is much greater for usage than for access. Hence,
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taxing usage to finance access substantially distorts the former for the rel at-
ively small gain in the latter. Second, applying the tax to only some calls
creates another distortion. The regulatory authority had intended to impose
ADC chargesfor five years and has recently reduced the fee so that it now
represents about 10 percent of the sector’s revenue rather than 30 percent
when it was first introduced

Noll and Wallsten argue that India’s universal service policies may un-
fortunately have had the unintended consequences of deterring investment
in precisely the areas they had hoped to target. The subsidies discourage
competition, and the most efficient operators are taxed to support the least
efficient operator. Fortunately, most of the telecommunications market in
India is sufficiently competitive and dynamic that growth may not been
hampered significantly by these inefficient policies. Nonethel ess, because
telecommunications is such an important industry, it is crucial to minimize
inefficiencies. Noll and Wallsten conclude that Indid's best approach for
achieving universal serviceisto ensurethat its policies promote competition
and do not favor any single firm over another.
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‘ apital formation is a key driver of the growth of potentia outpuit.
With India' s continuing widespread capital controlsand persistently

small inward foreign direct investment, the volume of capital formation in
the country is constrained by domestic saving. Depressed by the continuing
large public sector deficits, the national saving rate in India (the sum of the
saving rates of households, enterprises and the state) ismuch below China's
saving rate of nearly 40 percent of gross domestic product (GDP). Even
the extant Indian saving rate should be able to support a higher growth rate
than has been achieved thus far. An important reason it does not is that the
intermediation of savings, by the formal financial system, into domestic
capital formation is inefficient.

Since its external crisis of the early 1990s, India has witnessed a turn-
around on most indicators of macroeconomic performance. The process of
economic reform, including widespread general liberalization and reduction
in protectionism, launched in 1991 and steadily pursued thereafter, has
yielded positive results by eliminating somelongstanding structural rigidities
and has thus created potential for higher growth. During that period India
made the transition from an oneroustrade regimeto amarket-friendly system
encompassing both trade and current payments—IMF Article 8 compliance
was at last achieved. There also was some liberalization of cross-border

We would like to thank Suman Bery for detailed and comprehensive comments on an
earlier version of this paper. We are also indebted to Abhijit Banerjee, Barry Bosworth,
Kenneth Kletzer, Robert Lawrence, and Indira Ragjaraman. The views expressed in the paper
are those of the authors and not necessarily of theinstitutions with which they are affiliated.
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capital account transactions, athough significant constraintsremainin place
on cross-border intertemporal trade and cross-border risk trading.

Average annual real growth in GDP since the 1991 crisis has been only
modestly higher than in the previous decade (6.2 percent over 199293 to
200405 compared with 5.7 percent over 1981-82 to 1990-91). Yet India
continuesto be one of the fastest growing economiesin theworld. The most
far-reaching change has been its integration with the global market place
after four decades of inward-looking policies; the sum of external current
payments and receipts as aratio to GDP has doubled from about 19 percent
in 1990-91 to around 40 percent currently.

After improving moderately during thefive yearsimmediately following
the crisis, fiscal fundamentals have deteriorated again, as exemplified by
rising ratios of public sector debt and financial deficit to GDP. This buildup
of aggregate public debt has been accompanied by a sharp reduction in ex-
ternal indebtedness by the public sector. Although the private sector’sforeign
currency indebtedness hasincreased, it isstill very small (lessthan 3 percent
of GDP). Vulnerability to external financial shocks consequently has eased
to the point that an external financial crisisis not considered much of a pos-
sibility by politicians, in policy circles, or, even among academic econo-
mists. Official foreign exchange reserves are more than adequate to cover
(official and private) external debt. In addition, India continues to maintain
selective (discretionary) capital controls, particularly thosethat keep in check
arbitrage-typeflows—for instance, external borrowing by domestic financia
intermediaries, investment by foreigninstitutional investorsin fixed income
securities, or borrowing of a short-term nature by practically anyone. It is
therefore fair to say that while India faced a combined internal (fiscal) and
external transfer problem during the years leading up to the crisis of 1991,
theweakening of thefiscal positionin recent yearsrepresents an exclusively
internal resource transfer problem.

After peaking at 11.2 percent of GDP in 198687, public sector invest-
ment (gross domestic capital formation) declined, to 9.5 percent in 1989-90,
to 7.7 percent in 1995-96, and to about 6 percent currently. It is not a
straightforward exerciseto make inferences about the volume of investment
in the provision of public goods and services on the basis of the behavior of
the share of public sector gross domestic capital formation in GDP. On the
one hand, the public sector investment figuresinclude the behavior of awide
range of public sector enterprises (PSEs) that produce private (rival and ex-
cludable) goods and services. On the other hand, there has been growing
investment by private entities in the provision of certain public goods and
services (especially intelecommunications and ports). That notwithstanding,
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it is no exaggeration to say that public investment in infrastructure, along
with associated capital maintenance expenditures, has been cut to the bone,
and the state of services (drinking water and sewerage, roads, power supplies,
and the like) are testimony to the lopsided fiscal “adjustment.”

This infrastructure-unfriendly fiscal “correction” cannot be “seen” in
overall fiscal deficit numbers; to alarge extent, committed and * sacred cow”
expenditures, comprising interest payments, defense spending, and salaries
and pensions, combined with declining indirect tax revenue, haveto alarge
extent offset cuts in public investment. In fact the overall public sector fi-
nancial deficit as a share of GDP was about the same in 2003-04 as it was
in the crisis year of 1990-91; furthermore, the revenue (current) deficit is
substantially higher than it was.

Across the world, from the European Union's (ill-fated) Stability and
Growth Pact to the United Kingdom's Golden Rule and Sustainable | nvest-
ment Rule, there have been attemptsto bind governmentsto fiscal rectitude
through formal legal or even constitutional devices. India too in the last
decade has enacted such mechanisms. In September 1994 an agreement
was reached between the Reserve Bank of India (RBI) and the Central
Exchequer to phase out by 199798 the ad hoc treasury billswhich hitherto
facilitated automatic monetization of the budget deficit (the borrowing gap
after all other financing instruments have been exhausted). This, in itself,
did not precludethe RBI from participating in primary issues of central gov-
ernment securities or operating in the secondary marketsfor central govern-
ment debt, but it left these decisions to the RBI's discretion. The Indian
Parliament, in August 2003, passed the Fiscal Responsibility and Budget
Management Act (FRBMA), which requires that the fiscal deficit of the
central government should not exceed 3 percent of GDP by 2007—08 and that
the deficit on the revenue account woul d be eliminated by the same date. The
specified annual reductionsin the two measures are 0.5 percentage point of
GDP (or more) for the revenue deficit and 0.3 percentage point of GDP (or
more) for thefiscal deficit. The FRBMA was amended in July 2004 to shift
the terminal date for achieving the numerical targets pertaining to fiscal
indicators by one year to 2008-09. The act also barred the RBI from sub-
scribing to government paper after March 31, 2006. Nevertheless, borrowing
from the RBI to cover “temporary excess of cash disbursement over cash
receiptsduring any financial year”—essentially ways and means advances—
is permitted. In February 2004 the government constituted a task force to

1. One must, of course, consider the growth aspect of infrastructure provision. These
“network industries” are considered to be “accelerators’ for total factor productivity.



4 INDIA POLICY FORUM, 2005-06

devise a strategy for implementing the FRBMA; the task force analysis
and recommendations were made public in July 2004. The critical recom-
mendations were on the revenue side of the deficit equation and included
measures to enhance direct taxes by 2 percentage points of GDP and to
shift the revenue base of indirect taxesto include agreater share of services.
Under India’s federal political structure, states are highly autonomous.
Extending the framework of the FRBMA to the states therefore requires
independent legidative action by the states. In addition to the government
of India, several states have passed fiscal responsibility acts; thefirst six to
do so (accounting for 45 percent of GDP) include Karnataka (which acted
as early as August 2002), Kerala, Punjab, Tamil Nadu, Uttar Pradesh, and
Maharashtra. The common features include imposition of quantitative and
time-bound targetsfor fiscal consolidation, multiyear fiscal plans, and regu-
lar reporting to respective legislatures of progress toward annual targets.
India's overflowing foreign exchange coffers have created a set of polit-
ical economy consequences different from those that were faced during most
of the post-independence period. Specifically, theforeign exchangereserves
have eased pressures to rectify India's fiscal mismanagement. In the past,
when external reserves were much more modest and externa debt much
higher, India’s policymakers were quite aware that large fiscal deficits sus-
tained over along time period would either spill over into higher levels of
inflation (if the deficit was monetized) or abalance of payment crisis(if the
government relied increasingly on external borrowing). Since both outcomes
had harsh political repercussions, policymakerswere forced to act with due
caution—most of thetime. Now with high level s of reservesand low externa
debt, politicians are much less worried about either concern. Market-based
liberalization has eased (but not eliminated) supply-side weaknesses, and
monetization has not yet been seriously resorted to, thereby attenuating
inflationary pressures. Indeed, the increasing disjuncture between large
internal fiscal imbalances on the one hand and improving external balances
on the other is analytically relatively unexplored territory in India.2
The following observations broadly identify the picture that emerges:
—The country has no history of default or even restructuring on external
(or internal) debt servicing.®

2. Kapur and Patel (2003). A lively debate on the analytical specifications of the Indian
macroeconomy in the context of liberalized trade and capital flowsis under way, with notable
contributions by Lal, Bery, and Pant (2003), Sen (2004), and Singh and Srinivasan (2004).

3. The country does have a long history of forcing domestic banks to absorb public
debt at rates well below commercial levels.
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—Thelikelihood of an external paymentscrisisisuniversally considered
to be remote. The current configuration of the relevant fundamentals (large
international reserves, low external debt, and remaining capital controls)
supports this confidence.

—Nevertheless, complacency is not warranted. There is underlying
disquiet: a public sector financial deficit that is very high, and a (gross)
public-debt-to-GDP ratio of 90 percent. Commentaries that accompany
regular reviews of international credit-rating agencies almost invariably
make a song and dance about the fiscal stance, cautioning the government
againgt fiscal misadventures (exhorting it to “hold theline,” in a manner of
speaking).

—L arge past, present, and anticipated future government budget deficits
have not given riseto monetary growth (actual or anticipated) of a sufficient
magnitude to threaten price stability. At some point, however, excessive
deficits would lead either to growing default risk or to unpleasant, Sargent-
Wallace-type monetarist arithmetic and rising inflationary pressures. Even
without the support of an explicit inflation target, the inflation aversion of
the Indian polity has produced aform of implicit inflation targeting, where
the monetary authorities tighten policy whenever inflation exceeds a fairly
modest tolerance level. It would seem that Indian monetary policy uses the
exchange rate as its main instrument, probably in part because financia
repression and other financial distortionsmakefor arelatively weak interest
rate transmission channel.

—Political pressureto enhance government expenditure on socia sectors
and improve public (infrastructure and utility) services hasincreased in the
aftermath of the May 2004 general election. An employment guarantee
scheme is being implemented; its (estimated) cost to the exchequer when
fully executed could be as high as 1 percent of GDP. Governments at the
federal level since 1996 have had to rely on coalitions of up to a dozen
parties to stay in power with attendant (reported) instances of fiscal for-
bearance; the support of communist partiesis critical for the longevity of
the Congress-led coalition comprising a clutch of regional parties.

The remainder of the paper is organized as follows. In the next section
we update our earlier work on thefiscal-financial sustainability of theIndian
government by reviewing the evolution of public debt and reporting the
results of someformal solvency tests. Sustainability (feasibility) isnecessary
but not sufficient for optimality. There are bound to be many sustainable
fiscal-financial programs, most of which may well produce undesirable
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outcomes. An extreme example is Ceausescu’s policy during the 1980s to
pay off the Romanian external debt in its entirety by starving the people of
Romania. Nevertheless, adiagnosis of unsustainability would doom afiscal-
financial rule, so our investigation is of some modest interest.

Our conclusion is that government solvency is not today the pressing
concern it wasin the early 1990s. This leaves two potential areas of interest
and concern about the impact of the government on the quantity and quality
of capital formation in India. Thefirst isfinancial crowding out—the nega-
tive effect of public borrowing on aggregate (private and public) saving. The
second is the effect of government institutions, policies, actions, and inter-
ventions (including public ownership, regulation, taxes, subsidies, and other
formsof publicinfluence) on private savers, privateinvestors, and the finan-
cial marketsand ingtitutionsthat i ntermediate between them. After reviewing
thesetwo areas, we make abrief comparison, deploying agrowth accounting
framework, of India's investment efficiency (asit is affected by financial
sector characteristics, among other things) with that of China. The next
section looks at key aspects of the financial sector to convey that the sector
remains “by, of, and for the Indian state.” We argue that Indiais paying an
especially heavy pricefor itsfiscal excesses because the standard financial
crowding out of interest-sensitive private spending by government borrowing
is intensified through deep-seated government-created distortions in the
financial system. Next we evaluate thefiscal rulesthat India has embraced,
perhaps in recognition of the serious systemic inefficiency that the fiscal
stance has engendered. We embed therulesin the basi ¢ budgetary arithmetic,
and the operational outcomesthat are envisaged inthe FRBMA are brought
out formally. Then we reflect on the likelihood of the rules being enforced,
and on the scope for the FRBMA to create a mechanism that enhances
macroeconomic volatility and promotes a procyclical fiscal policy—afate
that befell the EU’s Stability and Growth Pact. We conclude that without a
vocal and influential domestic constituency in favor of fiscal responsibility
and restraint, the adoption of aformal set of fiscal-financial rulesin India
is likely to prove as ineffective in India as the Stability and Growth Pact
has been in the EU for the twelve countries that have achieved membership
in the European Monetary Union or for those countries, like the United
Kingdom, that are not interested in achieving it.

Our paper does not focus on the macroeconomic stabilization roles of
fiscal and monetary policy. We do not believe that the nominal wage and
price rigidities that make monetary and fiscal policy potentially important
tools for macroeconomic stabilization policy are an important feature of
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the Indian macroeconomic transmission mechanism. Neither old nor new
Keynesian specifications of the wage-price mechanism capture the reality
of India’s labor and product markets. We view output as constrained by
supply rather than by effective demand. The supply constraint binds, how-
ever, at far too low alevel because of red rigidities and distortionsin labor,
product, and financial markets. Financial crowding out therefore matters
from our perspective not because of what it does to short-run aggregate
demand and employment, but because of what it doesto the level and com-
position of “full employment” saving and investment.

Evolution of Public Debt and Solvency Tests

India pursued fiscal consolidation, albeit relatively briefly, in the aftermath
of the 1991 balance of payments crisis. Reflecting this, the ratio of net
public total debt (NTD) to GDP declined sharply—from a peak of about
80 percent of GDPin 1991-92 to about 60 percent in 1996-97. Since then,
the ratio has crept back up to over 70 percent of GDP (figure 1).*

FIGURE 1. NTD-GDP, 1970-71 to 2003-04
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Source: See table A-1 for data and definitions.

4. Although recognized and explicit guarantees outstanding of central and state govern-
ments have stabilized in recent years, in 2003 they still amounted to 11.2 percent of GDP.
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The composition of the public debt, however, has undergone substantial
change. While public and publicly guaranteed external debt continues to
decline in both gross and net terms (as aratio to GDP), interna indebted-
ness of the government (that is, debt denominated in domestic currency)
has shot up to 75 percent of GDP (table A-1). In effect, Indian policymakers
have swapped creditors—replacing a potent pressure group of foreigners
with hapless future generations of Indian citizens. At least one major inter-
national rating agency recognizes this shift by evaluating India's foreign
currency rating as investment grade but classifying the long-term domestic
currency rating as below investment grade. Within the internal debt aggre-
gate, relative shares have shifted dightly. In an indication of continuing
fiscal stress on state governments, the proportion of state government debt
in total domestic debt has inched up to about one-fifth. On the external
side, official foreign exchange reserves now exceed public debt denominated
inforeign currency (indeed, RBI reserves exceed all external debt liabilities,
both public and private).

Our definition of the public sector includes public enterprises as well as
central, state, and local governments, and the central bank. We do not include
the publicly owned commercial banks. That wasajudgment call. Our reason-
ing was asfollows. By consolidating the publicly owned commercial banks
with the public sector, we effectively assume that the government not only
guarantees all the liabilities of the publicly owned commercial banks, but
that this guarantee is certain to be called. These liabilities are not just con-
tingent liabilities of the government, they are actual liabilities. Asit is not
100 percent certain that the government will be called upon to service the
debt of the publicly owned commercial banksin full, consolidation would
overstate the true indebtedness of the public sector.

Publicly owned commercia banks hold general government debt in an
amount equal to around 40 percent of their deposits. Without consolidation,
that debt is counted as public sector debt. It may well be a better approxi-
mation of the “fair value” of all public sector debt (contingent and certain)
not to consolidate (and therefore to count the value of the publicly owned
commercial banks' holdings of general government debt as a public sector
liahility)—than to consolidate (and thereforeto treat the difference between
the liabilities of the publicly owned commercial banks and their holdings
of general government debt as a certain liability of the public sector).

The analysis of the debt sustainability of the public sector does not turn
on whether the publicly owned commercial banks act commercially or
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emulate the bureaucratic behavior of a general government department.
A country can act noncommercially in many ways that do not involve “soft
budget constraints.” Ceausescu’s Romania was an example of ultra-hard
budget constraints and utter economic irrationality.

Asin our previous work on Indian public finance, we conduct formal
solvency tests on the debt series.® The formal definition of the discounted
debt (strictly speaking, the period t debt discounted to period 0) is given in
equation 1:

) POV (8, = H[ % ]
t+]

Here B, is the “notional” value of the national debt at time t measured in
rupees. For variable-rate debt, the notional value at timet is the face value
at time t. For fixed-rate debt, it is the present value, at timet, of all current
and future contractual debt payments, discounted at default risk-free nomina
discount factors; i, . ; is the default risk-free nominal interest rate in period
t+ j. A statistically testable implication of the solvency constraint is that
the unconditional expectation of the discounted public debt should be zero
(or nonpositive). Since we have not put forward aformal structural political-
economic model to explain the evolution of debt and deficits, we are re-
stricted to amechanical description of the time series properties of the debt
stock in terms of reduced form data-generating processes. The statistical
tests endeavor to shed light on two aspects: whether the data-generating
process describing the discounted public debt is stable in the sense of par-
ameter constancy, that is, whether there are structural breaksin the process;
and, conditional on an invariant structure having been identified, whether
the discounted debt process is covariance stationary or not.

A discounted debt process that is not stationary need not be taken as
evidence that the government will default; it only meansthat if extant fiscal
policies continue, then the exchequer will go bankrupt. Covariance station-
arity of the data-generating processimpliesthat its unconditional mean will
be zero if the univariate representation of the stochastic process governing
itisstrictly indeterministic. If the processis covariance stationary but hasa
deterministic component, its unconditional mean may of course be nonzero.

5. Buiter and Patel (1997). A recent contribution to the literature on Indian fiscal deficits
and government debt is Rangargjan and Srivastava (2005).
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We deploy two methods to test for stationarity. The process describing
PDV(B,) can be assumed to be represented by amultivariate, autoregressive,
integrated, moving average process.

) [1-pOIIA - L)X — o] = [1-6(L)] e,

where p(L) isa p™-order polynomial, 6 (L) is ag"-order polynomial, X; is
a random vector the first element of which is PDV(B,), a,is a vector of
constants, and ¢, is a vector white-noise process. (1 — L)X, is a covariance
stationary series, that is, the series X, isintegrated of order d. It is assumed
that both [1 — p(L)] and [1 — 6(L)] have their roots outside the unit circle;
under this assumption equation 2 has the autoregressive representation

(3) NLIA-L)* X ~ap] = &
where
4) (L) =Y mL; =[1-0(L)] 11~ p(L)].

i=0
The univariate special case of equation 3 is implemented:
(5) PDV(B;) = oy + ot + B(L)PDV(B,_;) + U,

where {u;}; isaninfinite sequence of weakly stationary random variables,
to test whether the discounted Indian public debt is covariance stationary
or not. Eventual insolvency will occur if at least one of the following con-
ditions holds:

1. Therootsof 1 — B(L) do not all lie outside the unit circle.

2. o4 >0, that is, there is a positive deterministic time trend.

3. ay > 0, that is even though the PDV(B,) process is stationary, its
unconditional expectation is positive.

To alow for a wide class of error structures, the Phillips-Perron test
statistics, Z(B), Z(tg), and Z(¢5) can be used to test for the null hypothesis
that =1 and o; = 0 within amaintained hypothesisthat permits anonzero
drift oz.

It is now widely appreciated that standard unit root tests (for example,
Dickey-Fuller and Phillips-Perron) are not very powerful against relevant
alternatives such astrend stationarity (linear or nonlinear), fractionally inte-
grated processes, and even level stationarity. Thisisimportant because the
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manner in which classical statistical hypothesistesting is conducted results
inthe null hypothesis being accepted unlessthereis strong evidence against
it. The null in case of the standard unit root tests is one of nonstationarity,
that is, aunit root is present. Although it is possibl e that the vast mgjority of
aggregate economic time seriesdo not have aunit root, it is probably prefer-
able to formulate a statistical procedure that has stationarity as the null.
Thisis especialy relevant given the relatively small sample size available
to us using annual datafor India. Kwiatkowski and others are useful here.
Using a parameterization that provides a reasonable representation of both
stationary and nonstationary variables, they have derived a test that has
stationarity as the null hypothesis. The series under consideration X, is
assumed to have the following decomposition:

X, = & + I, + g where
(6) =1, + U U ~1.0.d.(0,07)

X, is modeled as the sum of a deterministic trend, a random walk, and a
stationary error, g; theinitial value of I} is treated as fixed and serves the
role of an intercept. The null hypothesis of trend stationarity can be stated
in two equivalent ways. o2 =0, or 2= 0.

The disturbances ¢ being stationary, X, is also trend-stationary under the
null hypothesis, and thetest statistic isthus based on the estimated residuals.
The distribution of the test statistic is derived under assumptions about the
regression residuals, e,, that allow for many weakly dependent and hetero-
geneously distributed time series, including awide class of data-generating
mechanisms such as finite order, autoregressive, moving-average models,
under very general conditions.” The statistic for testing trend stationarity is
derived from the residuals of a regression of X, on intercept and trend and
takes the form:

(7) 7 _2 z 2 (k)

where

.
s?(k) = leet+2le( s 1)JZHS

t=s+k

6. Kwiatkowski and others (1992).
7. Phillips and Perron (1988).
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S isthe partia sum process of the regression residuds, e, and 1 —[s/(k + 1]
is an optional Bartlett spectral window to alow for residual correlations.
To test for level stationarity instead of trend stationarity, £ in equation 6 is
set equal to zero and the residuals are from a regression of X on only the
intercept. This statistic is denoted by 1,,.2

As tests both under the null hypothesis of a unit root and under the null
hypothesisof (trend) stationarity are carried out, the following four outcomes
are possible:

1. If the null of (trend) stationarity is accepted and the null of a unit
root is rejected, we can conclude that a series is (trend) stationary;

2. If the null of (trend) stationarity is rejected and that of a unit root
cannot be rejected, then the series is nonstationary;

3. If both the nulls are accepted, then we cannot be sure whether there
is stationarity;

4. If both nulls are rejected, then we cannot reach any conclusion.

Obvioudly if either of thelast two conditionsprevails, wewould be unable
to conclusively interpret the stationarity properties of the time series under
consideration, but the first two conditions are categorical.

The first three of the five test statistics given in table 1 are derived in
Phillips and Perron for the null that =1 and o, = 0.°

Z(B) makes use of the standardized and centered least squares estimates
of B. Z(t;) makes use of the t statistic on B, t; (B = 1), and Z(¢,) is the
regression F test of Dickey and Fuller.® These three statistics possess, for a
very wide class of error processes, the same limiting distributions as the
statistics developed by Dickey and Fuller for the case of i.i.d. errors;
therefore, the critical values of the three statistics are the same and can be
foundin Fuller andin Dickey and Fuller.®* Much, but not al, of the evidence
for the null of unit root and the null of stationarity points to nonstationarity
of the debt series; the exception is the trend stationarity test, 1., for B;
(debt in foreign currency discounted at the foreign-official-creditors dollar
interest rate). The finding of stationarity for B3, the total debt measured in
U.S. dollars discounted at the foreign-official-creditors dollar interest rate,
but of nonstationarity for B}, the same debt measured in U.S. dollars but
using the higher foreign-all-creditors dollar interest rate, is probably

8. Kwiatkowski and others (1992) provide critical values for tests of both level and
trend stationarity.
9. Phillips and Perron (1988)
10. Dickey and Fuller (1981).
11. Fuller (1976); Dickey and Fuller (1981).
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TABLE 1. Unit Root and Stationarity Tests for Discounted Debt and
NTD-GDP Ratio

Z2(B) 2(ty) 2(¢,) up 1

B, -6.796 -1.923 1.887 1.720 0.192
B, -6.064 -1.635 1.435 1.302 0.224
B -8.536 -1.807 1.917 1.646 0.206
B; -9.750 -1.827 2.312 1.714 0.136
NTD-GDP -7.228 -1.918 1.844 1.556 0.189
Critical values -18.508 -3.568 7.403 0.463 0.146

Source: Regarding the exercise of discounting net total debt, time series for the two rupee interest rates
are from the Reserve Bank of India, Handbook of Statistics on the Indian Economy (2003-04); and time
series for the two U.S. dollar interest rates are from the World Bank, Global Development Finance Report
(various years). Net total debt is from table A-1. We would like to thank Alok Kumar for his help in programming
the tests.

Notes: NTD-GDP is the ratio of net total debt to GDP. Tests cover the period 1970-71 to 2003-04. All
tests have been run on RATS; the lag lengths for the KPSS tests have been chosen on the basis of the
Schwartz method.

B, is the debt measured in rupees discounted at the long-term government bond yield.

B, is the debt measured in rupees discounted at the average advance rate.

B is the debt measured in U.S. dollars discounted at the “foreign all creditors” dollar interest rate.

B; is the debt measured in U.S. dollars discounted at the “foreign official creditors” dollar interest rate.

explained by the behavior of B} implying long-run “ super-solvency” rather
thaninsolvency (figure 2 profilesthe behavior of the discounted debt series).

On balance, our review (both informal and formal) indicates that the
overall net public debt burden does not give cause for immediate alarm.
There is also the possibility that the Indian sovereign has been helped to
some extent by high GDP growth raising the denominator of the public
debt (in rupees)-to-(nominal) GDP ratio, (B/P,Y,), rather than the num-
erator being lowered by fiscal consolidation and restraint. The change in
the ratio can be decomposed as follows:

(8) Bt _ Bt—l = Bt ~ Bt—l _ Bt—l |:Yt _Ytli|_ Bt—l |:Pt — Pt1i|
PYe PaYia Py Pi1Yt Yia P P

The decomposition of changes since 1990-91 in the net total debt—-GDP
ratio is given in figure 3.22 Negative growth surprises, whether for cyclical

12. Inflation and positive real growth would hel p to reduce the nominal -debt-to-nominal -
GDPratio for agiven nominal debt; conversely, deflation and negative growth shocks would
increase the ratio. Obviously, in practice, changes in al three variables contribute to the
(aggregate) temporal variation in the NTD—GDP ratio (of table A.1), hence the four bars for
each year in figure 3.
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FIGURE 2. Discounted NTD Series (1970-71 to 2003-04)
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or structural reasons, could cause the recent increases in the debt-to-GDP
ratio to become explosive. There can be no rest for the wicked.

The reasons India has remained fundamentally solvent despite the
sustained fiscal deficits of the past twenty yearsarefast nominal GDP growth
and financia repression. The rate of change of the debt-to-GDP ratio, b,
can in continuous time be written in the following two equivalent ways:

9 lb=d—(7r+n)b
(20) b=-s+(r-n)b
where
(12) d=-s+ib
and

(12) i=r+nx
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FIGURE 3. Decomposition of Changes in the NTD—GDP Ratio (1990-91 to 2003-04)
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Here d isthe conventional public sector financial deficit as a fraction of
GDP s is the public sector primary (noninterest) surplus as a fraction of
GDP, 7 istherate of inflation, n isthe growth rate of real GDP, i isthe short
nominal interest rate, and r is the short real interest rate. Equations 9 and
10 assume that Indian public debt is rupee-denominated.

Equation 9 showsthat with an annual growth rate of 12 percent in nominal
GDP (7r + n =0.12) and with the stock of public debt equal to 80 percent of
annual GDP (b = 0.80), India’'s debt-to-GDP ratio will be constant (fall) if
thedeficitisequal to (Iessthan) 9.6 percent of GDP[d = (<)0.096]. Financial
repression means that both the nominal and the real interest rates on the
public debt are kept artificially low. From equation 11, this means that for
any given primary surplus s, the conventionally measured deficit d will be
lower because the cost of debt servicing is lower than it would have been
had market interest rates prevailed, and the debt dynamics will be more
benign. The difference between the actual interest ratebill, ib and theinterest
bill at market interest rates, i*b, is a (quasi-fiscal) tax on the holders of the
public debt, with (i —i")b < 0. In terms of equation 10, financial repression
reduces the intrinsic growth rate of the debt-to-GDP ratio, r — n. The debt—
GDP ratio stabilizing value of the primary surplus falls by 0.8 percent of
GDPfor every 100 basis pointsincreasein financial repression. Elimination
of the market distortions that produce the gap between i and i* will have
adverse effects on the sustainability of the government’s fiscal-financial
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program because the elimination will raise the interest bill on the public
debt, unless the resulting efficiency gains boost the growth rate of GDP by
a compensating amount, something that cannot be taken for granted. The
pursuit of macroeconomic virtue must not occur at the expense of fiscal-
financial sustainability.

Financial Intermediation, Efficient Capital Accumulation, and
Economic Growth

We believe that the available evidence supports the view that borrowing to
finance government deficits depresses private saving.®* With international
capital mobility far from perfect, lower private saving istranslated into lower
private investment.* However, the heavy hand of the state not only reduces
the amount of private investment, it also reduces the efficiency of both
private and public investment.

Althoughiit is not easy to reach a conclusion about the magnitude of the
cost of inefficient financial intermediation in terms of forgone GDP growth,
thereis not much doubt that Indiaisinefficient in transforming its domestic
savings into productive capital investment.

Let Y > 0 denote real GDP, K > 0 the stock of physical capital, i real
gross investment as a share of GDP, and § > 0O the proportional rate of

depreciation,; VEg—$ is the ICOR, or incremental capital-output ratio. It

Y
followsthat the proportional growth rate of real output, N = y can bewritten
as follows:

(13) n =v‘1(i—5$]

Assume the aggregate production function takes the Cobb-Douglasform
Y = AK% A, a > 0. Here A stands for everything other than the physical
capital stock that influences potential output (Iabor and land inputs, technical
and managerial efficiency, and the like). It follows that v‘léza, 0]
equation 13 can be written as:

(14) n=vldi-da
13. See Federal Reserve Bank of Boston (2006), especially the chapters by Cotis and

Friedman.
14. See, for example, Shah and Patnaik (2004).
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While o is aways the elasticity of output with respect to the capital stock,
it will equal the share of net capital income in GDP only in a competitive
constant returns to scale economy.

Financial intermediation and financial development can, using the
framework of equation 14, influence the growth of output, either by changing
the investment rate, i, or by changing the ICOR, v.

Let s be the national saving rate (private plus public) as a share of GDP
and ca the current account surplus on the balance of payments as a share of
GDP Sincei = s — ca, the growth equation can be written as

(15) n=vs-ca)—dox

Thus, assuming that  and o are independent of the stage of development
of the financial sector, financial development raises the growth rate of
potential output either by raising the national saving rate or by permitting a
larger volume of net capital inflows, or by lowering the ICOR, that is, by
increasing the marginal product of economy wide capital in terms of
aggregate GDP.

Net capita inflowsarethe sum of net inflows of foreign direct investment,
FDI, net portfolio inflows, AP, net externa commercia borrowing, ECB,
minus the net increase in official international reserves, AR, that is,*®

(16) —ca=FDI + AP + ECB - AR
We can therefore rewrite equation 14 as
a7 n =v>(s + FDI + AP + ECB - AR) — ot

Can enhanced domestic financial intermediation rai se the domestic saving
rate, s? Moreeffective intermediation reduces borrowing spreads on lending,
raising the rate of return for lenders while reducing the cost of borrowing.
The evidence on the sensitivity of the aggregate saving rate to changesin
the return to saving is mixed at best. The greater-than-unitary elasticity of
intertemporal substitution assumed in much of the theoretical and numerical
calibration literature cannot be easily extracted from the available empirical
evidence. Opening up the capital account alows the domestic investment
decision to be decoupled from the domestic saving decision. By running a
current account deficit, anation can invest morethan it saves. A fair number
of transition countries have taken advantage of this opportunity since the
mid-1990s and continue to do so today. Russia, in contrast, has run current

15. All flows are expressed as fractions of GDP.
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account surplusesevery year sincethe collapse of the Soviet Union. Ukraine,
too, has frequently run sizable current account surpluses.

Domestic financial development can be expected to reduce the nation’s
ICOR or toraisethemarginal efficiency of investment. It doesso by ensuring
that funds owned by domestic househol ds or domestic enterpriseswith poor
investment prospects are transferred to domestic enterprises with better
investment prospects. Opening up the capital account may also reduce the
ICOR. Foreign direct investment not only brings additional funds to
domestic residents, it tends to come bundled with technology, know-how,
and manageria skills that are superior to those available domestically.

The simple growth accounting framework of equation 14 hides a lot of
important institutional, technological, and behavioral features of the econ-
omy behind the four parametersy, s, 6, and a. The great virtue of itssimpli-
city isthat it does not require the availahility of data on the stock of capital
or the stocks of other productive inputs that are required for a Solow-style
growth accounting exercise.’* And despiteits simplicity, equation 14 permits
some interesting observations.

First, for any reasonable values of dc, India’'s ICOR these past two
decades has been much lower than China's. With India’'s ICOR as one's
benchmark, the obvious question about China's recent economic perform-
ance must be: “Given its spectacular saving and investment rates, why has
China's growth rate been so low these past two decades?’ The only really
surprising feature of the Chinese economic miracle is the sustained high
levels of domestic saving and domestic capital formation. Chinese growth
has been and continues to be, woefully inefficient, indeed more inefficient
than India’s.

Consider the following illustrative stylized facts for China: n = 0.09,
i =045, o = 0.25, and § = 0.08. It follows that China's ICOR is high
(v=4.1) or, equivalently, that on average Chinausesits investment very in-
efficiently. The 56 percent of GDP that comesinto Chinaasforeign direct
investment is probably used efficiently, but the bulk of investment by state
enterprises and of infrastructure investment is inefficient and unproductive.

For India, for the past ten years, the following stylized facts apply:
n =0.062 and i = 0.25; with an appeal to the principle of insufficient reason,
we assume the same values for the capital elasticity of output and the
depreciation rate as was assumed for China (e = 0.25 and 6 = 0.08). If
followsthat India’'sICOR, with v = 3.0, issignificantly lower than China’s.

16. While we would like to be able to back out estimates of total factor productivity
growth, we lack the data to make accurate measurements of all relevant factor inputs—
labor, capital, land, and imported primary and intermediate inputs.
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Of course, China, a model of inefficient growth, does not set a tough
standard to beat. Neverthel ess, we believe that the inefficient intermediation
of domestic savings into domestic capital formation is likely to be an im-
portant part of the explanation of the high ICOR of Indiaand the extremely
high ICOR of China.

Aspects of the Financial Sector

... The public sector continues to dominate the financial system through public
sector banks and financial institutions... [which has] important conse-
quences for the allocative efficiency of the financial system and for corporate
governance....

The Economic Survey, 2001-02Y

“With the gradual disappearance of development banks..., a gap in credit

availability is emerging. There is some concern that adequate long-term finance
is not available to the medium and more particularly small industries.”

Prime Minister

Manmohan Singh, June 20058

The financial sector in India, which includes commercial banks, mutual
funds, and insurance companies among other institutions, changed during
the reform period of the 1990s. Although many changes were supposedly
effected, these have been relatively narrow in scope. The strategy (introduced
as a cornerstone of safety) has been ratio-centric, underpinned by loosely
interconnected strands of a Basle regulatory framework, encompassing
capital adequacy and other “hard” parameters; these are only a subset of
wide-ranging institutional changes essential for “effective” reform and
market discipline. The outcomes of these actions thus far have not been as
far-reaching as required; while the financial sector is probably more robust
than it was before the reforms, it is still characterized by substantial ineffi-
ciencies born of the blunted incentives (underlined by stylized facts and
anecdotal evidence) associated withlarge public sector presencein the sector.’®

17. Annua publication of the Economic Division, Ministry of Finance, Government of
India

18. Address at the State Bank of India’s bicentennial celebrationsin Mumbai (reported
in The Hindu of June 5, 2005).

19. In September 2003, Standard and Poor’s revised its outlook on the Indian banking
sector upward, from negative to stable, and Fitch Ratings assessed that economic reforms
have considerably “strengthened” financial sector fundamentals.
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Involvement of the government in India s financial sector remains high;
for most of India’s post-independence period, the government has used inter-
mediaries to direct and allocate financial resources to favored recipientsin
both the public and private sectors. Until 1992, in practically al areas of
nonagricultural economic activity, the state’s involvement in the financial
sector included the implicit assumption of counterparty risks. Currently,
70 percent of the financial sector’s assets are held by government-owned
or sponsored entities (table 2 gives a summary for key segments). In fact
thisfigureishigher (around 73 percent) onceinstitutionslike the Employees
Provident Fund Organization (for contractual and pension savings) and the
National Small Savings Scheme (post office savings plans used to finance
the government deficit), both operating essentially from within the govern-
ment with not even a semblance of arms-length relationship, are factored
in. Within the Indian financial sector, banks are the dominant intermediaries
accounting for about 63 percent of assets. (The extent of government owner-
ship of banks in India is quite high compared with international levels.)
Moreover, the Reserve Bank of India has majority ownership in the State
Bank of India (SBI), the largest public sector bank.®

TABLE 2. Share of Public Sector Institutions in Specific Segments of the Financial
Sector (March 31, 2004)

Public sector Private Total
Institution type (percent) (percent) (Rs. billion)
Scheduled commercial banks (SCBs) 71.9 28.1 20,457
Mutual funds (MFs) 24.8 75.2 1,396
Life insurance 99.5 0.5 3,231

Source: Reserve Bank of India, Report on Currency and Finance (2003-04); Insurance Regulatory and
Development Authority Annual Report (2003-04).

Note: SCBs include total assets; private banks include foreign banks; MFs include total assets of domestic
schemes of MFs (public sector includes Unit Trust of India); life insurance includes policy liabilities (public
sector insurance includes Life Insurance Corporation and SBI Life).

Experience suggests that the government as owner typically lacks both
theincentive and the meansto ensure an adequate return on itsinvestment.2
As aresult, the pursuit of adequate rates of return is compromised, with
political considerations often dominating hard-nosed, risk-return trade-offs
in determining resource allocation. Also, besides the standard problems
that result from information asymmetry and “agency” issues, moral hazard

20. Parts of the rest of this section draw heavily on Bhattacharya and Patel (2005).
21. La Porta, Lopez-de-Silanes, and Shleifer (2002).
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might be aggravated because both depositors and lenders count on explicit
and implicit government guarantees.”? Across the world, such pathological
forms of government involvement in the financial sector, far from ensuring
greater stability, have led to greater fragility of the sector, with macro-
economic turbulence often not too far behind.

The government’s involvement in India is more extensive (and deeper)
than mere ownership numbers can express.Z The scope ranges across ap-
pointment of management, regulation, mobilization of resources, and pro-
vision of “comfort and support” to depositors, moreover, the government
influences lending practices of all intermediaries and the investment
incentives of private corporations. The government deploys an array of
formal and informal instruments, including treating banks as quasi-fiscal
instruments (including instances of defacto sovereign borrowing from these
banks), preempting resources through statutory requirements, directed lend-
ing and bailouts, encouraging imprudent practices such as cross-holding of
capital between intermediaries (so called “double-gearing”), and allowing
unjustifiablelevels of government-controlled and -guaranteed deposit insur-
ance. A multiplicity of regulators (with varying degrees of independence)
covering thefull financial spectrumisin place, but enforcement of directives
has been patchy.?

Theimplications, in India, of agovernment-dominated financial system
are well known. A proximate outcome is the unwarranted, intrusive, and
onerous oversight by a multitude of government inspection and (criminal)
investigative agencies—such as Parliament, the comptroller and auditor
general, the central bureau of investigation, the central vigilance commission,
and the enforcement directorate—in audits of decisions made by bank man-
agers, thereby undermining “normal” risk taking intrinsic to lending.? This

22. See Bhattacharya and Patel (2002), and Patel and Bhattacharya (2003). Note that
aggravated is distinct from enhanced. The former may be considered as a parametric shift
of the underlying variables as opposed to a functional dependence in the case of the latter.
More explicitly, increasing mora hazard enhances the incentives of banks to accumulate
riskier portfolios, whereas an aggravated moral hazard resultsin afailuretoinitiate corrective
steps to mitigate the enhanced hazard, such as increasing requirements of capital, proper
risk weighting or project monitoring. India’s decision not to provide deposit insurance after
the fact to nonbank financial intermediaries was commendable in this context.

23. Patel (2004).

24. For instance, cooperative banks were lax in implementing RBI notifications on
lending to brokers.

25. Banerjee, Cole, and Duflo (2004). Acts of commission can come under the scrutiny
of enforcement agencies, but acts of omission are ignored (regardless of whether they result
in profit or loss).
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sort of intrusion is compounded by institutional rigidities that include weak
foreclosure systems, deficient legal recourse for recovering bad debts, and
ineffective exit procedures for firms. Furthermore, during difficult times,
relief for fiscal stress is sought through regulatory forbearance; there are
demands for (and occasionally instances of) lax enforcement (or dilution)
of income recognition and asset classification norms (box 1). The conjunc-
tion of these characteristics contributes toward giving financial intermedi-
ariesincentives to, among other things, roll over existing substandard debt,
usualy by swapping substandard debt for equity (an example of the re-
portedly widespread practice of “ever-greening” assets), thereby building
up the riskiness of their asset portfolio and further diluting equity-debt
norms.

BOX 1. Regulatory Forbearance in the Indian Financial Sector

—Loopholes in the treatment of distressed assets persist. Projects deemed to be “under
implementation” may not be classified as nonperforming assets despite interest and principal
repayments remaining overdue for more than 90 or even 180 days. An independent group
constituted in 2002 to look into such projects and establish deemed completion dates, estimated
that intermediaries had already disbursed about Rs. 360 billion to twenty-six such nonperform-
ing projects with a total cost of Rs. 560 billion (including a debt component of Rs. 390 billion).
—As domestic interest rates hardened in the second half of 2004, commercial banks’ holding of
government securities that should have been marked-to-market (downward) were allowed (by
the Reserve Bank of India) to be redesignated as held-to-maturity (rather than as “available-
for-sale”) to insulate them from rate rises; this happened after banks booked huge gains in
immediately preceding years during a period of falling interest rates, thereby imparting a (what
may turn out to be temporary) sheen to their financial health.

Distortions in intermediaries’ cost of borrowing and lending structures
persist because of continuing restrictions on interest rates. Floors on banks'
short-term deposits and high admini stered rates on bank deposit—Ilike small
savings instruments and provident funds contribute to artificialy raising
the cost of funds (tableA-2). Onthelending side, constraints apply to various
prime lending rate-related guidelines for small-scale industries and other
priority sector lending. In recent years an environment of declining interest
rates combined with the structural factors discussed above has made treasury
operations an important activity in improving banks profitability.?® The

26. Declining interest rates increased trading profits (in securities) of public sector
banks in 2001-02 more than two and a half times that of the previous year and accounted
for 28 percent of operating profits. While growth of trading profit subsided in the following
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consequence of this environment is“lazy banking.”# It isfelt that banksin
India have curtailed their credit creation role and have, if anything, intensi-
fied their role of predominantly being passive conduits for resources rather
than active risk management intermediaries that offer appropriately priced
capital to firms. (Box 2 gives anecdotal evidence on this subject from the
perspective of entrepreneurs in the textile industry.)

BOX 2. Anecdotal Evidence on Financial Intermediation in the Textile Industry

India is likely to miss the opportunity offered by the demise of the WTO Agreement on Textiles
and Clothing at the end of 2004. To achieve scale economies, consolidation and investment are
essential. However, banks, the main source of institutional finance, have been disinclined to
support the necessary evolution in the textile sector because loans made to textile companies
during past export booms turned sour; habit-based risk aversion has been substituted for prudent
risk management. Should he wish to issue equity instead, a textile manufacturer looking for risk
capital is highly likely to be frustrated and constrained; if he attempts to raise more than five
times his pre-issue net worth, he has to find qualified institutional buyers (which include the
same Mumbai-headquartered commercial banks, life insurance companies, and nonbank financial
companies) for 60 percent of the issue amount. For many entrepreneurs this is a hard sell.

Source: Ashok Desai, “Textiles Will Fail Us—and Why,” Business World, October 18, 2004.

Because of these many distortions, government borrowing imposes costs
on the private sector over and above the financial crowding out of private
agents that occurs even in well-functioning, undistorted financial markets.
In addition to direct government borrowing, the government, for example, is
alsofacilitating (or distorting) economy wide lending and borrowing activity
through credit enhancements and guarantees. Although policymakers are
cognizant of theinherent dangers regarding contingent liabilities that could
come home to roost, outstanding government guarantees exceeded 11 per-
cent of GDP in 2002-03; furthermore, the 2005-06 Union budget has new
proposals for adding to these guarantees through an off-budget financial
vehicle.

Commercia bank holdings of government securities are much higher
than the mandatory minimum levels. As figure 4 and table 3 show, alarge
fraction of bank deposits (estimated at 43.2 percent as of March 2005) are
being deployed for holding government (and other approved) securities,
(mis-)perceived to befreeof default risk (and indeed of market risk). Despite

two years, its share in operating profit had increased to 39 percent by 2003-04. See Reserve
Bank of India (various years).
27. A term attributed to a deputy governor of the RBI.
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astrong economic rebound, the statutory liquidity ratio (on aflow basis) was
higher than the regulatory requirement (25 percent) even during 2003-04
(59 percent) and 200405 (30 percent) —the peak of the current business
cycle—when average annual GDP growth wasin excessof 7.5 percent. The
government, it would seem, has somehow (inadvertently, to give the benefit
of doubt) managed to extend its makeover of weak banks into “narrow”
banks to the banking sector as a whole; the banks have even exceeded the
statutory 38.5 percent preemptions of the pre-reform days.

FIGURE 4. Ratio of Investment in SLR Eligible Securities to Deposits
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Source: Reserve Bank of India, Weekly Statistical Bulletin.

TABLE 3. Portfolio Allocation of Lendable Resources of Commercial Banks
Percent of deposits

Investments in

Period Balances with RBI Nonfood credit government securities
1980s 12.6 60.3 24.2
1990s 11.6 52.6 30.6
2000-04 5.3 51.1 41.5
2005° 5.1 61.1 43.2

Source: Reserve Bank of India, Report on Currency and Finance (various years) and Report on Trend and
Progress of Banking in India (various years).
a. Through March 2005; decadal figures are annual averages.

These actions aso have implications for the financial health of public
sector banks. It has to be recognized that the only sustainable method of
ensuring capital adequacy inthelong runisthroughimprovement in earnings
profiles, not government capitalization or even mobilization of private capital
from the market (for given profits, both these options only dilutethereturn on
equity). Conceptually, abank can sustain its capital adequacy at the existing
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level (or improve upon it) if it can generate retained earnings sufficient for
its capital base to grow at the same rate (or higher) as its risk-weighted
asset base. While capital adequacy ratios of most public sector banksarein
excess of the minimum 9 percent, fresh capital will be necessary to cover
new regulatory obligationsand for funding credit expansion. 2 It isestimated
that new regulations under the Basle 2 accord will shave off about 2 per-
centage points from current capital adequacy ratios for public sector banks;
that meansafair amount of capital will be needed, going forward, to support
existing balance sheets. Given the government’s explicit (and oft-repeated)
policy of not reducing its shareholding below 50 percent and the fact that
the fiscal situation is not conducive to the government subscribing fresh
equity, the authorities may revert to the deceptive practice of forcing banks
to subscribe to each other’s Tier 2 capital, similar to the “double gearing”
that took placein 1999-2000 (ala Japanese banks); aternatively, nonvoting
preference shares may be issued.

On the capital markets side, the share of the public sector in resources
raised hasincreased over thelast decade; the average share over thelast three
years has been in excess of 60 percent (table 4). Not surprisingly, on the
face of it, thereislittle evidence that public issues of capital market instru-
ments (equity and debt) have supported growth of nongovernment public
limited companies; in fact, both the number of companies and the amount
raised in the market have declined since the mid-1990s (figure 5).

Financial crowding out of productive private expenditure (especialy
privateinvestment) by government borrowing is aclear and present problem.
The costs may be higher than is prima facie evident because distorted in-
centives caused by the public ownership of a significant share of India's
financial sector and unnecessary constraints on lending and borrowing rates
amount to a covert form of “financial repression” of the private sector. The
capacity of the financial sector to intermediate resources efficiently for
private investment is impaired since, for practical purposes, even after a
decade of reforms, many distortions persist that allow banksto avoid taking
“prudent risks” and sidestep desirable regulatory norms at the same time.

Furthermore, the moral hazard in the sector is palpable. There is a con-
viction among depositors and investors alike that there is no downside and
that the system isinsulated from market risk and default crises. A sense of
confidence has permeated both depositors and intermediaries because of
the government’s deep involvement, thus making deposit runs unlikely,

28. Theadditiona “charges’ on capital are for operational risk and for market risk. The
latter, based on the duration of bond holdings, captures mainly the interest rate risk on the
bond portfolio designated for trading or available for sale.
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FIGURE 5. New Capital Issues by Non-Govt. Public Companies
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even when insolvency is apossibility. As Bhattacharya and Patel conclude,
“In effect,” the government has “*signed a socia contract’ with depositors
that substitutes ‘ support and comfort’ to intermediaries in lieu of market
discipline in attempting to mitigate systemic risk.” %

Although thefocus of prudential regulations has been the banking sector,
other intermediaries have often been the proximate source of serious prob-
lems in the Indian financial sector. Even if the current situation does not
appear to be precarious, the potential for turbulence is there. The stream of
problems that have plagued Indian intermediaries in the recent past has
originated in the group of investment and financial institutions. The most
well-known of thesewas Unit Trust of India(UTI), thelargest mutual fund in
India; othersinvolved to alesser extent were Industrial Finance Corporation
of India and Industrial Development Bank of India. After some dithering
UTI’s troubles have been contained.

Possible future problems may emanate from other government-owned
intermediarieswith very large asset portfolios. Total cumulative investments
of the three employees provident fund organization (EPFO) schemes are
Rs. 1,700 hillion (6.1 percent of GDP), with the employees provident fund
(EPF) being the largest scheme.® A government bailout of the largest fund

29. Bhattacharya and Patel (2005).

30. Three schemes are administered by the employees provident fund organization,
whichin turn comesunder the ambit of the Ministry of Labor; the schemes are the employees
provident fund scheme (begun in1952); employees pension scheme (1995); and employees
deposit linked insurance scheme (1976).
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began in 2005 when Rs.10 billion were paid out of the exchequer to meet
members dues. The employees pension scheme—a defined contribution—
defined benefit scheme—for which valuation had not been done until relat-
ively recently, has an (estimated) actuarial deficit of Rs.193 hillion. The
asset portfolio of India slargest life insurer, Life Insurance Corporation, is
even larger, accounting for 12.3 percent of GDP in 2003-04; and the book
value of its“socialy oriented investments’—mainly composed of govern-
ment securities holdings and social sector investments—amounted to
Rs. 2,561 hillion, or 75 percent of total investments of Rs. 3,431 billion.
The corporation’s annual report contains little information on its actuarial
asset-liability balance. These are the so-called systemically important
financial institutions that contribute to uneasiness.

The central contention of our paper is that the combination of fiscal ex-
cesses (a shift of the saving schedule to the left) with financial repression
and distortions in the formal financial system and with poor investment
choices by publicly owned financial institutions weakens the quantity and
quality of private investment and thus retards growth. An aternative inter-
pretation of the weakness of investment is a shift to the left in the private
investment schedul e, perhaps reflecting problemsin the regul atory environ-
ment, for example in infrastructure. While such regulatory problems are
indeed present and persistent (and may account for the enduringly low in-
vestment rates), it is hard to argue that they have been getting worse since
the early 1990s and that they can therefore account for a weakening of
investment.

Extant Fiscal Rules

In August 2003, two and a half years after being introduced in Parliament
in December 2000, Indian lawmakers approved the Fiscal Responsibility
and Budget Management Act, which requires that the central government’s
fiscal deficit should not exceed 3 percent of GDP by 2007-08 and that the
deficit on the revenue account be eliminated by the sasme date. The stipul ated
annual reductionsin the two measures are 0.5 percentage point of GDP (or
more) for the revenue deficit and 0.3 percentage point of GDP (or more)
for the fiscal deficit.® Increases in guarantees are restricted to 0.5 percent

31. The terminal target for the fiscal deficit is stipulated in the rules (framed in July
2004) to the 2003 Act. The target of balance on the revenue account is enshrined in the Act
itself.
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of GDP ayear. Additiona liabilities are capped at 9 percent of GDP for
2004-05; the cap is reduced by 1 percentage point of GDP each year there-
after. The law also bars the RBI from subscribing to government paper
after March 31, 2006. However, borrowing from the RBI on account of
“temporary excess of cash disbursement over cash receipts during any finan-
cia year,” essentially ways and means advances, are permitted. The RBI
may also buy and sell central government securitiesin the secondary market.

The FRBMA was amended in July 2004. Theterminal date for achieving
the numerical targets pertaining to fiscal indicators was extended by one
year to 2008-09 (the top panel of table 5). Furthermore, in his presentation
of the 2005-06 Union budget in February, the finance minister remarked
that he was “left with no option but to pressthe ‘ pause’ button vis-a-visthe
FRBM Act.” In early June 2004, an update for the 200405 fiscal outturn
indicates that both the fiscal and revenue deficits are within the targets
established in July 2004 (the bottom panel of table 5). However, it is not
yet clear whether medium-term targetsfor subsequent yearswill berevisited
in light of latest numbers for 2004-05.

TABLE 5. Central Government's FRBMA-Stipulated (Rolling) Fiscal Indicators
as a Percent of GDP

(a) July 2004 (budget)

Indicator Revenue deficit  Fiscal deficit ~ Outstanding liabilities
2003-04 (R.E.) 3.6 4.8 67.3
2004-05 (B.E.) 25 44 68.5
Targets
2005-06 1.8 4.0 68.2
2006-07 1.1 3.6 67.8
2008-09 (terminal year) Nil 3.0

(b) February 2005 (budget)

Revenue deficit  Fiscal deficit ~ Outstanding liabilities

2003-04 (actual) 3.6 4.5
2004-05 (R.E.) Feb. data 2.7 4.5 68.8
2004-05 (latest est. June data) 2.5 4.1 n.a.
2005-06 (B.E.) 2.7 4.3 68.6
Targets
2006-07 2.0 3.8 68.2
2007-08 1.1 3.1 67.3
2008-09 (terminal year) Nil 3.0

Source: Medium Term Fiscal Policy Statement, 2004-05 and 2005-06, except for June data.
B.E. Budget estimate R.E. Revised estimate
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Regarding outstanding liabilities, we have two observations. First, gov-
ernment securities held by the RBI are included; these would have to be
netted out if the central bank and the government are consolidated. Second,
“reserve funds and deposits’ are added to the stock of outstanding debt;
these liabilities are created by borrowing from statutory funds within the
government and therefore are not strictly in the nature of 10Us to entities
external to the government.

Fiscal Responsibility Laws in the States

We now briefly review the fiscal responsibility laws of the first six states
that have enacted them—Karnataka (the forerunner), Kerala, Maharashtra,
Punjab, Tamil Nadu, and Uttar Pradesh. All six states impose quantitative
and time-bound targets (four to six years) on revenue and fiscal deficits;
specifically they eliminate revenue deficits and reduce fiscal deficits to
3 percent of gross state domestic product (GSDP).* (Notably, Keralahas a
ceiling of 2 percent of GSDP for the fiscal deficit.) In addition, a couple of
states have depl oyed atypical measures. The Maharashtralegidlation, enacted
in April 2005, stipulates that “ The State Government shall by rules specify
the targets for reduction of fiscal deficit,” with the fiscal deficit target de-
fined in a somewhat novel manner as a“ratio of expenditure on interest to
revenue receipts.” Tamil Nadu requires the government to reduce the ratio
of revenue deficit to revenuereceiptsevery year by 3-5 percent (“ depending
on the economic situation in that year”) to alevel below 5 percent in this
ratio by the end of March 2008 (see table A-3 for a summary of the laws
and the performance under them). Two states have legislated ceilings for
official debt. Karnataka and Punjab have capped their outstanding total
liabilities at 25 percent and 40 percent, respectively, of their respective
GSDP. In contrast, Tamil Nadu has placed a limit on total outstanding
guarantees of 100 percent of total revenue receiptsin the preceding year or
at 10 percent of GSDP, whichever islower. It is noteworthy that Karnataka,
according to revised estimates for 2004-05, eliminated its revenue deficit
and achieved the fiscal deficit target one year ahead of schedule.

A couple of laudableinitiatives pertaining to fiscal planning and transpar-
ency are embedded in these laws. The acts require some form of amedium-
term fiscal policy statement (encompassing three-year rolling targets) that

32. See Ragjaraman and Majumdar (2005) for implications for states of fiscal responsi-
bility laws in the context of recommendations of the Twelfth Finance Commission.
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lays out the time path for attaining the fiscal goals, and they also call for
changes in accounting standards, government policies, and practices that
arelikely to affect the calculation of the fiscal indicators to be disclosed in
the respective state assemblies. Although the acts oblige the respective gov-
ernments to take “appropriate measures’ (enhancing revenue, reducing ex-
penditure, or both) in the event of either a shortfall in revenue or excess of
expenditure over specified levels for a given year, leeway is alowed for
targets going awry because of natural calamities or national security.

Basic Arithmetic of the FRBMA

What difference will the fiscal rules embodied in the FRBMA make in the
short- and long-run behavior of the government debt burden? We first con-
sider the implications of the rules on the assumption that they are indeed
implemented and enforced. Then wereflect on the likelihood of them being
enforced. We define the following further notation: d is the conventional
central government financial deficit as a fraction of GDP, i"is the average
effective nominal interest rate on central government debt denominated in
foreign currency, g° iscentral government consumption spending asashare
of GDP (excluding depreciation of the central government capital stock),
g' isgross central government capital formation as a share of GDP, §isthe
proportional depreciation rate of the central government capital stock, k is
the central government capital stock as ashare of GDP, 0 isthe grossfinan-
cial rate of return (which can of course be negative) on central government
capital, o isthe share of foreign currency debt in total central government
debt, ¢ is the proportional rate of nominal depreciation of the rupee, and ©
is central government taxes net of transfers as a share of GDP. Note that
d=g¢+g +ib+(i"—i)ab - 6k — 7. It follows that the ratio of central
government net debt to GDP evolves over time as follows:

(18) b=d+eab-(n+ b
or, equivaently,
(19) b=(r-nb+g°+g -06k—7+ (i +e—i)ab

Two key features of the FRBMA aretherestriction that the overall central
government financial deficit be no more than 3 percent of GDP (a number
plucked out of thethin, or at least rarefied, air of the Maastricht Criteriafor
EMU membership and the EU’s Stability and Growth Pact) by 2008-09:

(20) d<0.03
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and the “golden rule” restriction that the revenue budget be in balance or
surplus. It isunclear whether this meansthat central government borrowing
should not exceed gross central government investment (including
depreciation) or net central government investment (net of depreciation).
In the first case the (gross) golden rule can be written as

(21) d<g
In the second case, the (net) golden rule can be written as
(22) d<g'- ok

If the deficit ceiling (equation 20) is rigorously enforced, the central
government will never face a solvency or fiscal-financial sustainability
problem. Of course, the rest of the general government sector (states and
municipalities) may undo what ever fiscal restraint the central government
exercises. Ignoring foreign-currency-denominated debt for simplicity, the
consistent application of equation 20 implies that

t t ,
(29) b(t) =b(oje K" Id(s)e‘f!”<”>+”‘””d“ds
0

t t
—| [n(u)+7z (u)]ds —{[n(u)+7z (u)]du
-[0 -L ds

t
<b(0)e + o.osje
0

As long as the long-run average growth rate of nominal GDP, n+ 7 is
positive, and |im b(o)e"fo[”“”““””dS — 0, thelong-run debt-to-GDPratio will
t—oo
satisfy
0.03

(24) limb(®) < —=

Were Indiato maintainitsreal, annual GDP growth rate of, say, 6.2 percent
(n = 0.0062) and an average annual inflation rate of, say, 4 percent
(77 = 0.04), the central government’s ratio of long-run debt to annual GDP
would be less than 30 percent—a comfortable level.

The requirement that the revenue budget be in balance or surplusisvery
likely to be the binding constraint on the central government, with the
3 percent ceiling on its overall financia deficit a nonbinding constraint.
Even if the gross investment version of the golden rule (equation 21) isthe
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operative one, India' s central government’s gross capital formation program
amounted to no more than 1.5 percent of GDP in 2003-04.% Net central
government capital formation iseven lessthan that and may well be negative
in years that economic depreciation is high. We suspect that alot of current
expenditure will be reclassified as capital expenditure if the golden rule
were ever to be enforced serioudly.

Any limit on the magnitude of the permissible deficit, regardless of
whether it appliesto the overall deficit or just to the revenue (current) deficit,
will restrict the government’s ability to engage in countercyclical deficit fi-
nancing during economic downturns, unlessthe government generates suffi-
ciently large surpluses during normal and prosperous times to avoid hitting
the deficit ceiling during bad times.

Is there any feature of the FRBMA that encourages or cgjoles govern-
ments to act countercyclicaly during periods of above-normal economic
activity or (as in India since 2001-02) exceptionally low interest rates?
The European Union’s Stability and Growth Pact failed precisely because
of theabsence of “carrots’ to runlarger surpluses (or smaller deficits) during
upswings and because the penalties (including fines) that were, in principle,
part of the collective arsenal of pact enforcement were not imposed. The
failure to exercise fiscal restraint during the upswing by France, Germany,
and Italy was not penalized by the EU’s Council of Ministers because the
political cost-benefit analysis of naming, shaming, and fining a leading
member of the EU militated against collective enforcement of these
penalties. How much harder would it be for the Indian government to im-
pose countercyclical discipline on itself during good times? What are the
arrangements, institutions, laws, rules, regulations, or conventionsthat make
fiscal restraint during periods of high conjuncture incentive-compatible for
political decisionmakerswith short electoral horizonsand severely restricted
capacity for credible commitment? Political opportunism calls for the
postponement of painful expenditure cuts or tax increases—thereis aways
the chancethat the political cost of painful fiscal retrenchment will be borne
by the opposition when its turn in office comes around. A tentative picture
that we can draw, albeit from a short history, is that noncompliance by
governments is unlikely to be politically costly; the electorate, the media,
or even opposition parties have paid little attention to the subject matter! In
fact it iswidely felt that supplementary bills that boost expenditure from
budgeted levelsare unlikely to berejected. Against thisbackground, obtain-
ing parliamentary waivers for missed targets should not be too difficult.

33. This excludes central government loans to states. Net lending by the central
government to the states is about 0.5 percent of GDP.
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Fiscal virtue cannot belegidlated. It must beimplemented and enforced—
it must be incentive-compatible even for myopic and opportunistic govern-
ments. Unless India discovers away of tying its fiscal Ulysses to the mast,
the siren song of fiscal retrenchment tomorrow but fiscal expansion today
will continue to lead policymakers astray.

As for increasing the efficiency and scope of financial intermediation,
the problemisnot just public ownership. The poor quality of financial inter-
mediation by the formal financial system also results from the absence of
effective competitive threats to inefficient incumbents. The sure, quick, and
effective way to address this issue is to open up India’s financia sector
fully and without discriminatory constraints to foreign competition.

Further liberalization of the capital account could be a part of this add-
itional opening up of India's financial sector to foreign competition, but
even without this, much could be achieved by further easing the entry of
foreign enterprisesinto the Indian marketsfor finance and financial services,
as long as the service account of the balance of payments, including the
remittance of profitsabroad, is unconstrained. Foreign know-how, manage-
ment, and control, through the cross-border movement of enterprises and
other corporate entities, intensify competition and thereby boost efficiency
even in markets for nontraded goods and services (such asretailing and the
management of public utilities). Foreign competition, afortiori, will boost
productivity in sectorsand industries where both local provision by foreign-
owned firms and targeted exports by firms|ocated abroad make life uncom-
fortable for established domestic suppliers. For the supply-sidefailuresthat
limit and distort domestic intermediation, globalization isan important part
of the answer.

APPENDIX

TABLE A-1. Indian Public Debt as a Percent of GDP

CoD  SDD  PEDD STPEDD* NTDD TFD  GTD R NTFD NTD

1970-71 174 43 0.3 n.a. 220 137 357 1.6 121 3441
1971-72 170 44 0.3 n.a. 216 138 365 1.8 120 336
1972-73 174 4.2 0.3 n.a. 220 145 365 1.7 128 348
1973-74 14.7 3.9 0.2 n.a. 18.7 131 319 16 115 303
1974-75 139 3.6 0.5 n.a. 18.1 126 307 14 11.2 293
1975-76 16.4 4.0 0.7 n.a. 211 146 357 23 123 3356
1976-77 16.7 4.2 1.0 n.a. 219 140 36.0 37 103 322
1977-78 209 441 0.9 n.a. 259 127 386 4.9 7.8 337
1978-79 19.6 4.4 0.2 n.a. 252 120 372 54 6.6 31.8
1979-80 208 43 1.6 n.a. 266 12.0 38.6 4.9 7.0 336

(Table A-1 continued)



Willem H. Buiter and Urjit R. Patel 35

(Table A-1 continued)
coD  SDD  PEDD STPEDD* NTDD TFD  GTD R NTFD NTD

1980-81 20.5 4.0 1.6 n.a. 26.1 116 37.7 3.8 7.8 339
1981-82 20.0 4.3 15 n.a. 258 121 379 23 9.7 355
1982-83 23.9 44 1.9 n.a. 30.2 140 442 25 115 417
1983-84 22.0 4.6 2.1 n.a. 28.7 15.0 437 27 124 410
1984-85 23.0 4.6 2.2 n.a. 298 165 46.2 29 136 434
1985-86 25.1 5.1 2.3 n.a. 326 17.4 500 29 145 471
1986-87 21.7 5.1 2.6 n.a. 354 193 547 27 16.6 520
1987-88 28.6 5.5 3.1 n.a. 37.3 198 57.0 23 175 547
1988-89 29.6 5.5 3.9 n.a. 39.0 219 609 1.6 20.2 59.2
1989-90 30.5 5.8 4.4 n.a. 40.8 263 670 1.4 249 657
1990-91 30.7 6.0 4.8 1.6 414 283 69.7 18 265 679
1991-92 30.9 6.3 5.2 0.9 42.4 400 824 35 36.6 79.0
1992-93 32.0 6.4 4.8 2.3 43.2 371 803 40 331 763
1993-94 36.0 6.5 5.2 1.9 47.7 338 814 70 267 744
1994-95 35.5 6.4 45 1.6 46.5 298 763 7.8 220 685
1995-96 33.9 6.6 4.2 1.6 447 253 700 6.1 192 639
1996-97 33.8 6.7 4.6 1.9 45,1 224 675 6.9 156 60.7
1997-98 35.9 7.0 4.3 1.9 47.2 219 69.2 7.2 148 620
1998-99 37.2 7.5 5.8 2.5 505 217 722 7.9 13.8 643
1999-00 40.0 8.7 5.5 2.5 5643 203 746 85 11.8 66.1
2000-01 43.0 9.9 4.4 2.8 573 19.2 765 9.2 10.0 67.3
2001-02 47.6 10.8 4.9 3.0 63.3 18.4 81.7 114 7.0 703
2002-03 53.0 121 4.7 2.6 69.8 17.8 87.6 14.8 3.0 727
2003-04 56.6 13.8 4.7 2.6 75.1 152 904 186 -3.4 718
2004-05 574 141 n.a. n.a. n.a. n.a. na. 20.1 n.a. na.

Source: Reserve Bank of India, Handbook of Statistics on the Indian Economy (2003-04 and 2004-05);
Reserve Bank of India, Report on Currency and Finance, volume Il (various years); Government of India,
Budget Documents, Statement of Liabilities of the Central Government, Receipts Budget (2002-03 and
2005-06); Government of India, Bureau of Public Enterprises, Public Enterprises Survey (volumes for
1970-71 to 2003-04); Reserve Bank of India, Weekly Statistical Bulletin; World Bank, Global Development
Finance Report (various years). (GDP, used in the denominator for computing the ratios, is at current market
prices.)

Definitions

CDD: Internal debt of the central government less net credit outstanding from the Reserve Bank of India;
plus liabilities on account of small savings fund and other accounts.

SDD: Rupee denominated market and other loans of state governments (excluding loans and advances
from the central government) less net credit outstanding from the Reserve Bank of India; plus provident
funds etc.

PEDD: Long-term Rupee denominated debt of public enterprises not held by government.

NTDD: CDD + SDD + PEDD (excluding Rupee short-term public enterprise domestic debt, or STPEDD*,
reported above, for which data is unavailable prior to 1990-91).

NTDD: Net total domestic debt.

TFD: Foreign currency public and publicly guaranteed long-term debt plus use of IMF credit plus imputed
short-term public debt.

GTD: Gross total debt (NTDD + TFD).

R: Official foreign exchange reserves including gold and special drawing rights.

NTFD: Net total foreign debt (TFD - R).

NTD: Net total debt (NTDD + NTFD).
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Comments and Discussion

Abhijit V. Banerjee: The paper arguesthat while deficitsin Indiaarelarge,
at least in the short run the risk of a deficit-induced crisisis minimal. The
main reason to worry about deficitsisthat they crowd out private investment
and give the government reason to want the financial sector to remain ineffi-
cient, so that thereisless competition for the savings. This, in turn, distorts
the allocation of savings within the private sector, discourages entry and
exit, and reduces the overall growth of the economy.

Buiter and Patel are not optimistic about the current effortsto reinin the
deficit. In particular they believe that the recent efforts to bind the hands of
the governments, through the Fiscal Responsibility and Budget Management
Act at the center and the fiscal responsibility laws at the state level, will be
renegotiated when the crunch comes, because right now, there is no real
constituency for shrinking the deficit nor any mechanism for automatically
punishing delinquent governments (as there would be, for example, if most
of the debt was foreign currency debt).

They seem less pessimistic about improving the performance of thefinan-
cial markets. Their recipeisto makethefinancial markets more competitive
by permitting more liberal entry by foreign intermediaries into the Indian
market. They notein passing that thiswould also makeit harder for the gov-
ernment to borrow and, interestingly, they see this as atwo-edged sword: It
would of course cost morefor the government to be profligate, which would
have salutary effects, but if the deficit remainslarge, the economy could be
more prone to crises.

| tend broadly to agree with their conclusions, with oneimportant excep-
tion. Let me start however with a few points of clarification. First, while
the Fiscal Responsibility and Budget Management Act may not in the end
bind, they are very important steps toward enhancing the political salience
of the deficit. By announcing atarget, the government is setting up to fail in
public, whereas beforeit used tofail in private—the press and the opposition
can now attack it for reneging on its explicit promise.

Second, the deficit has remained stubbornly high in the face of improved
tax performance by both the state and central governments; thisfact suggests
that thereal problemisthe government’sinability to resist populist demands.

39
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Hence, while a case could be made for further tax effort (one could argue
that Indiais still an undertaxed economy), one worries that any extra tax
collection would only feed further profligacy until the discourse of public
expendituresis atered. Here | do not yet sense any progress—I do not hear
anybody speaking the language of trade-offs. When a new initiative is pro-
posed, we do not hear the government saying: “ That was abad program, all
the money was going to the rich; let us get rid of it and replace it by this
other better program.” Instead, the program being introduced is aways
portrayed as a new gift from the ever-generous government, even though
additional programs are often funded by quietly diverting money from
existing programs.

Third, whatever the history, it is not clear that the banking system today
isbailing out the government. In fact the reverse seemstrue: it isthe govern-
ment that isbailing out the banks—the government could easily lower inter-
est rates further if it wanted. The political economy of thisis complex. The
problem is that most middle-class peoplein Indialike to have their savings
in saf e assets, and they have historically been able to get decent returns by
putting their money in bank deposits. At the same time, the banks could
always lend to the government, and the government paid generously. This
particular cozy arrangement has been unraveling over thelast decade, as the
government became more and more interested in reducing itsinterest costs.

Lowering interest rates further and borrowing lesswould force the banks
to cut the rates they pay on deposits, which would be politically unpopular.
Moreover given that the banks still have a large amount of high-interest
liahilities on their books (fixed deposits and the like), cutting interest rates
further might endanger the stability of some of the weaker banks. One can
therefore understand why the government may be reluctant to move faster.

Which brings meto the one place where | disagree with Buiter and Patel.
They end their piece with a plea for allowing the entry of foreign players
into the banking sector as away of making the sector more competitive and
efficient. We now have abit of evidence on the impact of the foreign banks
that have already entered. Gormley showsthat inthedistrictsin Indiawhere
foreign banks entered, the probability of getting a loan went up for the
10 percent most profitable firms, but the average firm was actualy 7.6 per-
cent less likely to have a long-term loan of any sort.! Gormley interprets
this as an effect of “cherry-picking” by the foreign banks. The domestic
banks, having lost their most profitable clients to the foreign banks, shrank
away from risk taking and cut their lending to the more marginal firms.,

1. Gormley (2005).
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All the accumulated evidence suggests that smaller firmsin Indiaare al-
ready underserved by the banking system. Banerjee and Duflo exploit two
changes in the definition of the priority sector (it was expanded in 1998
and shrunk in 2000), as a natural experiment on credit access.? The results
from both experiments are almost identical. They both suggest that for the
firmsthat get more (less) credit in the expansion (contraction)—the medium-
sized firmsin the organi zed sector—the marginal product of capital exceeds
80 percent.

Theevidencefrom Gormley suggeststhat just thefact of entry by foreign
banks spoils the climate for the smaller firms. There is reason to suspect
that in this respect things would only get worse if, in addition, there were
takeovers of domestic banks by foreign banks. The core problem in banking
is how to make sure that loan officers are lending responsibly; in smaller
banks, the loan officers can be monitored more closely and therefore can be
given more discretion. As the bank gets larger and the chain of control be-
comes longer, more and more rigid lending rules replace discretion. This,
as Berger and others show for the United States, means that the smaller and
more marginal firms, which arethe firmswherejudgment really playsarole
inthelending decisions, tend to get lesscredit onceasmall bank isamalgam-
ated with a larger one.? It seems very likely that something very similar
would happen if an Indian bank were taken over by a foreign bank (we
already know that the extant foreign banks do not lend to small firms).

Thisis not to say that no action should be taken to galvanize the Indian
banking system. It isindeed true that the structure of growth in Indian bank-
ing under nationalization was not aimed at generating competition. Every
district was assigned a lead bank, and it was assumed that the lead bank
would dominate lending in that region. Vestiges of this system still persist,
and in many districtsit is not uncommon to find that the dominant bank is
one of the weaker and |less dynamic public banks and that the better public
banks hardly have a presence.

The natural solution to this problem is consolidation. The government
should force the public sector banks to come together into a small number
of much bigger banks, each under the leadership of one of the best public
banks. It probably pays to involve some of the best “private” banksin this
process as well. Thiswill give each of these new “big” banks accessto an
established network of branches aimost everywhere in the country and the

2. Banerjee and Duflo (2004).
3. Berger and others (2002).
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ability to tap into the cheapest sources of savings. Thiswill createasituation
where multiple dynamic banks compete for clients in every location.

Consolidation is also an advantage from the point of view of selling off
some of these banks to private buyers (or even foreign buyers), since there
islessrisk that the government will end up holding on to the weakest banks
just when competition heats up. This is especialy important because, as
Buiter and Patel note, everybody in the system assumesthat the government
isliableif any of the banks collapse.

Even with consolidation, however, this assumption of liability remains
amagjor problem for agovernment that isthinking of selling off the control-
ling shares in the banks to the private sector (or foreign private sector). The
danger is that the Indian state will continue to be liable after control has
been sold, because this is what the public expects. This would mean that
the gainsfrom risk taking go to the owners of the bank, but that the govern-
ment would have to foot the bill in the event of a disaster. Let me end with
two suggestions about how to deal with this issue: first, the government
should hold on to a significant amount of equity in these banks even after
the control rights have been transferred, to make sure that it shares in the
gains from increased risk taking. Second, the liability should be structured
to make sure that a substantial part of the buyer’s total assets (and not just
the assets of the Indian subsidiary of the foreign company), are backing the
purchase. What we want to avoid is an Argentina-like situation where the
foreign owners of the failed Argentine banks could walk away with their
non-Argentine assets intact.

Robert Lawrence: This informative paper makes three basic points. The
firstisthat while the Indian government has been running large government
deficits—and has experienced a rising debt-to-GDP ratio—the situation is
not unsustainable. Instead Indiaappearsto be on apath in which, with plaus-
ible assumptions about growth, inflation, and interest rates, it could settle
into a long-term equilibrium with high and steady levels of debt to GDP
and sustainable budget deficit levels. Second, the deficitsreinforce the dom-
inance of the state in Indian financial markets with adverse consequences
for the efficiency of capital allocation. Government financial institutions fail
to carry out their role as intermediaries between private sector borrowers
and lenders and instead devote large amounts of their portfoliosto holding
government securities. In addition, incentives in many dimensions of
behavior are severely distorted, resulting in moral hazard, regulatory for-
bearance, and generally poor credit alocation decisions. And third, the



Willem H. Buiter and Urjit R. Patel 43

Indian government has officialy recognized the desirahility of increased
fiscal discipline and embarked on aprogram to achieveit through the Fiscal
Responsibility and Budget Management Act. However, this program fails
to impose the needed discipline on the national government, failsto address
the role of statesin generating deficits, and could lead to procyclical fiscal
policy.

| found this paper very interesting and | learned a lot from it. In these
observations | will discuss each of the major pointsin turn. The time series
analysison stability iscompelling. Indiaisnot about to run into an explosive
situation. Indeed, despite the reemergence of large internal deficits, thereis
little evidence of upward pressures on either inflation or interest rates. A ppar-
ently, Indian households have raised their saving rates sufficiently to finance
the deficit and the increased demand for investment without the need for
foreign borrowing. In the United States our deficit syndromeis often called
twin deficits. In India' s case, however, the government deficit isan orphan—
because foreign debt islow and foreign reserves high—in essence low gov-
ernment saving is offset by high net private saving. It is particularly inter-
esting that the analysis suggeststhat theinternal debt situationissustainable
when it looks quite similar to thesituation in the early 1990swhen there was
acrisis. This suggests that the source of the problem at that time was really
the external constraint.

Nonetheless it isimportant not to confuse a situation that is sustainable
with one that is desirable. Indeed, as the paper makes clear, it is relatively
easier to persuade people to change their behavior when you can show they
are heading for disaster than when you have to argue that if they changed
things, it would be tougher in the short run but better in thelong run. Assum-
ing interest rates remain at current levels and the deficit a constant share of
GDP, we know that each year until the debt-to-GDP ratio stabilizes, interest
paymentswill rise asashare of GDP, thereby crowding out other government
spending. To be sure, if the money goes to public investments with a high
social return, borrowing could bejustified. But thisis not what is happening.
It appears that, on the contrary, government investment has born the brunt
of the adjustment. Again, it is interesting to ask about history. What has
changed? Why was India able to maintain fiscal discipline until the 1980s,
and yet today, even though incomes arerising, the government is apparently
less able to resist the pressures for bigger deficits?

The authors also argue that large budget deficits have reduced Indian
capital formation and thus Indian growth. They claim that the deficits have
a negative impact on private saving, and aso reduce the efficiency of the
financial system in alocating capital. The authors cite several papers to
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support their claim that borrowing to finance public debts depresses private
saving, but they present no proof that this has actually happened in India,
and they offer no discussion of why, in theory, bigger government deficits
should be expected to reduce private saving. The more traditional debate,
isof course, whether private savings rise sufficiently to offset the deficit (as
suggested by a Barro-Ricardian framework) and thus whether national
saving is depressed by government deficits. 1t would have strengthened the
paper if a theoretical explanation for the anticipated negative impact on
private saving had been offered.

The second part of the paper is also focused on the distortions in capital
allocation that result from extensive state ownership of banks. The need to
finance the deficitsin part by having banks hold the debt reduces the banks
need to invest in the private sector. One might have hoped that thiswould at
least have meant that banks are highly creditworthy and liquid. But the
authorsarguethat other behavior attributable to government influence, such
asregulatory forbearance, actually |eads the banks to accumulate substand-
ard debt. The net result istherefore too much debt that is safe and too much
that isunsafe. One might have expected nonbank capital marketsto flourish
under these circumstances, but again the authors present us with evidence
that suggests they have not. The authors do offer reasons why incentives
are distorted and financia intermediation is inefficient, but they aso offer
one piece of empirical evidenceto support their claim that Indian investment
isinefficient that is not very convincing. They make much of the fact that
India has a capital—output ratio of threeto one. But they also report that the
Chinese capital—output ratio isconsiderably higher, at four to one. While this
may indicate that Chinais even less efficient than India it does not really
demonstrate the point they are making about India. Indeed, my sense is
that a capital—output ratio of threeto oneisactually quitetypical, suggesting
the investment inefficiency problems may not be as great as they imply.
Their argument would have been more compelling had they provided evi-
dence that other countries have much lower capital—output ratios.

The third issue raised in the paper relates to efforts to control budget
deficits through fiscal rules. The paper describes efforts at both the central
and the state level to impose such rules. These reflect good intentions, but
it isnot clear that beyond hel ping to focus on the medium-term budget out-
look, they will actually achieve their objectives. Indeed, the fact that the
finance minister felt compelled to delay implementation of the FRBMA
even before it became effective does not exactly inspire confidence in its
efficacy. At the end of the day, the authors conclude that unfortunately
fiscal virtue cannot ssimply be legislated. While that may well be the case,
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given current institutional arrangements, | do not see why it should auto-
matically be taken as given. In particular, | would have liked some con-
sideration of aconstitutional provisionthat would prohibit state governments
from running deficits. Such aprohibition would avoid the free-rider problem
that currently exists because the states can rely on the central government
to bail them out. Yes, there should be fiscal redistribution from the central
government, but the whole point is that fiscal federalism should force the
states to internalize the costs of their own expenditures. By the way, as |
understand it, a significant amount of the state budget deficits is funded
through small savings—and this suggests another way to impose discipline
on the states: eliminate these programs. Indeed they are probably another
important way in which the government is reducing the effectiveness of the
private sector by inhibiting the development of private intermediaries that
compete for savings deposits.

Indira Rajaraman: My comments on the paper are grouped under three
heads. Thefirst is the fiscal stance in India; the second, blunted incentives
implicit in public ownership of banks; and the third, fiscal rules.

The Fiscal Stance

Thetitle of the paper is somewhat val ue laden, with thewording prejudging
the issues. The term excessive budget deficits suggests that aless excessive
budget deficit is preferable, by definition, regardless of how the correction
is achieved. This was the message beamed at the Indian government at the
start of reform in 1991, and in the mad scramble to bring down the fiscal
deficit, there were huge cuts in public expenditure on capital formation.
The paper acknowledges what it calls “infrastructure-unfriendly cuts’ in
public capital expenditure but says that these cuts “cannot be seen” in the
fiscal deficit numbersbecause of compensating increasesin current expend-
iture. That isfactually incorrect. Figure 6 showsthe consolidated fiscal and
revenue (current) deficits aggregated across central and state levels of gov-
ernment, over the fifty-year period 19512001 as a percent of GDP, along
with the (average) interest rate on public debt. The vertical distance between
the fiscal and revenue deficits measures the budgetary capital expenditure
as a percent of GDP (unless there are substantial privatization receipts,
which was not the case over this period). Capital expenditure fell sharply
between 1991 and 1997, and brought the fiscal deficit down with it, by
3 percentage points of GDP. Only after 1997 wasthe vertical difference not



46 INDIA POLICY FORUM, 2005-06

FIGURE 6. Fiscal and Revenue Deficits and Interest Rates on Public Debt
Consolidated across Central and State Governments, 1951-2001
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Source: Rajaraman (2006).

reduced any further. The revenue deficit rose after that point, and the fiscal
deficit rose with it.

The paper could have made alasting contribution if it had calibrated the
net impact, through a computable general equilibrium model, of fiscal cor-
rection achieved through cuts in expenditure on capital formation. In the
absence of such estimates, there remains the possibility that during the past
fifteen years since the start of reform, the years in which the budget deficit
was less excessive through capital expenditure cuts might have inflicted
more lasting damage on the growth prospects of the economy than yearsin
which the deficit was more excessive. The introduction of fiscal ruleswill,
it is hoped, put a stop to the capital expenditure route to fiscal correction.

The deficits were clearly driven by the rate of interest on public debt.
From 1951 until 1975, when financial suppression kept the interest rate on
public debt down at the 4 percent level, the fiscal deficit rarely crossed
6 percent of GDP, and the current deficit (or the revenue deficit, as it is
termed in India), was at zero or in surplus. After 1975, when financial
suppression was lifted, the interest rate rose steadily and carried the fiscal
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and revenue deficits up with it until 1991. Interest ratesfinally turned down
only starting in fiscal 2000.

For any responsible evaluation of the fiscal stance over this period, it is
clear that the interest rate has to be cleaned out of the fiscal and revenue
deficits, to obtain the corresponding primary aggregates. Thisis shown in
figure 7. The primary fiscal deficit shows a stable pattern around a constant
trend. The primary revenue deficit was substantially negative during much
of the period, which is to say that there was a primary revenue surplus,
until post-reform, when it began to hug the zero axis more closely, and
finally pushed through into a positive deficit after 1997. The two primary
deficits together do not convey a portrait of a fiscally profligate state, at
least over the period 1951-97.

FIGURE 7. Primary Fiscal and Revenue Deficits Consolidated across Central
and State Governments, 1951-2001
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The issue of why the primary revenue deficit worsened after the start of
reform is an important one. When trade tax reform was initiated in 1991
along with other reforms, revenues from trade taxes declined sharply
(table 6). This shortfall was not fully compensated by revenue from other
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sources. The tax-to-GDP ratio fell from 16 percent (1989-90) to a low of
13.4 percent (1998-99), before rising to 14.5 percent (2002-03), a fall of
1.46 percentage pointsfromitspre-reform high. Thisfall in overall taxes was
lower than that of customs revenue, which fell by 1.89 percentage points.
Thus, revenue compensation from other sourcestotaled 0.43 percent of GDP.
Theoveral fiscal deficit between thetwo years 1989-90 and 2002—03 shows
arise by 0.77 percent, but the compensated deficit for 2002—03, which
subtracts the total revenue decline from the crude deficit, shows a fall of
0.69 percent. What this meansisthat the fiscal system responded to thefall
in the tax-to-GDP ratio by reducing expenditure by 0.69 percent, and
allowing the deficit to rise by 0.77 percent, while also compensating for
the customs revenue decline from other taxes by 0.43 percent. This fiscal
difficulty faced by India as a direct outcome of trade reform is common to
many other developing countries.*

TABLE 6. Actual and Compensated Revenue (Center and States),
1989-90 and 2002-03

Tax revenue Overall fiscal deficit
Years Total Customs Actual Compensated
As a percent of GDP
1989-90 15.98 3.7 8.74 8.74
2002-03 14.52 1.82 9.51 8.05
Difference -1.46 -1.89 0.77 -0.69

Asto sustainability tests on the public debt, it is not agood ideain gen-
eral to club public sector commercial enterprisestogether with core govern-
ment.> When the assets subtracted from such a gross aggregate to get the
net series are confined to official reserves (not including reserves of public
sector enterprises), the resulting series is conceptually unclear. The twin
tests performed for the null of aunit root and the null of (trend) stationarity
point to nonstationarity of the discounted debt seriesin the case of al except
B’ (although the reason for this exceptionisnot visually clear fromfigure 2).
Also, the graph of B; does not suggest supersolvency, asthe authors suggest.

4. The larger issue, and the failure of the literature to address the issue adequately, is
set out in detail in Rajaraman (2004).
5. Rajaraman and Mukhopadhyay (2004).
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Blunted Incentives

The section on the financial sector speaks of blunted incentives implicit in
public ownership of the commercia banks and other financial ingtitutions.
Although publicly owned commercial banks account for 78 percent of total
deposits, there are only twenty-eight publicly owned commercial banks
(PSU banks) in afield of eighty-eight banks overall.®

When going into the ownership issue, theory about blunted incentives
should not blind usinto not looking at actual outcomes. Although the mean
performance of publicly owned banksis lower than that of al other banks,
the dispersion within the set of PSU banksis very wide. Regardless of the
financial indicator used, whether it isnonperforming assets, or any indicator
of operational efficiency, some PSU banks handily outperform other banks,
whether foreign or domestic. A panel regression exercise for the twenty-
seven PSU banks, over the period 19952000, shows fixed, bank-specific
effectsindicative of systematic differenceswithin the set, although the fixed
effects do not say anything about why these differences exist.” What the
findings do show isthat ownership is not destiny, and that it would be more
fruitful to focus on the many critical regulatory and other reforms needed
in the financial sector, which still remains precariously poised, rather than
to focus exclusively on the ownership issue.

The paper mentions the persistence of financial suppression. Thelifting
of suppression of interest rates in the system, which began in 1975, is now
virtually complete, barring a few interest rates on small loans. Rates on
small savings continue to be administratively set, the political economy of
which is set out in detail elsewhere.® This intervention serves to hold up
interest rates, rather than hold them down. | am not sure the term financial
suppression can be applied to such a situation, although | concede that this
is a definitional issue.

Fiscal Rules

In the study of the consolidated deficit, which is the source for the figures
and table displayed in my comment, the econometric results show evidence
that the fiscal deficit in India responds to both the political cycle and the
business cycle. Thereisan inherent tension therefore in the design of fiscal

6. At the end of March 2005, according to the RBI (2005), down from a total of 101 in
2000.

7. Rajaraman and Vasishtha (2002).

8. Rajaraman (2006).
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rulesfor India, whether at national or subnational level, between providing
enough flexibility to respond to the business cycle, while constraining pre-
election profligacy. The Punjab FRBMA hasan explicit provisionfor barring
fiscal profligacy in the six-month period leading up to elections. Clearly
thisstill leavesroom for endogenous fixing of el ection dates so asto subvert
the intent of the provision. There is always an enforcement problem, but
fiscal rulesin India are a start, and a very necessary one, toward requiring
that fiscal correction should focus on the current account rather than on
capital expenditure.

After the report of the Twelfth Finance Commission (TFC) was made
public in March 2005, there is on offer areward of a substantial reduction
by 300 basis points on the interest rate on state debt owed to the national
government, for states that enact FRBMAs with five required features. One
of the features is elimination of the revenue deficit by 2008-09, with a
stated path to that target, and another is reduction of the fiscal deficit to
3 percent (with no stipulated year). States responded immediately to this
incentive. As aresult, the number of states that had enacted fiscal rules had
grown to eighteen by the end of 2005, and is continuing to rise.®° The TFC
has had the salutary effect of making states respond voluntarily to the in-
centive to enact FRBMAS with a commitment to elimination of revenue
deficits by a specific date. The enforcement issue remains.

General Discussion

Ashok Lahiri, as chair, addressed Robert Lawrence's question as to why
India's culture of fiscal sobriety had deteriorated after the 1980s. In Lahiri’s
view, thiswasin part dueto the arrival of coalition politics at the center and
the end of the monopoly of the Congress Party. He agreed with Indira
Rajaraman that the underlying cause of fiscal stress was less spending
profligacy and more the liberalization of interest rates on government debt.
While agreeing that even better performance was needed, he observed that
India s COR as measured by the paper was similar to that of most devel oped
countries, better than India s past performance and better than that of China.
On crowding out, he noted that significant demand for government paper
remained in the system, as indicated by the Reserve Bank’s use of special
securitiesfor sterilization operations under the so-called market stabilization

9. A detailed discussion of the incentives offered by the TFC, and the problems with
them, isin Rgjaraman and Mgumdar (2005).
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scheme (MSS). Lahiri saw the “lazy banking” episode of excessive com-
mercial bank purchases of government debt as largely cyclical and aready
unwinding. Finally, hefelt the paper’s critique of the FRBM A was somewhat
harsh: the postponement of deadlineswas aresponseto the delay in promul-
gating the law and announcing the rules; the existence of a law could be
useful and was unlikely to do any harm.

T. N. Srinivasan judged that the paper’s presentation of crowding out of
private investment was too sweeping. His own reading of the experience of
the 1990s suggested that there was a break around 1996-97, after which
growth rates stopped rising and began fluctuating around an average signifi-
cantly lower than the 6.8 percent attained during 1992-93 to 199697 and
private investment weakened. He favored the hypothesisthat after the break
the private investment schedul e had shifted to the left; it appeared now that
it was in the process once again of moving back to the right.

On public dissaving crowding out private saving, Srinivasan said the
weakness of the Indian private saving data simply did not allow meaningful
statements to be made about Ricardian equivalence. He aso did not agree
that trade liberalization was substantially responsible for fiscal stress and
thereby for acollapse of public investment, nor that this reduction had been
particularly harmful for economic growth. Public domination of infra-
structure had in the past crowded out private investment; asthe public sector
withdrew, the private sector was expected to step in. Its inability to do so
wasfor a set of regulatory failures (exemplified by theill-fated power plant
at Dabhol) and not for macroeconomic reasons.

Theremainder of the discussion focused on theinefficient (or suboptimal)
allocation of resources by thefinancial sector and policy responsesto remedy
this. Kaushik Basu was troubled by the conclusions reached by Abhijit
Banerjee on misallocation of resources by the financia system. He did not
consider it inefficient or irrational for banksto lend to cash-rich borrowers.
Thiswas an effective marker of aperson with the necessary range of contacts
needed to realize an entrepreneurial opportunity. Banerjee disagreed: his
study suggested that the beneficiaries of bank credit were actually producing
very little. Others asked what the penalties were for nonperformance by
both borrowers and banks, and the role of the supervisorsin enforcing such
pendlties, particularly where publicly owned banks were concerned.

Action by theregulatorsin recent cases suggested that 100 percent deposit
insurancewasin effect irrespective of the ownership of the commercial bank.
Ajay Shah noted that where the dominant shareholder was the government,
private shareholders were not dispossessed: government was willing to
undertake full recapitalization of any capital deficit that might arise. In the
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caseof aso-called” new” private sector bank, however, existing shareholders
had indeed lost al their equity. Thus there was the beginning of some
incentive by shareholders to monitor bank asset quality, but none as yet by
depositors.

Theissue was how to change the lending behavior of banks. Shah agreed
that privatization of existing public sector banks was extremely unlikely in
the current political environment. There was also no reason to be unduly
pessimistic; even in the current environment of moral hazard, new private
banks had shown themsel vesto be capable of disciplined, innovative lending.
But their expansion continued to be hindered by arange of regulations whose
effect, if not intention, wasto limit competition. Enhanced freedom of entry
wasthusimportant to improve commercia bank performance. Furthermore,
at least for major corporations, the capital markets were now providing an
alternative source of funding. Banerjee countered that the evidence available
from banks that were and were not nationalized in 1980 is that competition
per se did not significantly influence bank behavior.

Surjit Bhalla believed that the willingness of the banksto prefer govern-
ment debt over loanswas perfectly rational in an environment of disinflation;
he also pointed to the role of high administered interest rates on small sav-
ings schemes as an important explanation for high real interest rates and
reduced appetite for borrowing. Banerjee believed that there was an import-
ant qualitative difference between commercia banks deploying resources
in credit operations versus securities, since the former generated valuable
information, particularly regarding the opportunities facing new firms.
Suman Bery asked whether anybody still believed in the M cKinnon-Shaw
view of financial repression; in that view, high real interest rates were a
positive, not anegative. He also asked if the government had gone overboard
ineliminating itsrecourseto foreign net financing; an optimal debt manage-
ment strategy would presumably provide some role for foreign debt, redu-
cing the draft on domestic savings. Finally he asked if there was a clear
agenda of institutional innovations (such as credit bureaus) that could help
improve access to the financial system, as had happened so successfully in
the United States over the past fifty years.



Willem H. Buiter and Urjit R. Patel 53

References

Banerjee, Abhijit, and Esther Duflo. 2004. “ Do FirmsWant to Borrow More? Testing
Credit Constraints Using a Directed Lending Program.” Department of
Economics, MIT.

Banerjee, Abhijit, Shawn Cole, and Esther Duflo. 2004. “Banking Reformin India”
India Policy Forum 1: 277-323.

Berger, Allen N., and others. 2002. “Does Function Follow Organizational Form?
Evidencefrom the Lending Practicesof Largeand Small Banks.” NBER Working
Paper 8752. National Bureau of Economic Research, Cambridge, Mass.

Bhattacharya, Saugata, and Urjit Patel. 2002. “Financial Intermediation in India:
A Case of Aggravated Moral Hazard?’ Working Paper 145, Stanford Center for
International Development, July.

. 2005. “Reform Strategies in the Indian Financial Sector.” In India’s and
China’s Recent Experience with Reform and Growth, edited by Wanda Tseng
and David Cowen. Basingstoke, U.K.: Palgrave Macmillan.

Buiter, Willem, and Urjit Patel. 1997. “Budgetary Aspects of Stabilization and
Structural Adjustment in India” In Macroeconomic Dimensions of Public
Finance, Essays in Honour of Vito Tanzi, editd by Mario Blegjer and Teresa Ter-
Minassian. London: Routledge.

Dickey, David, and Wayne Fuller. 1981. “Likelihood Ratio Statistics for Auto-
regressive Time Series with a Unit Root.” Econometrica 49: 1057—72.

Federal Reserve Bank of Boston. 2006. The Macroeconomics of Fiscal Policy.
Conference Series 49. MIT Press.

Fuller, Wayne. 1976. Introduction to Statistical Time Series. New York: Wiley.

Gormley, Todd. 2005. “Banking Competition in Developing Countries: Does
Foreign Bank Entry Improve Credit Access?’ Department of Economics, MIT.

Kapur, Devesh, and Urjit Patel. 2003. “Large Foreign Currency Reserves:. Insurance
for Domestic Weaknesses and External Uncertainties?’ Economic and Political
Weekly 38 (March 15-21): 1047-53.

Kwiatkowski, Denis, Peter Phillips, Peter Schmidt, and Yongcheol Shin. 1992.
“Testing the Null Hypothesis of Stationarity against the Alternative of a Unit
Root.” Journal of Econometrics 54: 159-78.

La Porta, Rafael, Florencio Lopez-de-Silanes, and Andrei Shleifer. 2002.
“Government Ownership of Banks.” Journal of Finance 57: 265-301.

Lal, Deepak, Suman Bery, and Devendra Pant. 2003. “The Real Exchange Rate,
Fiscal Deficits and Capital Flows: India: 1981-2000." Economic and Political
Weekly 38 (November 22-28): 4965—76.

Patel, Urjit. 2004. “Role of State-owned Financia Institutionsin India: Should the
Government ‘Do’ or ‘Lead’?’ In The Future of State-owned Financial Insti-
tutions, edited by Gerard Caprio, Jonathan Fiechter, Robert Litan, and Michael
Pomerleano. Washington, D.C., Brookings.




54 INDIA POLICY FORUM, 2005-06

Patel, Urjit, and Saugata Bhattacharya. 2003. “ The Financial Leverage Coefficient:
Macroeconomic Implications of Government Involvement in Intermediaries.”
Working Paper 157, Stanford Center for International Development, January.

Phillips, Peter, and Pierre Perron. 1988. “Testing for a Unit Root in Time Series
Regression.” Biometrika 75, no. 2: 335-46.

Rajaraman, Indira. 2004. “Fiscal Restructuring in the Context of Trade Reform.”
In The Dynamics of Fiscal Federalism: Challenges Before the Twelfth Finance
Commission, edited by G. C. Srivastava, pp. 201-30. New Delhi: Taxmann.

. 2006. “Fiscal Developments and Outlook in India” In Sustainable Fiscal
Policy for India: An International Perspective, edited by Peter Heller and
M. G. Rao, pp. 8-43. New Delhi: Oxford University Press.

Rajaraman, Indira, and Abhiroop Mukhopadhyay. 2004. “Univariate Time Series
Analysis of Public Debt.” Journal of Quantitative Economics 2 (New Series)
(July): 122-34.

Rajaraman, Indira, and Debdatta Majumdar. 2005. “Equity and Consistency Pro-
perties of the Twelfth Finance Commission Recommendations.” Economic and
Political Weekly 40 (July 30): 3413-20.

Rajaraman, Indira, and Garima Vasishtha. 2002. “Non-Performing Loans of PSU
Banks: Some Panel Results.” Economic and Political Weekly 37, no. 5: 429-35.

Rangarajan, Chakravarthy, and Dinesh Srivastava. 2005. “Fiscal Deficits and
Government Debt: Implications for Growth and Stabilization.” Economic and
Political Weekly 40 (July 2-8): 2919-34.

Reserve Bank of India. Various years. Report on Trend and Progress of Banking in
India. Mumbai.

Sen, Partha. 2004. “Modeling Foreign Capital Inflows and Fiscal Deficits.”
Economic and Political Weekly 39 (October 2-8): 4478-80.

Shah, Ajay, and Ila Patnaik. 2004. “India’'s Experience with Capital Flows: The
Elusive Quest for a Sustainable Current Account Deficit,” forthcoming in
Sebastian Edwards, Ed. Capital Controls and Capital Flows in Emerging
Economies: Policies, Practices and Consequences. Chicago: University of
Chicago Press.

Singh, Nirvikar, and T. N. Srinivasan. 2004. “Foreign Capital Inflows, Inflation,
Sterilization, Crowding-Out and Growth: Some |llustrative Models” Economic
and Political Weekly 39 (June 12-18): 2469-80.




M. GOVINDA RAO
National Institute of Public Finance and Policy

R. KAVITA RAO
National Institute of Public Finance and Policy

Trends and Issues in Tax Policy
and Reform in India

I ax systemstheworld over have undergone significant changes during

the last twenty years as many countries across the ideological
spectrum and with varying levels of devel opment have undertaken reforms.
Thewave of tax reformsthat began in the mid-1980s and accelerated in the
1990swas motivated by anumber of factors. In many developing countries,
pressing fiscal imbalance was the driving force. Tax policy was employed
asaprincipal instrument to correct severe budgetary pressures.t In others, the
transition from aplanned economy to amarket economy necessitated wide-
ranging tax reforms. Besides efficiency considerations, these tax reforms
had to address the issues of replacing public enterprise profits with taxes as
a principal source of revenue and of aligning tax policy to change in the
development strategy. Another motivation was the internationalization of
economic activities arising from increasing globalization. On the one hand,
globalization entailed significant reduction in tariffs, and replacements had
to be found for this important and relatively easily administered revenue
source. On the other, globalization emphasized the need to minimize both
efficiency and compliance costs of the tax system. The supply-side tax
reforms of the Thatcher—Reagan eraalso had their impact on thetax reforms
in developing countries.

The evolution of the Indian tax system was driven by similar concerns
and yet, in someways, it isdifferent and even unique. Unlike most devel op-
ing countries, which were guided intheir tax reforms by multilateral agencies

The authors are grateful to Shankar N. Acharya, Amaresh Bagchi, Raja Chelliah, Arvind
Panagariya, T. N. Srinivasan, and Arindam Das-Gupta for detailed comments on the earlier
draft of the paper. However, any shortcomings of the paper are the responsibility of the
authors.

1. Ahmad and Stern (1991).
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such as the International Monetary Fund, Indian tax reforms have largely
borne adomestic brand. They have been calibrated to changesin the devel -
opment strategy over timewhile staying in step with theinstitutional arrange-
ments in the country.? Thus, even when the government sought assistance
from multilateral financia institutions, the recommendations of these in-
stitutions did not directly translate into an agenda for tax reform. Despite
this, the tax system reforms were broadly in conformity with international
trends and advice proffered by expert groups and was in tune with inter-
national best practices.®

Inevitably tax policy in the country has responded to changing devel op-
ment strategy over the years. In theinitial yearstax policy was guided by a
large number of demands placed on the government.* These demands can
be summarized as the need to increase the level of savings and investment
in the economy and hence the need to stimulate growth and ensure a fair
distribution of incomes. That in turn meant an effort to raise taxes from
those with an ability to pay, with little regard for the efficiency implications
of the chosen instruments for the purpose.

Therole of history and institutions was a so important in shaping India’s
tax system. Indeed, the nature of the federal polity, the assignment of tax
powers, and tax sharing arrangements have influenced the incentives for
revenue mobilization and the structure and administration of the taxes in
both central and state governments. The overlapping tax systems have made
it difficult to enact and implement comprehensive and coordinated tax re-
forms. Another legacy of the era of planning is selectivity and discretion
both in designing the structure and in implementing the tax system. These
contributed to erosion of the tax base, created powerful special interest
groups, and introduced the concept of “negotiated settlement” into the tax
system.® In a closed economy, inefficiencies did not matter and relative
price distortions and disincentivesto work, save, and invest did not warrant
much consideration.

2. Theimportant exception to thisis the introduction of an expenditure tax on Kaldor’'s
advice in the mid-1950s. See Government of India (1956).

3. Richard Bird (1993, p. 2721), reviewing the three-volume Report of the Tax Reforms
Committee, states, “The three reports on tax reform in India. . . generally offer clear and
sound guidance as to what can and should be done. . . "

4. Bagchi and Nayak (1994).

5. The Report of the Task Force on Implementation of the Fiscal Responsibility and
Budget Management Act, 2003 (Government of India, 2004b) states, for example: “Indirect
tax policy in India tends to be constantly battered by special interest groups that find it to
their interest to have the structure cater to their particular benefit.”
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Because of the size of the country, its multilevel fiscal framework, the
unique reform experience, and difficulties in calibrating reforms posed by
institutional constraints, the Indian tax reform experience can provide use-
ful lessonsfor many countries. Thereform, by itself, isanimportant enough
reason for a detailed analysis of the tax system in India. Unfortunately,
unlikein many devel oped countrieswhere major tax reforminitiativeswere
followed by detailed analysis of their impact, no serious studies analyzing
the economic impact of tax reforms have been conducted in India.®

This paper analyzes the Indian tax system. Alternative models of tax
system reform are presented with a view to identifying the best-practice
approach followed in tax system reforms. Surely, in a democratic polity, it
is difficult to achieve the ideal and yet, the framework helps to keep the
focus on further reforms. We then analyze the evolution of the Indian tax
system and theimpact of historical and institutional factorsin shaping Indian
tax policy. Trends in tax revenue are presented, and these point toward a
relative stagnation and deceleration in tax revenues at both the Union, or
central, and state levels. An analysis of the reasons for this stagnation is
followed by an exploratory discussion on the possible efficiency and equity
implications of the tax system. The final section presents directionsfor fur-
ther reforms.

Changing Paradigms of Tax Policy and Reform

In the literature on tax design and reform, the thinking on what constitutes
the best tax system and an implementation strategy to achieveit have under-
gone considerable change over the years, mainly because of the changing
role of the state in development and internationalization of economic activ-
ities.” Designing tax policy and reforming an existing tax regime can be
two distinctly different exercises, not always generating the same set of
results. It is possible to argue that the objective of tax reform should be to
chart the course for turning a given tax regime into one that has been “ opti-
mally” designed. The history of the existing system, however, as well as
political and administrative constraints, could place limits on such atransi-
tion path. For instance, acomprehensive consumption tax of the value-added

6. Inthe United States, for example, there have been severa studies analyzing theimpact
of the Tax Reform Act of 1986. For a detailed review of these studies, see Auerbach and
Slemrod (1997).

7. Bird and Oldman (1990); Gillis (1989); Boskin and McLure (1990).
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tax (VAT) variety might be best implemented at the national level, to avoid
issues relating to treatment of interstate taxation. But the assignment of tax
powersin Indiacould makethat transition difficult if not impossible. Reform
therefore might haveto explore other alternatives such asadual VAT system.

One important school of thought, which focuses on the design of a tax
system, isknown asthe optimal taxation school. It recognizesthedifficulties
of achieving the first-best solution and emphasizes the need to minimize
the deadwei ght losses in exploring the second-best solutions. Here one can
distinguish two key approaches. Thefirst approach, based on the assumption
that government is all-powerful, fully informed, benevolent, and driven by
efficiency considerations, derives the following result: to minimize the ex-
cess burden of raising a given amount of revenue, consumption should be
taxed and the optimal rate of tax onindividual commoditiesshould berelated
to the direct and cross-price elasticities of demand. In the special case when
the compensated cross-price elasticities are zero, the optimal tax rate is
inversely proportional to the direct, compensated price elasticity of demand
(Ramsey rule). The lower the compensated price elasticity of demand, the
smaller the movement away from the undistorted first-best optimum in
response to the tax so that it paysto tax the lower-elasticity goods at higher
rates. Sincetax structures designed on these principleswould involve taxing
necessities, the need to address distributional concerns becomes paramount.®
Incorporating distributional considerations into this paradigm introduces
discussions of optimal income tax, applications of which interestingly do
not support sharply progressive tax structures.

The second approach recognizes that the government typically lacksthe
information on elasticities and is subject to lobbying when it is willing to
tax different goods at different rates. This approach leans more heavily to-
ward taxing consumption at uniform rates across goods.® According to this
approach, while efficiency (and distribution weights) is clearly desirablein
thedesign of tax policy, administrative capacity, attention tolocal institutions
and political redlities are equally, if not more, important. The principa
concern isnot to design asystem that will be optimal, but to adopt asystem
that will minimize tax-induced distortions and at the same time, be admin-
istratively feasible and politically acceptable. The basic Harberger reform
package for developing countries that are price takers in the international
market consists, among other things, of uniform tariffs and a broad-based
VAT. Panagariya and Rodrik examine the rationale for uniformity in the

8. Stern (1987).
9. This approach is associated with the names of Harberger (1990) and Hatta (1986).
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context of import tariffs and argue that while the case for uniform tariffsis
not watertight, uniformity minimizes the pressures for favorable (higher)
rates on some goods over others.’® The commitment to a uniform tax rate
introduces a free-rider problem for industries to lobby for lower rates for
themselves (since such lower rates are then extended to everyone).

While the literature has focused more on the first approach described
above, optimal taxation has played only alimited role in the formulation of
actual tax policy. The second approach, combined with administrative cost
considerations, isacloser approximation of the approach of tax policy prac-
titioners. The thrust of most tax policy advice within this approach is to
enhance the ability of the tax system to raise revenue while minimizing
relative price distortions. Thisinvolves effortsto broaden the tax base, lower
the rates, and reduce rate differentiation of both direct and indirect taxes.
Adoption of uniform tax rates has been an important feature of practical
approachesto tax reform.™ A broader base requires lower ratesto be levied
to generate a given amount of revenues. It also helps to ensure horizontal
equity, and it is desirable from the political economy viewpoint because
elimination of exemptions and concessions reduces administrative costs as
well astheinfluence of special interest groupson tax policy. Lower marginal
rates not only reduce disincentives to work, save, and invest, but also help
to improve tax compliance. The preference for broad-based and uniform
rates of taxation is thus guided by the need to eliminate an arbitrary array
of tax differentials determined more by special interest group politics than
pursuit of economic efficiency. Further, the limited infrastructure and cap-
acity of tax administrations in developing countries constrain them from
effectively administering complicated tax regimes. Broad-based systems
of taxation applying uniform rates are a mechanism for providing stability
and simplicity to the tax system.

Theintroduction of aVAT isanimportant component of recent tax reform
packagesin many countries, especially in the context of declining emphasis
on import tariffs. Keen and Ligthart show that in small open economies,
any revenue-neutral tariff cut accompanied by a price-neutral, destination-
based VAT will enhance both net revenue and welfare.”2 While thisresult is
contested, especially inthe context of devel oping economieswith significant
informal sectors, that debate does not extend to cases where aVAT seeksto
replace a cascading type of sales tax or broad-based excise duty. In large

10. Panagariya and Rodrik (1991).
11. Rao (1992).
12. Keen and Ligthart (2002).
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economies, however, complete replacement of revenue from internationa
trade taxes by a VAT may not be possible since it might be associated with
unacceptably high tax rates; even if it were acceptable, the revenue might
not accrue to the central government in afederal setup like Indiawhere the
states have traditionally held the power to levy sales taxes.®* There may
thus be a need to explore al other alternatives.

In many countries, the reason for levying a VAT has as much, if not
more, to do with replacing the cascading-type sales taxes, which are often,
confined to the manufacturing stage, than to substitute for import duties as
asource of revenue. In many casesthe expansion of thetax base accompany-
ing the VAT, caused both by extending the tax to the stages following manu-
facturing and by the self-enforcing nature of thetax, hasled to higher revenue
productivity. Often, this expansion of the VAT tax base has strengthened
the information base for tax administration, resulting in improved com-
pliance for other taxes and thereby enhancing the overall productivity of
thetax system. Thus, although aVAT isnot necessarily a“money machine,”
the conventional conclusion holds that a properly administered VAT is the
best way to make up for the revenue loss from trade liberalization.*

Some recent theoretical explorations have argued that because the VAT
is atax on the formal sector of the economy and is often combined with
weak administration, it helps the informal economy to spread, which is not
conducivefor development.® Thisargument, however, appliesto many other
taxeslevied in devel oping countries. In fact, most taxesin devel oping coun-
tries are levied on the formal sector. In the context of tariffs, it has been
shown that smuggling—the informal sector counterpart in the case of
imports—Iowers both revenue and welfare.l” M oreover, the economic agent
has to contend with high transaction costs simply because heisin theinfor-
mal sector. The extent to which aVVAT encourages the informal sector also

13. Rajaraman (2004).

14. Rajaraman (2004) cites the estimates of an IMF study (Ebrill and others 2001) to
show that countries with higher per capita GDP tended to gain, but poorer countries tended
to lose by introducing the VAT. Besides the usual problems with cross-country regression
estimates which both papers point out, it must be noted that a properly calibrated VAT with
its information on turnovers can improve the income tax. In Thailand for example, the
introduction of a VAT replaced the manufacturers’ sales tax in 1991 at a uniform rate of
7 percent (which was actually less than the revenue neutral rate of 10 percent), and led to
full revenue recovery. What was surprising was that the VAT also increased the income tax
by 25 percent. See Government of India (1993).

15. This argument is made by Bird (2005).

16. Emran and Stiglitz (2004, 2005); Hines (2004); Gordon and Wei (2005).

17. Bhagwati and Hansen (1973); Martin and Panagariya (1984).
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variesfrom country to country. Thisargument against the VAT a so overlooks
the dynamism created by the formal sector asit opens up avenues to expand
businesses.’®

Another critique of the appropriateness of the VAT in developing coun-
triesis based on market structures. Das-Gupta argues that under imperfect
competition, since neither the gains from an input tax credit nor the entire
tax burden need to be passed on to the consumer, aturnover tax may produce
both more revenue and greater welfare than aVAT. *° This result, however,
is based on a static framework. In a dynamic context, the taxpayersin a
turnover-based tax system can integrate verticaly, thereby avoiding taxes
and potentially undermining production efficiency. Further, such atax regime
would perpetuate tax spillovers both across jurisdictions within the country
and across international borders. These would undermine the competitive-
ness of the domestic industry and violate common market principles.

Thus, as stated by Bird, “One may criticise VAT in both theory and prac-
tice, and much more such analysis and criticism is not only to be expected
but also welcomed. In the end, VAT almost certainly works better both in
theory and practice in most countries than any feasible alternative.” Again,
as Bird states, “the most basic lesson. . . from experience to date with
implementing VAT in developing and transitional economies. . . is. . . that
doing it right isin most respects a matter more of art than of science. . . the
behaviour of the informal sector depends. . . largely on the interaction be-
tween formal institutions such as the tax administration and the prevalent
norms and customs in a country. . . "%

Apart from concerns of efficiency, tax policy has often been guided by
the need to pursue the objective of redistribution. Most policy anaysts in
the 1950s and 1960s assigned redistribution a central focusin tax policies
and considered that an ideal tax system should have a highly progressive
personal income tax combined with a high corporateincometax. Infact, in
the 1950s and 1960s, the marginal rates of personal income taxes were set
at confiscatory levelsin many countries. Redistribution was not merely an
obsession in countries with interventionist strategies such as India but
was fashionable even in countries such as the United States and Britain.
In these countries, marginal income tax rates were set above 90 percent

18. According to areport in the Financial Times of April 6, 2005, the use of credit cards
by foreignersin India increased by 42 percent to $75 million.

19. A turnover tax isonethat is fixed as a percentage of total turnover of the tax paying
dealer; see Das-Gupta (2004c).

20. Bird (2005).
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immediately after the Second World War. That high marginal tax rate per-
sisted in the United States until 1963.

Threeimportant factors led to moderation in the pursuit of redistribution
through tax policy. First, experience showed that highly progressive tax
systems did little to reduce inequality in devel oping countries as they were
neither progressive nor comprehensive.2 Empirical studies in the United
States and Chile showed that the income redistribution and reduction in
inequality achieved by thetax systemswereinsignificant.Z Second, aredis-
tributive tax system can impose additional costs on the economy, including
administrative costs, compliance costs, economic efficiency costs, and polit-
ical costs. Third, the focus of equity in fiscal policy itself has shifted from
“reducing the incomes of the rich” to “increasing the incomes of the poor”
and in this, the alternative approach of using expenditure programsfor pov-
erty aleviation has attracted greater attention.?

In theory the design of atax system for devel oped countries today would
rely largely on consumption taxes (VAT) on all goods and services applied
at amore or less uniform rate. However, in the presence of large informal
sector and constraints in implementing effective expenditure-based redis-
tribution measures, it may be necessary to have a combination of income
and consumption taxes, the latter covering all goods and services, a fairly
uniform rates. But such an option may not be easily available, with a tax
system already in place. The task therefore is to reform the existing tax
system so as to minimize the excess burden of taxation within the broad
contours of the existing system. Thisinvolves reforms of all major taxes at
the central, state, and local levels. The direction of reform as guided by the
literature on tax reforms in developing countries includes:

—scaling down of and possible elimination of trade taxes over time;

—reform of existing domestic indirect taxes to transform them into
comprehensive consumption taxes on goods and services: this should cover
both national and subnational taxes;

—a moderately progressive persona income tax;

—a corporate income tax at a rate equivalent to the highest marginal
rate of the personal income tax.

21. Harberger (2003).

22. Harberger (2003); Bird and Zolt (2005).

23. For the United States, see Pechman (1985); for Chile, see Engel, Galetovic, and
Raddatz (1999).

24. Harberger (2003); Bird and Zolt (2005).
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Probably the most important aspect of the advicefor devel oping countries
in designing their tax systems is to keep the administrative dimension at
the center rather than the periphery of reform efforts. Poor administrative
capacity creates awedge between the structure of the tax on paper and what
actually works in practice. Apart from eroding revenue productivity, poor
administration resultsin the perpetuation and even the spread of theinformal
economy, significant deadweight losses, and the violation of horizonta
equity.

Tax policy, or for that matter any policy, stands on the tripod of archi-
tecture, engineering, and management.® Architecture provides the design
of the tax system to be achieved, which is guided by the objectives of tax
policy. Engineering provides the mechanics to achieve it, and these are
provided by the nature of institutions and systemsinvolved in tax collection.
Management provides the implementation strategy and action, which,
among others things, depends on the political support and vision and the
nature of administrative agencies and the information system. The three
legs of the tripod are interdependent. A tax policy is only as good as it is
administered; so it isimportant to design the tax system keeping the admin-
istrative capacity inmind. Similarly, the nature of tax institutionsand systems
will have to be adapted to conform to the design of the tax system and the
implementation capacity. Further, administrative capacity should be con-
tinuously augmented to keep pace with changing requirements of tax policy.
In other words, reform of the tax system involves both its structure and
operations, is a continuous process, and has to be calibrated constantly. A
complementary action in this regard is the building of proper information
system.

Evolution of Indian Tax System

The basic framework for the tax system in independent India was provided
in the constitutional assignment of tax powers. The important feature of
thetax assignment isthe adoption of the principle of separation in tax powers
between the central and state governments. The central government has the
power to levy the major broad-based and mobile tax bases, which include
taxes on nonagricultural incomes and wealth, corporate income taxes, cus-
toms duties, and excise duties on manufactured products. Over the years,
the last item has evolved into a manufacturers' VAT on goods. The major

25. Bird and Zolt (2005).
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tax powers assigned to the states include taxes on agricultural incomes and
wealth, sales taxes, excises on alcoholic products, taxes on motor vehicles
and on transport of passengers and goods, stamp duties and registration
fees on transfers of property, and taxes and duties on el ectricity. States also
have powersto levy taxes on entertainment and on income earned by engag-
ing in a profession, trade or employment; some states have retained these
powers for themselves, while others have assigned them to local bodies. 2
Although the state list also includes property taxes and taxes on the entry
of goods into a local area for consumption, use, or sae, these have been
assigned to local bodies. Until 2003 India’'s constitution did not explicitly
recognize and assign to any level of government the power to tax services,
However, sinceall residuary tax powerswere assigned to the central govern-
ment, in 1994, this authority became the basis for levying atax on selected
services. In 2003 an amendment to the constitution specifically assigned
the power to tax services to the central government.?”

Tax policy in Indiahas evolved as an important component of fiscal pol-
icy that played acentral rolein the planned devel opment strategy. I n particu-
lar, tax policy was the principal instrument for transferring private savings
to public consumption and investment.? Tax policy was also used to en-
courage savings and investment, reduce inequalities of income and wealth,
foster balanced regiona development, encourage small-scale industries on
the assumption that they are employment intensive, and influence the volume
and direction of economic activities in the country.

The evolution of tax policy within the framework of an industrialization
strategy based on the public sector, heavy industry, and import substitution
hashad several implications. First, tax policy wasdirected to raise resources
for thelarge and increasing requirements of public consumption and invest-
ment irrespective of the efficiency implicationsit entailed. Second, the ob-
jective of achieving asocialistic pattern of society, combined with the large
oligopalistic rents generated by the system of licences, quotas, and restric-
tions, necessitated steeply progressive tax structurein both direct and indirect
taxes. Third, the pursuit of amultiplicity of objectives enormously compli-
cated the tax system with adverse consegquences on efficiency and horizontal

26. While this tax applies to individuals based on the income earned, it is considered
distinct from income tax, since the total tax leviable is limited by a cap spelled out by
India’s constitution.

27. The 88th Amendment to the Constitution of Indiaassignsthe power to levy aservice
tax to the central government, with the proceeds being collected and appropriated by the
central and state governments, in accordance with principles formulated by the Parliament.

28. Bagchi and Stern (1994).
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equity. It also opened up large avenues for evasion and avoidance of taxes.
The disregard for efficiency considerations was a part of the import-
substituting industrialization strategy. Fourth, not only did all of thisrequire
differentiationin tax rates based on arbitrary criteria, but plan priorities also
legitimized selectivity and discretion in tax policy and administration. Once
selectivity and discretion were accepted as legitimate, it mattered little
whether these were exercised as intended. This provided enough scope for
the special interest groups to influence tax policy and administration. Fifth,
the influence of special interest groups, changing priorities, and the lack of
an information system and scientific analysisled to ad hoc and often incon-
sistent calibration of policies. Finaly, the poor information system wasthe
cause of selective application of the tax system as well as its effect.

This section summarizes the evolution of the major central taxes and
provides an overview of the state taxes. For the central government, the
major direct taxes are persona income and corporate taxes; the magjor in-
direct taxes are excise duties, customs duties, and service tax At the state
level, the major initiative in recent times has been the introduction of the
VAT, and the discussion limits itself to this measure.

Reform of Central Taxes

The systematic evolution of the tax system in independent India started
with theimplementation of the report of the Taxation Enquiry Commission.?®
In fact, this was the first comprehensive attempt to review the existing tax
system and design a system that would cover central, state, and local taxes.
It was intended to fulfill avariety of objectives such asraising the level of
savings and investment, transferring resources from the private sector to
public sector, and achieving adesired state of redistribution. The commission
report was available in 1953-54, but because of the ideological orientation
of the Second Five-Year Plan (1956-60), Nicholas Kaldor was invited to
produce another report on Indian tax reform. Thisreport, published in 1956,
was used (rather incompletely) to raise resources for the Second Five-Year
Plan. Kaldor recommended the implementation of an expenditure tax to
curb consumption and raise the level of saving, which was abysmally low
at about 10 percent of gross domestic product (GDP).*® However, this tax
had to be withdrawn in 1957-58 because it did not generate the expected
revenues.

29. Government of India (1953).
30. Government of India (1956).
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With the adoption of aplanned-devel opment strategy inamixed economy
framework, raising more resources and achieving the desired state of redis-
tribution became an obsession, which led policymakersto design theincome
tax system with confiscatory marginal rates. The consegquent disincentives,
aswell asthe high rate of return on tax evasion, low probability of detection,
and an ineffective legal system that failed to impose penalties within a
reasonable time period, led the Direct Taxes Enquiry Committeein 1971 to
recommend a significant reduction in marginal tax rates.

Ontheindirect taxes side, amajor simplification exercise was attempted
by the I ndirect Taxes Enquiry Committee.®? | mplementation of theimportant
recommendations of thiscommittee, however, werenot initiated until 1986.

Systematic and comprehensive attempts to reform the tax system at the
central level started only after market-based economic reformswereinitiated
in 1991, when the Tax Reforms Committee (TRC) laid out a framework
and a road map for reforming both direct and indirect taxes.® Subsequent
reports providing the analytical basis for reform in the new millennium
were issued in 2002 and 2004.* In many ways the reforms since 1991,
with their emphasis on simplicity and efficiency, are a marked departure
from the past. In fact, the 2002 task force reports built on the recommen-
dations of the TRC, which are summarized below.

The tax reforms initiated since 1991 have been a part of the structural
reform process that followed the economic crisis of 1991. In keeping with
the best-practices approach, the TRC combined economic principles with
conventional wisdom in recommending comprehensive tax system reforms.
Thereport isin three parts. In the first interim report, the committee set out
the guiding principles of tax reform and applied them to important taxes,
namely, taxes on income and wealth, tariffs, and taxes on domestic con-
sumption. The first part of the fina report was concerned mainly with the
much neglected aspect of reforms in administration and enforcement of
both direct and indirect taxes. The second part of the report dealt with
restructuring the tariff structure. In keeping with the structural adjustment
of the economy, the basic principles outlined in the recommendations are
to broaden thetax base, lower marginal tax rates, reduce rate differentiation,
simplify the tax structure, and undertake measures to make the adminis-
tration and enforcement of the tax system more effective. The reforms were
to be calibrated to bring about revenue neutrality in the short term and to

31. Government of India (1971).
32. Government of India (1977).
33. Government of India (1991).
34. Government of India (2002a, 2002b, 2004b).
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enhance revenue productivity of the tax system in the medium and long
term. The overall thrust of the TRC was to decrease the share of trade taxes
in total tax revenue; increase the share of domestic consumption taxes by
transforming the domestic excises into a VAT, and increase the relative
contribution of direct taxes.

The important proposals put forward by the TRC included reducing the
rates of all major taxes—customs, individual and corporate income taxes,
and excises—to reasonable levels, maintaining progressivity but without
inducing evasion. The TRC recommended anumber of measuresto broaden
the tax base by minimizing exemptions and concessions, drastically simpli-
fying laws and procedures, building a proper information system, and com-
puterizing tax returns, and thoroughly modernizing administrative and
enforcement machinery.

In the case of customs, the TRC recommended tariff rates of 5, 10, 15,
20, 25, 30, and 50 percent to be achieved by 1997-98. Implementing this
recommendation meant a considerable rationalization from the prevailing
structure, which had more than 100 rates ranging up to 400 percent. The
tariff rate wasto vary directly with the stage of processing of commaodities,
and among final consumer goods, with income elasticity of demand (higher
rates on luxuries). In hindsight, it is easy to criticize the excessive rate dif-
ferentiation (seven rates) as well as the degree of protection depending on
the stage of processing. Joshi and Little for example, call this “a totally
unprincipled principle, for it has no foundation in economic principles.”®
In addition to continued complexity, the proposed tariff structure created
very high differences in effective rates and provided a higher degree of
protection to inessential commodities.

The TRC recommendation also fell far short of devel oping acoordinated
domestic tradetax systeminthe country. This, inasense, isunderstandable,
as the committee had no mandate to reform state taxes. However, the com-
mittee was aware of the serious problems of avoidance and evasion of sales
taxeslevied by the states predominantly at the manufacturing stage. There-
fore, it did recommend the extension of the central government’s VAT to
the wholesale stage with the revenues from the extended levy beyond the
postmanufacturing stage assigned to the states.

By all accounts, the tax system at the central level was considerably
simplified and rationalized by 2005, athough these reforms were neither
uniform nor consistent and the system was far from perfect.®*® Some areas

35. Joshi and Little (1996, p. 74).
36. Acharya (2005).



68 INDIA POLICY FORUM, 2005-06

still need require reforms, and these are discussed later. Although a broad
account of the history of tax reform has been given here, it isimportant to
understand the evolution of the tax structure for each of the central gov-
ernment’s major taxes: personal incometax, corporation incometax, Union
excise duties, and customs.

Reform of Direct Taxes

At the central level, the changes in the income tax structure until the mid-
1970s were largely ad hoc, dictated by the exigencies of bringing about a
socialistic pattern of society. In 1973-74, the persona incometax had eleven
tax brackets with rates monotonically rising from 10 percent to 85 percent.
When asurcharge of 15 percent wastaken into account, the highest marginal
rate for persons with income above Rs. 0.2 million was 97.5 percent.¥” In
fact, the increase in income tax rates to confiscatory levels was completed
immediately after the split in the Congress party in 1969 and appeared to
be a part of the effort to give the party a pro-left image.®

The policy was similar in the case of corporate taxation. The classical
system of taxation involved taxing the profits in the hands of the company
and dividends in the hands of the shareholders. A distinction was made be-
tween widely held companiesand different types of closely held companies,
and the tax rate varied from the base rate of 45-65 percent in the case of
some widely held companies. Although nominal rates were high, the effect-
iverateswere substantial lower dueto generous depreciation and investment
allowances. In fact some companies benefited from the preferences so much
that they did not pay any corporate tax year after year.

The Direct Taxes Enquiry Committee succinctly described the impact
of the confiscatory tax systemin 1971. It attributed the large-scale tax eva
sion to confiscatory tax rates and recommended reducing marginal rates to
70 percent. This change was implemented in 197475, when the tax was
brought down to 77 percent including a 10 percent surcharge. Simultan-
eously, however, the wealth tax rates were increased. In 197677, the mar-
ginal rate was further reduced to 66 percent, and the wealth tax rate was

37. Forincomesfrom capita alone, with awealth tax of 5 percent, the abovetax structure
meant that therewas aceiling onincome at Rs. 250,000; thiswasthe desired goal asexplicitly
recorded in the budget speech of 1971-72, by Y. B. Chavan.

38. Indira Gandhi, presenting the 1970-71 budget, stated, “ Taxation is also a major
instrument in all modern societies to achieve greater equality of incomes and wealth. It is,
therefore, proposed to make our direct tax system serve this purpose by increasing income
taxation at higher levels as well as by substantially enhancing the present rates of taxation
on wealth and gifts.”
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reduced from 5 percent to 2.5 percent. In 1979-80, theincometax surcharge
was increased, and the wealth tax rate returned to a maximum of 5 percent.
A major simplification and rationalization initiative, however, came in
1985-86, when the number of tax brackets was reduced from eight to four,
the highest marginal tax rate was brought down to 50 percent, and wealth
tax rates came down to 2.5 percent.

The last wave of reforms in personal income taxation was initiated on
the basis of the recommendations of the TRC. Under the reforms, there
were only three tax brackets, of 20, 30, and 40 percent, starting in 1992-93.
Financial assetswere excluded from the wealth tax, and the maximum mar-
ginal rate was reduced to 1 percent. Further reductions came in 1997-98,
when the three rates were brought down further to 10, 20, and 30 percent.
In subsequent years, the need for revenue has led to a general surcharge
and additional surcharge of 2 percent dedicated to primary education, the
latter applicable on all taxes.

The basic corporate tax rate was reduced to 50 percent, and rates applic-
able to different categories of closely held companies were unified at
55 percent. Following the recommendations of the TRC, the distinction
between closely held and widely held companies was done away with and
thetax rateswereunified at 40 percent in 1993-94. In 1997-98, the corporate
rate was further reduced, to 35 percent, and the 10 percent tax on dividends
was shifted from individual sto companies. Sincethen the measures adopted
have lacked direction. The dividends tax rate was increased to 20 percent
in 200001, then reduced again to 10 percent in 2001-02 and levied on
shareholders rather than the company. The policy was reversed once again
in 2003-04, with the dividend tax imposed on the company.

A major problem that has haunted the tax system and reduced the tax
base is the generous tax preferences. The Advisory Group on Tax Policy
and Tax Administration needed twenty-five pages in its report to list the
personal income tax preferences, and the Task Force on Tax Policy and Tax
Administration also made a detailed list of these concessions.*® Among the
tax preferences are incentives and concessions for savings, housing, retire-
ment benefits, investment in and returns from certain types of financial
assets, investments in retirement schemes, and income of charitable trusts.
These tax preferences have not only distorted the after-tax rates of return
on various types of investments in unintended ways but have a so signifi-
cantly eroded the tax base.

39. Government of India (2001a, pp. 125-50).
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The major corporate tax preferences are investment and depreciation
allowances. Tax incentives were also provided for businesses locating in
underdevel oped areas. As aresult, some companies planned their activities
to take full advantage of the generous concessions and fully avoid the tax.
Thisform of tax avoidance by “zero-tax” companies was minimized by the
introduction of aminimum alternativetax (MAT) in 1996-97. Even ascom-
panies can take advantage of the tax preferences, they are required to pay a
tax on 30 percent of their book profits. In subsequent years, a provision
was incorporated allowing those companies paying aMAT to take a partial
credit against incometax liabilitiesin following years. Sincethe MAT meant
that alot of the other preferences accorded in thetax statute like accel erated
depreciation were not available to business units, the partial credit mechan-
ism sought to dilute the impact of the MAT on business units that were
liable for the MAT only sporadically.

Whiletax reformswere calibrated on the basis of aconsistent theoretical
framework until the mid 1990s, some of the subsequent changes were ad
hoc. The prime example is the decision to introduce the MAT instead of
phasing out tax preferences. Setting the tax rate on corporate profits higher
than the highest marginal rate on personal incomeisanother example. Simi-
larly, to improve tax compliance and create an audit trail, a securitiestrans-
actions tax was introduced in April 2004 and tax of 0.1 percent on all cash
withdrawals above Rs. 25,000 from current accounts of commercial banks
was introduced in April 2005. These measures, however, are retrograde.
The former hinders the development of stock market and discriminates
against investments in shares. The latter penalizes small and medium-size
firms, which have to withdraw large amounts of cash just to pay the salaries
of their employees.

Personal income tax rates have remained stable since 1997-98, at 10,
20, and 30 percent, with some changes in the associated tax brackets. A
surcharge of 5 percent of the income tax payable was imposed in 2002-03
in the wake of the Kargil war and was discontinued the following year. It
was replaced, however, with a separate 10 percent surcharge imposed on
all taxpayers with taxable incomes above Rs. 850,000; the level was raised
to Rs. 1 million in the 2005-06 budget. Further, all taxes are topped up by
a 2 percent education cess—a surcharge dedicated to an education fund
from 2004—05 onward. Although the income exemption limit has remained
at Rs. 50,000 since 1998-99, the generous standard deduction and the

40. Arbalaez, Burman, and Zuluaga (2002) for discussion of effects of such atax in
Columbia.
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exemptions on dividends and interest on government securities up to
specified limits have effectively increased the threshold substantially. The
200405 budget did not raise the exemption limit but provided that those
with incomes under Rs. 100,000 need not pay the tax. The budget still
retained the existing tax brackets, however, which gave rise to a peculiar
problem—those with taxable incomes above Rs. 100,000 were left with
lower after-tax incomes than those with incomes marginally lower than
Rs. 100,000, requiring an ad hoc correction. The budget for 200506 raised
the exemption limit itself to Rs. 100,000, abolished the standard deduction,
and made marginal changes in the tax brackets. The exemption limit was
increased to Rs. 135,000 for women and to Rs. 185,000 for senior citizens.
Savingsin avariety of instrumentsincluding pension fundsup to Rs. 100,000
were made deductible from taxable income.

The Income Tax Act has a provision to assess the value of identifiable
perquisites provided by companies to their employees and to include the
samein the taxable income of the individual. The budget for 2005-06 goes
a step further and classifies a range of other expenses by the company,
which provide indirect perquisites to the entire group of employees but are
not directly assignable to any single employee. A specified proportion of
each of these benefitsisto be taxed at arate of 30 percent through afringe
benefits tax, to be paid by the employer. Benefits covered include enter-
tainment, conferences, employee welfare, sales promotion including publi-
city, conveyance, tour and travel (including foreign travel expenses), and
use of the telephone.

The structure of corporate income taxes has also remained stable since
1997-98, when the rate was reduced to 35 percent. As described earlier,
however, there have been frequent changes and inconsistency in taxing
dividends. In 200506, the corporate income tax was reduced to 30 percent
on domestic companies. A surcharge of 10 percent (without any conditions
regarding installed capacity increases) is also chargeable. The depreciation
rate has been reduced to 15 percent in the case of general plant and machin-
ery, but initial depreciation is set at 20 percent, thereby reducing the overall
benefit of lowering corporate income tax rates.

The most important reform in recent years is in tax administration.
Expansion of the scope of tax deduction at source is one of the significant
measures taken to reach the “hard to tax” groups. Further, every individual
livinginalarge city and covered under any one of the six conditions (owner-
ship of house, ownership of a car, membership in a club, ownership of
credit cards, foreign travel, and a subscriber of a telephone connection) is
necessarily required to file a tax return. The government is aso issuing
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permanent account numbers and strengthening the tax information system.
Strengthening the information system, along with processing and matching
the information from various sources on a selective basis is an important
initiative that is likely to improve tax compliance.

Reform of Indirect taxes

UNION EXCISE DUTIES. After independence, excise duties were levied on
selected goods to raise revenue. Over the years, as the revenue regquirement
increased, thelist of commaodities subject to tax was expanded. In theinitial
years, for reasons of administrative convenience, the taxed commodities
tended to be raw materialsand intermediate goods rather than final consumer
goods.*t As pressure to raise revenue increased, final consumer goods were
included. In 1975-76 the tax was extended to all manufactured goods.

By this time the structure of excise duties was complex and highly dis-
tortionary. Some commodities were subject to specific duties and othersto
ad valorem taxes; on the latter alone there were twenty-four different rates
ranging from 2 to 100 percent (tobacco and petroleum products were taxed
at even higher rates). The process of converting specific dutiesto ad valorem
rates was more or less completed by 1993-94. “ The number of rates did
not decrease, however, which led to several classification disputes. In effect,
the excise duty became a manufacturers’ salestax administered on the basis
of goods cleared from the warehouse. “Cascading” from the tax resulted
not merely from its preretail nature but also because it was levied not only
on final consumer goods but also on inputs and capital goods. The tax sys-
tem was complex and opague, and a detailed analysis showed significant
variation in the effective rates.”®

Although the Indirect Tax Enquiry Report issued in 1977 provided a
detailed analysis of the allocative and distributional consequences of union
excise duties, its recommendations were not implemented for aimost a
decade. The rationalization recommendations included converting specific
duties into ad valorem taxes, unifying rates, and introducing an input tax
credit to convert the cascading manufacturers’ salestax into amanufacturing-
stage value-added tax (MANVAT). The interesting part of the reform was
that there was virtualy no preparation and the introduction of modified
value-added tax (MODVAT) was a process of “learning by doing.” This

41. Government of India (1977).

42. Thereafter only a few commodities remained on specific duties; tea, cement, and
cigarettes are notable among these.

43 . Ahmad and Stern (1983).
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was a strange combination of taxation based on physical verification of
goods with provision of an input tax credit. The coverage of the credit
mechanism also evolved over time. It began with selected items, with credit
based on a one-to-one correspondence between inputs and outputs. It was
only by 1996-97, that it covered a mgjority of commodities in the excise
tariff and incorporated comprehensive credit. Nowhere else in the world
can one find VAT introduction so complicated in its structure, so difficult
in its operations, and so incomplete in its coverage. In fact, the revenue
from the tax as aratio of GDP declined after the introduction of MODVAT.

Further reform of the excise duties came with the implementation of the
recommendations of the TRC. The measures included gradual unification
of rates and greater reliance on account-based administration. In 1999-2000,
eleven tax rates were merged into three, with a handful of “luxury” items
subject to an additional nonrebatable tax (6 and 16 percent). The three
rates were merged into a single rate in 2000-01 to be called a central VAT
(CenVAT), aong with three specia additional excises of 8, 16, and 24 per-
cent for afew commodities. Further, thetax base waswidened; some exemp-
tions were replaced by atax at 8 percent. Some simplification of the tax on
the small-scale sector was al so attempted. Small businesses could either take
an exemption or pay tax at aconcessional rate of 60 percent of tax due, with
access to the tax credit mechanism. This option, however, was withdrawn
from the budget of 2005-06.

customs puTies. Contrary to the general patterns seen in low-income
countries, where an overwhelming proportion of revenues is raised from
international trade taxes, revenue from this source was not very largein the
initial years of independent India, largely because imports were restricted.*
In addition, high and differentiated tariffs, with rates varying with the stage
of production (lower rates on inputs and higher rates on finished goods)
and income elasticity of demand (lower rates on necessities and higher
rates on luxury items) not only resulted in high and widely varying effective
rates of protection, but provided large premiumsfor inefficiency and caused
unintended distortions in the alocation of resources.

By the mid-1980s, the tariff rates were very high and the structure quite
complex. The government’s Long-Term Fiscal Policy (LTFP) presented in
the Parliament in 1985-86 emphasized the need to reduce tariffs, apply
fewer and more uniform rates, and reduce and eventually eliminate quanti-
tative restrictions on imports. The reforms undertaken, however, were not

44. Chelliah (1986).
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comprehensive. Rationalization in therateswas attempted for specificindus-
tries such as capital goods, drug intermediates, and electronic goods. In
fact, contrary to the LTFP recommendations, the tariffs were raised for
revenue reasons, and the weighted average rate increased from 38 percent
in 198081 to 87 percent in 1989-90. Thus, by 1990-91, thetariff structure
ranged from 0 to 400 percent. More than 10 percent of imports were subject
to tariffs of 120 percent or more. Wide-ranging exemptions, reflecting the
influence of various special interest groups on tax policy, often granted
outside the budgetary process, further complicated the system and made it
ad hoc.

Thereform of import dutiesin earnest began in 1991-92 when all duties
on nonagricultural goods above 150 percent were reduced to this level.
This “peak” rate was lowered over the next four years to 50 percent,
and then to 40 percent in 1997-98, 30 percent in 2002—03, 25 percent in
2003-04, and finally to 15 percent in 2005-06. Along with relaxation of
guantitative restrictions on imports and exchange rate depreciation, the
change in the tariffs constituted a major change in the foreign trade regime
in the country.

The number of major duty rates was reduced from twenty-two in
1990-91 to four in 2003-04. Of course, some items are outside these four
rates, but 90 percent of the customs is collected from items under the four
rates. At the same time, a special additiona duty was imposed on goods
imported into the country on the rationale that if the commodity was
domestically produced and sold interstate, it would have attracted the tax
rate of 4 percent. This duty was abolished in January 2004, only to be rein-
troduced in 2005-06. Thus, the direction of reforms was not always con-
sistent, but overall the thrust has been to reduce the rates and reduce their
dispersion. However, tariffs rates still vary with the stage of processing,
and this practice has caused very high effective rates of protection on assem-
bly of consumer durables and luxury consumption items.

SERVICE TAX. An interesting aspect of the tax system in Indiais that ex-
cept for afew specified services assigned to the states such as the entertain-
ment tax, passengers and goods tax, and the electricity duty, the services
were not specifically assigned to either the center or the states. Thisomission
violated the principle of neutrality in consumption asit discriminated against
the goods component of consumption. Because services arerelatively more
incomeelastic, thetax systemisrendered less progressive when these are not
taxed. An even more important argument for taxing services isto enable a

45, Government of India (1991).
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coordinated calibration of aconsumption tax system on goods and services
because services enter into goods production and vice versa.

Although there was no specific authority to tax services, the central gov-
ernment levied taxes on three services in 1994-95: insurance other than
life insurance, stock brokerages, and telecommunications. The list was
expanded in succeeding years and now includes more than eighty services.
Theinitial 5 percent tax rate was increased to 8 percent in 2003-04 and to
10 percent in 2004-05. The Expert Group on Taxation of Services recom-
mended extending the tax to all services, providing an input tax credit for
both goods and services, and eventually integrating the services tax with
the CenVAT.* With these reforms, the tax system can effectively be called
a manufacturing-stage VAT. The exceptions were to be two small lists—
one, alist of exempt services, and the other, anegative list of services, where
the tax credit mechanism would not cover taxes paid on these services. The
recommendation on the levy of general taxation of services has not been
implemented, and the tax continuesto be levied on selective services. How-
ever, the recommendation pertaining to the extension of input tax credit for
goods entering into services and vice versa has been implemented.

State-Level Tax Reforms

Tax reforms at the state level were not coordinated with those at the center.
Whileindividual state governments tried to appoint committees from time
to time and reform their tax structures, no systematic attempt was made to
streamlinethe reform process even after 1991 when market-oriented reforms
were introduced. Most of the reform attempts were ad hoc and were guided
by revenue needs rather than attemptsto modernize the tax system. In some
cases, even when systematic studies were done, the recommendations were
rarely implemented.*” Increasing budget pressures and, in some cases, con-
ditionsimposed by multilateral lending agencies or the need to meet targets
set by the medium-term fiscal reforms facility instituted by the eleventh
Finance Commission helped to accelerate the pace of tax reforms in the
statesin thelatter half of the 1990s. The major landmark in coordinated tax
reform at the state level was the simplification and rationalization of the

46. Government of India (2001b).

47. TheNationa Institute of Public Finance and Policy has conducted several studies on
thetax systemsin various states since 1980, including Assam, Bihar, Kerala, Madhya Pradesh,
Punjab, and Tamil Nadu, Uttar Pradesh had atradition of appointing atax reform committee
every five years. Sometimes, the studies were repeated after some years. These recommen-
dations continue to be pertinent, suggesting that very few have been translated into policy.
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salestax system, beginning in 1999 and the introduction of aVAT in twenty-
one states on April 1, 2005, to replace the existing cascading sales tax.

Although good progress has been made in converting the central govern-
ment’ s excise dutiesinto amanufacturing-stage VAT, thereformin the states
sales tax systems has lagged behind. These reforms are critical from the
viewpoint of efficiency, for they contribute over 60 percent of states' tax
revenues. Moreover, to have a coordinated consumption tax system in the
country, reforms in the state sales tax systems should be considered aong
with reforms of the central excise duty regime.

A systematic discussion on evolving a coordinated consumption tax
system in the country was initiated in the “Report on Reform of Domestic
Trade Taxesin India,” prepared by the National Institute of Public Finance
and Policy (NIPFP) in 1994. It examined alternative model sfor acoordinated
consumption tax system for Indiaand studied the feasibility of centralizing
sales taxes and unifying the levy with excise duties; giving the states the
power to levy all domestic indirect taxes with a corresponding reduction in
tax devolution; and evolving an independent dual VAT at the central and
state levels with no credit for the payment of the central taxes by the states
and vice versa. The report favored the last solution as the most practicable
in the Indian context because it maintains a balance between subnational
fiscal autonomy and the central government’s fiscal capacity to undertake
any desired interstate redistribution. Burgess and Stern had reached asimilar
conclusion in 1993, while an analysis by Joshi and Little in 1996 favored
either centralization or assigning all indirect taxes either to the center or to
the states.

Considerations of fiscal autonomy and demands on the central govern-
ment to effect sizableinterregional resource transfersaswell asthe political
acceptability tilted the decision in favor of thedua VAT schemeasamedium-
term goal.®® While a centralized tax on goods and services is desirable for
creating a harmonized consumption tax system, it can be considered only
asalong-term goal. | n the medium term, as part of theinitiativeto introduce
adual VAT, it has been decided to convert the cascading state-level sales
taxes into a destination-based VAT.

There are anumber of arguments for replacing the prevailing state sales
tax with adestination-based VAT, that is, aVAT system wherethetax accrues
to the state where the good is finally consumed. In most states, sales taxes
arelevied only at thefirst point of sale, that is, either sale by amanufacturer

48. NIPFP (1994); Rao (1998).
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of agood or by an importer of the good in the state, and this makes the base
narrow. The multiplicity of rates makesthetax system complex. Thetaxation
of inputs and capital goods contributes to cascading, vertical integration of
firms, and opagueness. In an imperfect market characterized by markup
pricing, the taxes on inputs and capital goods result not only in atax on tax
but also a markup on the tax, with consumers paying much more than the
revenues collected by the government. Interstate competition in providing
liberal tax incentives, besidesdistorting resource alocation, involves signifi-
cant cost to the exchequer in tax expenditures. The tax on interstate sales
combined with input and capital goodstaxation has caused significant inter-
statetax exportation from richer to poorer states. In addition, in many states,
the urban local bodiesimpose atax, known as octroi, on the entry of goods
into alocal areafor consumption, use, or sale. Thusthe country was divided
into several tariff zones, limiting the scope and the gains from a common
domestic market. Above al, with independent and overlapping commodity
tax systems at the central and state levels, devel oping coordinated and har-
monized domestic trade taxes has become difficult.

As a part of the dual VAT design, therefore, the NIPFP study group
recommended that a separate destination-based, consumption-type, retail-
stage VAT replace the existing state sales taxes. To persuade the states to
rationalize their tax systems along the lines recommended by the study
group, the government of India appointed a State Finance Ministers Com-
mittee to make recommendations to phase in the VAT within a given time
frame. The committee, which was subsequently transformed into the Em-
powered Committee of State Finance Ministers, recommended that the states
adopt floor rates to minimize the “race to the bottom.” The committee's
recommendation that the VAT be implemented in 2003 was postponed re-
peatedly, until April 2005.

Although characterized as adoption of VAT, the reform in April 2005
only extendsthe salestax up to the retail stage with credit allowed for taxes
paid on intrastate purchases used for all intrastate and interstate sales. The
interstate sales tax, that is, the central sales tax, will continue in the same
form, athough apending proposal would phaseit out over atwo-year period.
Inthissense, thereformisonly atransitional measureto achievethe ultimate
objective of having a destination-based, retail-stage VAT.

The salient features of the April 2005 reform are summarized here:

—Thetax islevied at two rates (except for bullion, specie, and precious
metals, which are taxed at 1 percent). Basic necessities (about 75 items)
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are exempted. Most items of common consumption, inputs, and capital
goods (about 275 items) aretaxed at 4 percent, and all other items are taxed
at 12.5 percent. Gasoline and diesel fuel (which contribute about 40 percent
of the salestax) are kept outside the VAT regime, and afloor rate of 20 per-
cent isto be levied on them.

—The tax credit facility covers inputs and purchases as well as capital
goods for both manufacturers and dealers. Credit for taxes paid on capital
goods can be used over three years of saes.

—The tax credit mechanism operates fully only for intrastate sales. In
interstate transactions, the exporting state is supposed to give an input tax
credit for purchases made locally, against the collection of the central sales
tax. The central salestax credit in theimporting state, or other mechanisms
of zero-rating of interstate sales, will be introduced in two years, when the
central salestax inits present form will be phased out. In the meantime, an
information system on interstate trade will be built up.

—The central government has agreed to compensate the states for any
loss of revenue at rates of 100 percent in the first year, 75 percent in the
second year, and 50 percent in the third year. The losswill be calcul ated by
estimating the difference between the projected sales tax revenue using
200405 asthe base and the actual revenue collected. The projected revenues
will be estimated by applying the average of the best three years' growth
rates during the last five years.

—Tax incentives given to new industries by different states could be
continued so long as it does not break the VAT chain. Many states propose
to convert tax holidays into deferment of the tax.

—AlII dedlers with annual turnover above Rs. 500,000 are required to
register for the VAT. However, the states may levy a simple turnover tax
not exceeding 2 percent on those deal ers with turnover up to Rs. 5 million.
Such dealers, paying the turnover tax, do not have to keep detailed ac-
counts of their transactions. But these small dealers will not be a part of the
VAT chain, and no credit will be available for the taxes paid on purchases
from these dedlers. They may therefore voluntarily register as regular VAT
dedlers.

Altogether, as of April 2005 eighteen states and five Union Territories
have committed themselves to implementing the VAT. Haryana began to
implement the VAT in April 2004, but with three main rates (4 percent, 10
percent, and 12 percent). Eight states, including Gujarat, Madhya Pradesh,
Tamil Nadu, and Uttar Pradesh, have stayed out of the system. These are
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some of the larger states with significant industrial bases. Given the per-
ceived incentives of VAT regime in the form of input tax credit, there are
pressures on these states to join in as well.

Issues of Design and Implementation

The introduction of the VAT is a magjor reform exercise, and it is not sur-
prising that the measure would lead to some confusion and uncertainty.
Two sets of issues need to be highlighted. One is the ad hoc manner in
which the tax has been introduced, which can be seen in the lack of pre-
paredness on the part of many of the states on the one hand and in the lack
of firm decisions on the design and structure of the tax, even afew months
after it was introduced, on the other. Education and awareness programs
for dealers and the public have been largely inadequate in a number of
states. Some states started off the new regime without the rules and forms
in place. Even tax officials are not clear about many issues. In other words,
this switchover can in no terms be called a planned switchover.

The second issue involves three shortcomings in the design of the tax
itself. First, the difference of 8.5 percentage points between the tax rates on
inputs and outputs (4 percent and 12.5 percent) tends to reduce tax com-
pliance. Infact, it isinappropriate to specify alower rate oninputsin aVAT
system because full credit is available for taxes paid on inputs used in the
production against the tax payable on the final product. No other country
in the world operating a VAT system permits concessional treatment of in-
puts. Many commodities are used asinputs aswell asfinal consumer goods,
and thelower rateimpliesaloss of revenuewhen goodsclassified as*“inputs’
are sold for final use. Further, a manufacturer might prefer to pay the input
tax at 4 percent, suppress his sale, and evade the larger tax on the final
product. The large tax differential aso encouragesintense lobbying to shift
more items from the higher rate to the lower rate category. From the view-
point of better tax compliance, it would have been better to choose rates
like 4 percent and 10 percent.

Second, it would have been better to stipulate the two tax rates as floor
rates rather than uniform rates. The only condition should have been that
no state should levy the tax at more than two rates, and the items under the
two categories could have been specified. This approach would have pro-
vided a degree of autonomy to the states and potentially reduced the need
for compensation.

The third important issue is the decision to apply the VAT on the maxi-
mum retail price (MRP) at the first point on pharmaceuticals and drugsin
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West Bengal and Maharashtra. This was possibly done to accommodate
the existing trade practices organized through commissions; once MRP is
taken asthe base, there cannot be more value added at later stages. This goes
against the principle of VAT—of collecting the tax at different stages of
value added with credit given for the tax paid at the previous stage. Further,
this special treatment for pharmaceuticals puts two different mechanisms
in place for taxation within the same state and for certain dealers, a com-
plication both for administration and compliance.

Trends in Indian Tax Revenues

This section analyzes the trends in tax revenue in India, focusing on the
changesin the level and composition of tax revenue since 1991, when sys-
tematic reformswere set in motion. The analysis showsthat despite system-
atic reforms, the revenue productivity of the tax system has not shown any
appreciable increase—a reduction in customs duties has not been offset by
any internal indirect taxes.

The aggregate trends in tax revenue in India show four distinct phases
(table 1; figures 1 and 2). In thefirst phase, the ratio of tax revenue to GDP
steadily increased, from 6.3 percent in 1950-51 to 16.1 percent in 1987—88.
In theinitia years of planning, an increase in this ratio was needed to fin-
ance large public sector plans, and an increase was relatively easy because
it started from a low base. In addition, rising imports and the extension of
manufacturing excises to raw materials and intermediate goods, and later
to al manufactured goods, increased the buoyancy. That buoyancy was
maintained in the later yearsin this phase as the economy attained a higher
growth path and quantitative restrictions on imports were replaced by
protectivetariffsfollowing initial attemptsat liberaization in thelate 1980s.

The second phase started with a recession caused by the severe drought
of 1987 and was marked by stagnation in revenues. Thiswasfollowed by a
decline in the tax ratio following the economic crisis of 1991 and the
subsequent reformsin the tax system, including areduction in tariffs. Thus,
inthethird phase, the tax ratio declined from 15.8 percent in 1991-92 to its
lowest level of 13.4 percent in 1997-98 and fluctuated around 14 percent
until 2001-02. Although the tax ratio has trended upward since then, it has
yet to reach the levels that prevailed before systematic tax reforms were
initiated in 1991.
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FIGURE 2. Trends in Tax Revenue—Centre and States
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TABLE 1. Trends in Tax Revenue in India
Percent of GDP

Central government States Total

Year Direct  Indirect  Total  Direct Indirect Total  Direct Indirect Total

1950-51 1.8 2.3 4.1 0.6 1.7 2.2 2.3 4.0 6.3
1960-61 1.7 3.5 5.2 0.6 2.0 2.7 2.3 5.5 7.9
1970-71 1.9 5.1 7.0 0.3 3.1 3.4 2.2 8.2 10.4
1980-81 2.1 7.1 9.2 0.2 4.4 4.6 2.3 11.5 13.8
1985-86 2.0 8.3 10.3 0.2 5.0 5.3 2.2 13.3 15.6
1987-88 1.9 8.7 10.6 0.2 5.2 5.4 2.1 14.0 16.1
1990-91 1.9 8.2 10.1 0.2 5.1 5.3 2.2 13.3 15.4
1991-92 2.4 8.0 10.3 0.2 5.3 5.5 2.6 13.3 15.8
1995-96 2.8 6.5 9.4 0.2 5.2 5.4 3.0 1.7 14.8
1997-98 3.2 6.0 9.1 0.1 5.2 5.3 3.3 11.2 14.5
2000-01 3.3 5.8 9.0 0.2 5.4 5.6 3.4 11.2 14.6
2001-02 3.0 5.2 8.2 0.2 54 5.6 3.2 10.6 13.8
2002-03 34 5.4 8.8 0.2 5.7 5.9 3.5 1.1 14.6
2003-04° 3.8 5.4 9.2 0.2 5.8 6.0 4.0 11.2 15.2
2004-05° 4.3 5.6 9.9 n.a. n.a. n.a. n.a. n.a. n.a.

Source: Government of India (2004a).

n.a. Not available.

a. Actual for the central government and revised estimates for the states.
b. Revised estimates for the central government.

Interestingly, the trends in tax ratios of direct and indirect taxes follow
different paths. The tax ratio for direct taxes remained virtually stagnant
throughout the forty-year period from 1950 to 1990 at a little over 2 per-
cent of GDP. Thereafter, coinciding with the reforms marked by significant
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reduction in the tax rates and simplification of the tax structure, direct taxes
increased sharply to over 4 percent of GDP in 2003-04 and were expected
to be about 4.5 percent in 2004-05. In contrast, much of the increasein the
tax ratio during the first forty years of planned development in India came
from indirect taxes, which more than tripled, from 4 percent of GDP in
1950-51 to 13.5 percent in 1991-92. Since then, however, revenue from
indirect taxes has fallen back to around 11 percent of GDP.

The decline in the total tax ratio observed since 1987-88 has occurred
mainly at the central level, since center accounts for about 60 percent of
thetotal. Notably, tax ratios of both central and state governmentsincreased
sharply between 1950-51 and 1985-86. Thereafter, the tax ratio at the state
level was virtually stagnant at about 5.5 percent until 2001-02, when it
increased modestly. In contrast, the central tax ratio increased to its peak in
1987-88, and remained at that level until thefiscal crisis of 1991-92, when
it declined sharply until 2001-02; by 200405, it had nearly recovered its
pre-1991 level. Within the central level, the share of direct taxes has shown
a steady increase from less than 20 percent in 1990-91 to more than 43
percent in 2004-05.

Analysis of Central Taxes

Interestingly, the comprehensive tax reform at the central level was the
direct conseguence of economic crisis. As Bird stated after observing tax
reforms in many countries, “fiscal crisis has been proven to be the mother
of tax reform.”* Unlike most ad hoc reforms undertaken in response to
economic crises, the tax reforms in India were made systematically after a
detailed analysis; since the reform package was introduced in 1991, the
direction of reforms has continued. Thusthe declinein central tax revenues
asashare of GDP—from 10.1 percent in 199091 to 8.2 percent in 2001-02,
before recovering to about 10 percent in 2004—-05—came as a surprise and
prompted many to ask whether the tax reform itself was responsible. The
contrary view is that the ratio declined despite the reforms.

The disaggregated analysis of thetrendsin central tax revenue presented
in table 2 and figure 3 shows that the sharpest decline in the tax—-GDP ratio
was in indirect taxes—both customs duties and central excise duties. The
former declined by about half, from 3.6 percent in 1991-92 to 1.8 percent
in 2004-05. Revenues from excise duties fell by 1 percentage point, from
4.3 percent to 3.3 percent during the period. The tax ratio for both taxes has
been stable since 2001-02. I ndicators suggest that whiletax ratio for customs

49. Bird (1993).
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duties may continue to decline as tariff levels are further reduced, the tax
ratio for internal indirect taxesislikely to increase if reforms to expand the
coverage of the services tax and integrate it with CenVAT are undertaken
and significant improvement is achieved in tax administration.

TABLE 2. Level and Composition of Central Tax Revenue

Personal  Corporate
income tax income tax Direct tax Customs Excise Indirect tax Total

As a percent of GDP

1985-86 1.0 1.1 2.1 3.6 4.9 8.8 10.9
1990-91 0.9 0.9 2.0 3.6 4.3 8.2 10.1
1995-96 1.3 1.4 2.8 3.0 3.4 6.5 9.4
2000-01 1.5 1.7 3.3 2.3 3.3 5.8 9.0
2001-02 1.4 1.6 3.0 1.8 3.2 5.2 8.2
2002-03 1.5 1.9 3.4 1.8 3.3 5.4 8.8
2003-04 1.5 2.3 3.8 1.8 3.3 5.4 9.2
2004-05 1.6 2.7 4.3 1.8 3.3 5.6 9.9
2005-06 1.9 3.1 5.0 1.5 3.5 5.5 10.5
As a percent of total tax revenue
1985-86 9.2 10.1 19.3 33.0 45.0 80.7
1990-91 9.3 9.3 19.2 359 426 80.8
1995-96 14.0 14.8 30.2 32.1 36.1 69.8
2000-01 16.8 18.9 36.2 25.2  36.3 63.8
2001-02 17.1 19.6 37.0 215  38.8 63.0
2002-03 17.0 21.3 38.4 20.7  38.1 64.5
2003-04 16.3 25.0 41.3 19.1 35.7 61.3
2004-05° 16.6 27.1 43.9 18.4 329 56.1
2005-06° 17.9 29.9 47.9 144 328 52.1

Source: Receipts Budget, Union Budget (various years).
a. Revised estimates.
b. Budget estimates.

In contrast to the indirect taxes, revenue from centrally imposed direct
taxes hasincreased significantly. Both personal and corporate income taxes
have more than doubled as a ratio of GDP (see table 2). The major reason
given for the increase is improved tax compliance arising from reduction
in marginal tax rates.®

That increase also increased the importance of direct taxes in the total
revenue picture. In 1991-92, direct taxes constituted less than one-fifth of
the total tax revenue of the central government. In 200405, direct taxes
accounted for 44 percent of the total and were estimated at 48 percent

50. Of course, thereis someindependent evidence on theimprovement in tax compliance
since 1991; see Das-Gupta and Mookherjee (1997) and Das-Gupta (2002).
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FIGURE 3. Ratio of Central Taxes to GDP (as percent of GDP)
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for 2005-06. There has been acommensurate declinein the share of indirect
taxesin total revenue, from 80 percent in 1991-92 to 56 percent in 2004—-05
(seetable 2).

Thedeclineinthe share of customs revenue might have been even greater
but for the hesitancy on the part of the Finance Ministry in the face of
demands from the domestic industry for protection against imports. The
declining trend in customs revenue is likely to continue. Although imports
have grown significantly since liberalization, it has not been enough to
balance the lost customs revenues.>! One reason for this could be the large-
scale exemptions. Although the coverage of exemptions has not been
expanded in amajor way, the expansion in the base that should have accom-
panied a reduction in the rates of tax was not accomplished.

One explanation for the declining trend in excise duties throughout the
1980s is that the rate structure assumed was not revenue neutral when the
input tax credit was allowed. Continued exemption of the small business

51. Panagariya (2005).
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sector, expansion of itsdefinition toinclude businesseswith annual turnover
of Rs. 10 million, and widespread use of area-based exemptions are other
important reasons for the decline in excise duty revenues. Perhaps even
moreimportant were excessive claimsfor theinput tax credit, made possible
by the poor information system. Furthermore, since 1997-98 more than
75 percent of the increase in the GDP is attributable to the growth of the
service sector. The manufacturing sector hasbeen relatively stagnant, imply-
ing an automatic reduction in the ratio of taxes on the manufacturing base
as a percentage of total GDP.

Level, Composition, and Trends in State Taxes

Table 3 presents the trends in state tax revenues. It shows that the revenue
from state taxes as a ratio of GDP was virtually stagnant throughout the
1990s at around 5.5 percent. There was some decline from 1994-95 and
the low point of 5.1 percent was reached in 1998-99, the year in which the
states had to revise their pay scales, which exacerbated their fiscal prob-
lems. Since then the tax ratio has steadily improved, reaching 6.0 percent
in 2003-04.5

TABLE 3. Trends in State Level Taxes in India
Percent of GDP

State Stamps Other Total

Direct  Sales  excise and Taxes on indirect indirect Total
Year taxes tax duty  registration transport  taxes taxes  taxes
1985-86 0.2 3.1 0.7 0.4 0.5 0.3 5.0 5.2
1990-91 0.2 3.2 0.9 0.4 0.5 0.3 5.1 5.5
1991-92 0.2 3.4 0.9 0.4 0.5 0.4 5.4 5.7
1992-93 0.2 3.2 0.9 0.4 0.5 0.3 5.1 5.5
1993-94 0.2 33 0.9 0.4 0.5 0.3 5.2 5.5
1994-95 0.2 3.3 0.8 0.5 0.5 0.3 5.3 5.5
1995-96 0.2 3.0 0.7 0.5 0.4 0.5 5.2 5.4
1996-97 0.2 3.2 0.7 0.5 0.4 0.3 5.1 5.2
1997-98 0.1 3.2 0.8 0.5 0.4 0.3 5.2 5.4
1998-99 0.1 3.1 0.8 0.4 0.4 0.3 5.0 5.1
1999-00 0.1 3.2 0.8 0.4 0.4 0.3 5.2 5.3
2000-01 0.2 3.5 0.8 0.4 0.4 0.4 5.4 5.7
2001-02 0.2 3.4 0.8 0.5 0.5 0.4 5.4 5.7
2002-03 0.2 35 0.8 0.6 0.5 0.3 5.7 5.9
2003-04 0.2 3.6 0.8 0.5 0.6 0.3 5.8 6.0

Source: Government of India (2004a).

52. The tax ratios do vary significantly across states, however, with the southern states
of Kerala, Karnataka, and Tamil Nadu on average recording higher levelsthan the other states.
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The sales tax is the predominant state tax, constituting about 60 percent
of total statetax revenues. Not surprisingly then, the overall trend in states
tax ratio follows closely the trends in sales tax revenue. After reaching a
low of 3.1 percent in 1998-99, the sales tax ratio increased marginaly to
3.5 percent in 2000-01 and has remained at that level. Any attempt to im-
provetherevenue productivity of states' tax system, therefore, isinextricably
intertwined with the reform of the sales tax system; in this respect, the
recent move toward a destination-based VAT is extremely important.

The state excise duty isasumptuary tax on alcoholic products. In addition
to the state excise duty, some states levy a sales tax on alcoholic products,
which accounts for a good proportion of the state tax revenue. In regard to
this excise duty, there has always been a problem of balancing regulatory
and revenue considerations. The major components of the tax come from
arrack and country liquor onthe one hand, and “ IndiaMade Foreign Liquor”
(IMFL), including beer, on the other. The duty is collected through alicence
feefor licensesto sellers or through the auction of selling vends, and through
taxes on the consumption of liquor. The problem with country liquor has
been the brewing and consumption of illicit liquor, which not only has
caused loss of revenue but has been an important health hazard. The problem
with IMFL has been tax evasion. The Karnataka Tax Reforms Committee
estimated that the amount of evaded tax may be as high as three times the
actual revenue collected. The way to deal with this problem has more to
do with strengthening the tax administration and information system and
less to do with the structure of the tax.

The principal source of stamp duties and registration fees is from the
sale of immovable property, such as land and buildings. The levy of stamp
dutiesin addition to registration fees, adds to the marginal tax rates, which
are already very high. Not surprisingly, the most important problem with
thistax isundervaluation of the property sold. Underval uation of immovable
property is aided by the lack of an organized market. Development of
organized market for urban immovable property transactions is hindered
by the high rate of stamp duties and registration fees and other policies
such as the rent control act and the urban land ceiling act.> Until recently,
the tax rates were as high as 12-15 percent on the value of transactions.®

53. Government of Karnataka (2001).

54. The Urban Land Ceiling Act was introduced to prevent hoarding of land in private
hands. It is currently being repealed in most states.

55. NIPFP (1996).
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Many of the states that reduced the rates have found the typical working of
the “Laffer curve” phenomenon. In Karnataka, for example, the tax rate
was reduced from 16 percent in 2001-02 to 8 percent in 2002-03, and
revenue from stamp duties grew 30 percent.

The other important component of state taxes are the taxes on transport,
consisting of amotor vehicles tax and atax on transport of passengers and
goods. For administrative convenience, many states have merged the latter
with an additional motor vehiclestax. Also the motor vehiclestax on private
noncommercia vehicles has been converted into a lifetime tax by adding
up ten years' tax or by adopting a similar formula. The reform in this area
should separate the motor vehicles tax from the passengers and goods tax,
and the latter should eventually become a part of the state VAT rather than
a separate tax. Similarly, the entertainment tax, electricity duty, and luxury
tax on hotels and restaurants should also be merged with the VAT.

At thelocal level there are two taxes of some significance. These are the
taxes on property and in some states, octroi, the checkpost-based tax levied
by urban local bodies. The major problem with urban property taxes, asin
the case of registration fees, isunderval uation. Alternative models of reform,
such as using the capital value or rental value for valuing the property, have
been suggested. The ultimate reform depends on the development of an
organized property market. In most cases the recommendations suggested
have been to use the value as determined in some independent manner. For
instance, one city has divided the entire city into different categories of
localities, and fixed a rate per square foot of built-up area. This process
dispensed with the need to undertake acceptable property valuation. For its
part, octroi not only impedes internal trade and violates the principle of
common market, but also is a source of corruption and rent seeking.

Analysis of the Trends and Economic Impact of the Tax System

In this section, the observed trends in different central and state taxes are
explained in greater detail and the possi ble efficiency and equity implications
of different taxes are analyzed. Specifically, the analysis seeks to answer a
number of questions. Has tax compliance improved over the yearsin re-
sponse to reductions in marginal tax rates? What other factors influence
revenue productivity of the tax system? What are the efficiency and equity
implications of the tax system?
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Personal Income Tax

Theincreasein revenue productivity of the personal incometax isattributed
to the improvement in tax compliance arising from the sharp reduction in
marginal tax ratesin 1991-92 and 1996-97. This is also the period when
the growth of GDPitself had decel erated. The apparent stimulus of declining
marginal tax rates is reflected in the negative correlation between effective
tax rates and the ratio of income tax collections to GDP, akin to a Laffer
curve.® Whileit is clearly difficult to attribute the increase in revenue pro-
ductivity solely or even mainly to reduction in marginal tax rates, Das-
Guptaand Mookherjee draw atentative but important conclusion capturing
improvement in overal performance of the tax system.>” Similarly, Das-
Guptaanalyzes sixteen different structural, administrative, and institutional
indicators, and concludes that the performance of the tax system has shown
improvement: tax compliance indeed improved with the reduction in
margina tax rates.®

In amore recent analysis, Bhalla estimates the aggregate revenue el asti-
city at —1.43 percent and concludes that the 1996-97 tax cut was a huge
successinincreasing revenues.> Bhalla provides an estimate of compliance
by comparing the data published by the income tax department, the cover-
age of which itself is narrow, with those from other sources, particularly
the National Council of Applied Economic Research to establish that the
number of people recording incomes within any given bracket for income
tax purposes, is significantly lower than the numbers recorded by other
surveys. This approach has problems, however, especialy for proprietary
firmsand individual businesseswhereit can be hard to distinguish between
expenditures of the firm and expenditures of the individual for persona
needs.®® Neverthel ess, the paper helpsto focus on the need for someinformed
debate and analysisin this area.

56. Effective tax rates are derived by applying the tax structure to reference income
levels. Given the limited sample size, such an exercise would not be empirically sound and
hence is not reported.

57. Das-Gupta and Mookherjee (1997).

58. Das-Gupta (2002).

59. Bhalla (2005).

60. Theincometax act providesfor some deductionsin the case of business and traders.
The deductions include expenditure on travel and entertainment. Expenses on telecom-
munications too are acase in point. While any income tax return would show some or all of
these expenses as business expenses, in most other consumer surveys, these would figure as
personal expenses. Given that the proportion of these expenses in total incomeis likely to
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The important point is that improvement in revenue productivity of the
personal income tax since 1996-97 cannot be attributed solely or even
mainly to reduction in the marginal rate of tax. The information presented
in table 4 shows that the main reason for the increase in revenuesis the ad-
ministrative arrangement extending the scope of tax deductions at source—
an arrangement whereby the employer withholds the tax due on theincome
paid to the employees and directly remits the same to the government
exchequer. The proportion of tax deducted at source (TDS) to total revenue
collections actually declined from 42 percent in 1990-91 to 22 percent in
1994-95. It increased to 50 percent following the expansion in the scope of
TDSin 1996-97 and to 67 percent in 2001-02 before declining marginally
to 64 percent in 2003-04. As a proportion of GDP, the ratio of collections
from TDS increased by 0.67 percentage points over the period considered.
When compared with the increase of 0.56 percentage points in the ratio of
personal income tax collections to GDP, the improved compliance appears
toresult largely if not solely from improved coverage or greater effectiveness
of TDS as atool for collecting taxes.

TABLE 4. Contribution of TDS to Personal Income Tax Revenue

Tax deduction Gross TDS as a
at source Advance tax collections Refunds percentage

Year (percent) (percent) (Rs. crore) (Rs. crore) of GDP
1990-91 41.75 36.00 6,188.37 827.74 0.45
1991-92 48.22 33.29 7,523.97 794.79 0.55
1992-93 42.91 33.45 9,060.79 1,165.44 0.52
1993-94 19.65 51.77 14,106.25 4,045.96 0.32
1994-95 22.18 56.87 17,178.72 3,357.76 0.37
1995-96 22.21 50.01 22,949.61 6,462.48 0.42
1996-97 50.87 27.30 20,042.48 1,808.49 0.75
1997-98 50.87 2410 19,270.19 2,169.60 0.64
1998-99 52.44 23.59 22,411.98 2,171.83 0.67
1999-00 53.69 2458 28,684.29 3,029.79 0.80
2000-01 63.22 20.89 35,162.61 3,398.63 1.06
2001-02 67.10 19.23 35,358.00 3,354.00 1.04
2002-03 65.55 20.26 42,119.00 5,253.00 1.12
2003-04 64.03 20.04 48,454.00 7,067.00 1.12

Source: Government of India, Report of the Comptroller and Auditor General (Direct Taxes) (various years).

be higher in the “middle,” and given the higher possibility of this group of agents being in
the “middle,” it appears that this definitional issue itself could induce the pattern observed
inthe paper. Other categories of taxpayersare al so affected, including association of persons,
which are formed voluntarily to earn incomes.



M. Govinda Rao and R. Kavita Rao 91

Interestingly, although it is tempting to attribute this observed trend to
extension of TDSto interest, dividends, paymentsto contractors, and insur-
ance commissions, the increase has come about mainly in TDSin salaries
(table 5). The TDS in salaries in 199293 constituted only 25 percent of
total TDS, increased to 50 percent in 1999-2000 and thereafter declined to
41 percent, as TDSfrom paymentsto nonresidents and others and payments
to contractors increased substantially. Even after the refunds are adjusted,
the share of TDSin total receipts continues to remain high and increasing.
This implies that the contribution of TDS to incremental revenue is
increasing as well.

TABLE 5. Contribution to TDS

Percent
Contributor 1992-93 1997-98 1999-2000 2000-01 2001-02 2002-03 2003-04
Salaries 25.15 42.05 50.43 48.99 47.82 44.56 41.23
Interest 40.15 25.25 25.85 19.91 21.39 18.37 16.63
Dividend 5.90 3.41 1.99 1.20 0.81 3.00 2.21
Winnings in 1.02 0.66 0.78 0.29 0.23 0.37 0.41
lotteries and
races
Payments to 11.85 17.90 19.83 14.92 13.06 13.83 17.56
contractors
Insurance 1.21 0.97 0.93 0.72 1.05 1.05 1.01
commissions
Payments to 14.71 9.77 0.18 13.98 15.64 18.83 20.94
nonresidents
and others
Total TDS 6,210 13,788 18,546 28,213 30,672 36,5668 42,955
collections
(Rs crore)

Source: Government of India, Report of the Comptroller and Auditor General (Direct Taxes) (various years).

Theincreasein thetax revenue thus has more to do with the rapid growth
of the organized sector, expansion in the interaction of the financial sector
with the rest of the economy, and administrative measures extending the
TDSthan with improved compliance arising from the reduction in marginal
rates of tax. The extension of permanent account numbers to cover alarger
number of potential taxpayers and the expansion of the tax information
system (TIN) are expected to advance this cause further, by generating an
extensive and reliable database. This finding, however, does not make a
case for increasing the marginal tax rates, since such increases would be
associated with significant efficiency costs for the economy, which would
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likely be corrected or mitigated through exemptions and concessions of
various kinds.

The number of personal income tax assessees hasincreased significantly
over the last decade. From 1999—2000 to 2003-04 alone, the number
increased from 19.6 million to 28.8 million—a growth rate of more than
10 percent ayear (table 6). Interestingly, the highest growth was seenin the
income range of Rs. 200,000-500,000 (38.4 percent) followed by those
above Rs. 1 million (16 percent). The important thing to note is that the
number of taxpayers is still small considering the growing middle class.
Although the number of taxpayerswith income above Rs. 1 millionisgrow-
ing, it still constitutes a small number as well as a small proportion of the
total. There were only about 100,000 taxpayers in this group, constituting
about 0.3 percent of the total number of taxpayers.

TABLE 6. Income Tax Assessees by Income Range

Number of taxpayers
Taxable (million) Ratio of taxpayers in the range
income range Growth rate to total number of taxpayers
(Rs. million) 1999-2000 2003-04 (percent) 1999-2000 2003-04
Less than 0.2 18.75 26.55 9.1 95.80 92.08
0.2-0.5 0.49 1.80 384 2.50 6.24
0.5-1 0.26 0.37 9.2 1.32 1.28
Above 1 0.06 0.01 16.0 0.30 0.36
Search and seizure 0.015 0.012 (-)5.43 0.08 0.04
assessments
Total 19.59 28.83 10.2 100 100

Source: Government of India, Report of the Comptroller and Auditor General (Direct Taxes) (2005).

It is important to understand the impact of reductions in the marginal
tax rate and in the number of rate categories since 1991-92 on the overall
progressivity and equity of the tax system. Given that the reform involved
sharp reduction in the marginal tax rates, the effective rate declines as the
level of incomeincreases. It would be tempting to concludethat progressivity
has therefore declined and overall equity in the tax system has worsened
over theyears. Such aconclusion would beinappropriate, for it pertains only
to progressivity among the taxpayers; with a sharp increase in the total
number of people paying tax, the overall progressivity would haveimproved.
In 2003-04, as many as 29 million people paid income tax, compared with
about 3.9 million in 1989-90, and the tax paid doubled from less than
1 percent of GDP to amost 2 percent of GDP. The increase in the number
of taxpayers indicates improvement in horizontal equity since more people
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with similar incomes now possibly pay the tax, and the fact that a larger
proportion of incomes are noow subject to tax represents improvement in
vertical equity as well.

Corporate Income Tax

Of the four major taxes considered, the revenue from the corporate income
tax grew at the fastest rate during the 1990s, tripling as a percentage of
GDP, from 0.9 percent in 1990-91 to 2.7 percent in 2003-04, despite signifi-
cant reduction in the rates. The main reforms eliminated the distinction
between closely held and widely held companies, reduced the marginal tax
rate to align it with the top marginal tax rate of personal income tax, and
rationalized tax preferences, namely, investment and depreciation allow-
ances, to aconsiderable extent. In addition, theintroduction of the minimum
aternative tax has also contributed to revenues.

It would beinstructive to analyze the contribution of different sectorsto
the corporate tax. According to the Prowess database, the manufacturing
sector accounted for two-thirds of the corporate tax collections in 199495,
but that amount declined to just 40 percent by 2004-05 (table 7). Within
the manufacturing sector, the petroleum sector contributed the most (12.5
percent), followed by chemicals (6.5 percent) and the basic metals industry
(6.1 percent). In contrast, textiles contributed only about 0.5 percent.

In contrast, public sector enterprises account for a growing share of
collections, increasing from 19 percent in 199495 to about 38 percent in
2002-03. That means that over 40 percent of the increase in corporate tax
revenues was collected from public enterprises (table 8). This increase is
attributablein part to thefact that, unlike the private sector, public enterprises
do not undertake elaborate tax planning to minimize their taxes.

Union Excise Duties

Thedeclining ratio of Union excise dutiesto GDP since reformswereintro-
ducedistruly amatter of concern astheloss of revenue has been aconstraint
in further reducing import duties. Although the ratio has been stagnant at
3.3 percent for several years, that is significantly lower than the ratio in
199192 (4.1 percent).

Not only has the revenue productivity of Union excise duties declined,
but the revenue shows an increased concentration in commodities that would
be used in further production. Independent operation of excise and sales
tax systems and confining the tax to goods and to the manufacturing stage
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TABLE 8. Contribution of Public Sector Enterprises to Corporation Tax

Corporate tax paid by Total corporate Ratio of public sector
public enterprises tax paid tax to total
Year (Rs. crore) (Rs. crore) (percent)
1990-91 1,229 5,335 23.0
1991-92 1,674 7,853 21.3
1992-93 1,804 8,899 20.3
1993-94 2,110 10,060 21.0
1994-95 2,581 13,822 18.7
1995-96 4,187 16,487 25.4
1996-97 5,193 18,567 28.0
1997-98 5,634 20,016 28.1
1998-99 6,499 24,529 26.5
1999-00 7,706 30,692 25.1
2000-01 9,314 35,696 26.1
2001-02 12,254 36,609 33.5
2002-03 17,430 46,172 37.8

Source: Government of India, Public Enterprises Survey (various years).

alone does not remove cascading, and final products in the manufacturing
stage are not necessarily final consumer goods—goods transport vehicles
being a prime example.

Table 9, which shows Union excise duty collectionsby commodity, high-
lights some interesting features with implications for both efficiency and
equity of the tax system. One of the most important features is the com-
modity concentration. Three-fourths of al Union excise duties are paid by
just five groups of commodities—petroleum products, chemicals, basic
metals, transport vehicles, and electrical and electronic goods. One would
normally expect this concentration to decrease as manufacturing diversified.
This increased concentration imposes a disproportionate tax burden on
different sectors of the economy. Moreover, this type of commodity con-
centration does not allow objective calibration of policies regarding excise
duties as the Finance Ministry would not like to lose revenue from this
lucrative source.

Another important feature of the pattern of excise revenue collectionsis
that the overwhelming proportion is paid by commodity groups that are in
the nature of intermediate products used in the production of goods or ser-
vicesthat are not subject to excise. Besides petroleum products, asignificant
proportion of which is used in other manufacturing, the duties on all goods
used asinputsto service providers, especially of servicesused in manufactur-
ing activities, contribute to cascading and add to production costs. Transport
vehicles and related industries are one such industry. These are a source of
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significant inefficiency in the system. Thisinefficiency aso makesit difficult
to speculate on the effect of the tax on different manufacturing enterprises
and its effects on employment and incomes and thus to make judgments on
the distribution of the tax burden.

A striking feature of excise duty collectionsisthat, asin the case of cor-
porate incomes taxes, a predominant proportion is paid by public sector
enterprises (table 10). Another striking feature is the wide fluctuation in
collections from public sector enterprises from year to year, ranging from a
high of 53 percent in 1999-2000 to alow of 30 percent just two years later.
The fluctuations are attributable to fluctuations in administered prices on
items such as steel, coal, minerals and ores, and petroleum products. Prices
for petroleum products aso vary with international prices. In other words,
the revenue from excise duties, which constitutes an important source of
revenuefor the central government, isvulnerableto pricing and output deci-
sions of public enterprises. Given the government’s significant dependence
on thissector, the ability of public enterprisesto forge an independent pricing
policy too could be compromised.

TABLE 10. Contribution of Public Enterprises to the Central Government's
Excise Revenues

Public enterprises Total collections Public enterprises
Year (Rs. crore) (Rs. 10 crore) as percentage of total
1990-91 9,656 24,514 39.4
1991-92 9,815 28,110 34.9
1992-93 12,180 30,832 39.5
1993-94 12,527 31,697 39.5
1994-95 16,414 37,347 44.0
1995-96 17,044 40,187 42.4
1996-97 22,193 45,008 49.3
1997-98 21,720 47,962 45.3
1998-99 23,132 53,246 43.4
1999-00 32,942 61,902 53.2
2000-01 20,824 68,526 30.3
2001-02 31,203 72,555 43.0
2002-03 34,610 82,310 421

Sources: Government of India, Public Enterprises Survey (various issues), and Union Budget (various years).

Customs Duties

The most important and in many ways most far-reaching reforms involved
customstariffs. Since 1991 imports subject to quantitative restrictions consti-
tuted 90 percent of total imports, and these restrictions have been virtually
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done away with. The import-weighted tariff rates have been reduced from
72 percent in 1990 to 15 percent currently. The peak import rate has been
lowered from more than 150 percent in 1991 to less than 20 percent.

A major problem from the viewpoint of efficiency is the continuation of
differentiated rates of duty varying with the stage of production. The rates
on raw materials and intermediate goods continue to be lower than those
on consumer and capital goods. The import tariff reduction has continued
to be guided by this “unprincipled principle”’: even the Kelkar Task Force
on indirect taxes suggested that the rate differentiation should continue to
be made on the basis of the stage of production.®? Because it focuses on
greater protection for “final useindustries’ compared with inputs and inter-
mediate goods, this approach continues reliance on the self-sufficiency
model of development as opposed to a comparative advantage model.

Table 11 presents the collection of customs by commodity from 1990-91
to 2003-04. Despite significant external liberalization, almost 60 percent
of the duty is collected from just three commodity groups—machinery,
petroleum products, and chemicals. Furthermore, the overwhelming pro-
portion (over 75 percent) of the duties are collected from either machinery
or basic inputs and intermediate goods. Thus, contrary to the fear, liberal-
ization has not led to massive inflow of consumer goods. These data also
imply that further reduction in the duties and greater uniformity in the
structure of dutieswould have beneficial effects on the economy. A detailed
econometric study showsthat uniform reduction in tariffs has had favorable
effects on production, exports, employment, and capital and that these gains
are different across different sectors.®®

The proportion of duties collected from machinery hasincreased signifi-
cantly, from 19.5 percent in 1990-91 to 26.6 percent in 2003-04. This
increase has occurred despite exemptions provided for import of machinery
for several infrastructure projects. The conclusion is that external liberal-
ization is leading to adoption of more modern machinery and technology
in the production process, which would have a favorable effect on the pro-
ductivity growth. Customs collections have also increased for food products.
In contrast, revenue from iron and steel and other basic metals has shown a
substantial decline over the years; these items have become more competitive
in recent years, and therefore may be more attractive to buy in the domestic
market rather than from foreign markets.

61. Virmani and others (2004).
62. The quotation is from Joshi and Little (1996).
63. Virmani and others (2004).
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TABLE 11. Composition of Revenue from Customs Duties, by Commodity Group
Percent

1990-91 1995-96 1996-97 2000-01 2001-02 2002-03 2003-04

Food items 2.5 2.4 2.3 5.4 10.6 8.8 6.4
Tea and coffee 0.1 0.0 0.0 0.1 0.1 0.1 0.0
Beverages 0.1 0.1 0.1 0.1 0.2 0.2 0.1
Minerals and ores 1.4 0.7 0.5 1.3 1.6 1.8 1.7
Petroleum products 19.4 23.4 28.5 23.2 16.1 19.5 20.9
Chemicals 12.3 11.9 11.2 10.4 1.4 11.2 1.1
Of which:

Pharmaceutical 0.1 0.1 0.1 0.2 0.3 0.4 0.3

products
Plastics 6.4 4.9 4.7 3.0 3.1 3.1 3.1
Rubber 14 1.3 1.5 1.4 1.4 1.3 1.3
Paper 1.0 0.7 0.7 0.7 0.7 0.7 0.9
Textiles 2.2 1.3 0.9 1.0 0.9 1.0 14
Cement products 0.2 0.2 0.1 0.2 0.2 0.2 0.3
Ceramics 0.6 0.5 0.5 0.7 0.8 0.8 1.0
Iron and steel 10.2 6.6 5.2 3.8 3.8 3.7 4.6
Other basic metals 4.3 5.0 4.4 2.1 2.3 2.2 2.5
Machinery 19.5 20.8 18.8 23.6 24.8 26.4 26.6
Transport equipment 3.3 4.0 4.7 3.9 4.0 3.4 4.1
Others 15.2 16.2 15.9 19.3 18.1 15.9 13.9

Source: Customs department data.

Toward Further Reforms in the Tax System

In the last few years, various study groups and task forces have focused on
the reforms in the tax system at the central level. The Advisory Group on
Tax Policy and Administration for the Tenth Plan and the Kelkar Task Force
(KTF) reports on direct and indirect taxes and more recently the KTF on
the implementation of the Fiscal Responsibility and Budget Management
Act have comprehensively examined the tax system and made important
recommendationsfor reform.%* All thesearein conformity with thedirection
set by the TRC in 1991 and 1993, which called for broadening the tax base,
reducing the rates, minimizing rate differentiation, and simplifying the tax
systems. While there are differences on specific recommendations, these
newer task force reports share broad agreement on the direction and thrust
of reforms and on the need to reform tax administration and the tax
information system.

64. Government of India (2001a, 2002a, 2002b, 2004b).
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Tax reform isan ongoing process, and with the fiscal imbalancein India
looming large, reforms to improve long-run revenue productivity will have
to continue. The reforms will have to involve all aspects to the tax system,
including thetax structure, administration, and institutions, and any reforms
should move the system toward one that is general and rule based. In a
democratic polity with so many special interest groupsinfluencing policies,
moving away from a culture of selectivity and discretionisdifficult but can
be achieved over a period of time.

Reform of Central Taxes

Personal income tax reforms should involve further simplification of the
tax system by withdrawing tax exemptions and concessions onincomefrom
specified activities. Itisalso necessary to abolish the surcharge and to further
simplify thetax by reducing the number of tax brackets. Infact, thereis con-
siderablevirtuein having asingle tax rate with an exemption limit, as many
of the transitional economies have found. In any case, the ability of thein-
come tax system to bring about significant redistribution is limited, and if
itistaken that equity infiscal policy should focusonincreasing theincomes
of the poor rather than reducing the incomes of the rich, the objective is
better achieved by allocating and targeting adequate resources to human
development rather than creating disincentives to work, save, and invest.
Moving toward asingle tax rate may not be politically feasible at this junc-
ture, however, but it may be possible to reduce the number of tax rates to
two, with a small reduction in the marginal tax rate (say, 25 percent).

On the corporation tax, base broadening involves getting rid of the tax
concessions and preferences. In particular, the exemption for profits from
exports, free trade zones, and technology parks, as well as exemptions for
area-based development and for infrastructure should be phased out. Simi-
larly, the current depreciation allowance, even after the proposed reduc-
tion in 200506 is quite generous, and there is a case for reducing it to
more redlistic levels while at the same time reducing the tax rate to align it
with the margina tax rate on personal income tax. It is most important,
however, to avoid flip-flop in tax policy. The history of dividend taxation,
in particular, has been full of contradictory policy stances from one year to
another. The issue of whether companies or individual shareholders should
pay the dividend tax must be settled. The most satisfactory solution is to
have partia integration of the tax with personal income tax. However, if
for administrative reasons, it is thought to be better to collect the tax from
the company, then thetax rate applicable on dividends shoul d be determined
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on the basis of the difference between the marginal tax rate of personal in-
come tax and the effective rate of the corporate tax.®

The other important issueinvolving the corporate incometax isthe differ-
ential between the rates applicable to domestic and foreign companies. Part
of therationalefor adifferential isinvolvesthe dividend tax, whichispayable
by domestic companies aone. The rationalization of these two aspects
therefore needs to go together.

With regard to import duties, reform should move in the direction of
further reduction and unification of the rates. Asmost nonagricultural tariffs
fall between 0 and 15 percent, a uniform tariff of 10 percent would con-
siderably simplify and rationalize the system.% Equally important is the
need to get rid of a plethora of exemptions and concessional treatment for
various categories including imports for specia projects. A minimum tariff
of 5 percent on all currently exempt goods could beintroduced asafirst step
in rationalizing the duty to bring it in line with the above recommendation.

Wide-ranging exemptions are also a problem with excise duties. There-
fore, one of the most important base-broadening measures should be to
reduce the exemptions. In particular, the exemptions given to small-scale
industry have not only eroded the tax base but have inhibited the growth of
firms into an economically efficient size. Similarly, various exemptions
given to project imports have significantly eroded the tax base. This has
alsoinfused the tax system with selectivity and discretion. Therate structure
should be rationalized by converting the remaining items subject to specific
dutiesto ad valorem and by unifying the ratestoward asingle CenVAT rate.

The next step is to fully integrate the taxation of services with the
CenVAT. Thiswould require extending the servicetax to al servicesexclud-
ing asmall list of exemptions and asmall negative list, as recommended by
the Expert Group on Service Taxation.®” This step would help in assessing
the potential from service taxation. At the next stage, the taxes on services
could be unified with the CenVAT to evolve a manufacturing-stage VAT on
goods and services. Since credit for the tax paid on both goods and specific
services is aready provided, universal tax coverage of services, together
with a tax credit mechanism and its integration with CenVAT, would

65. The rationale for a separate taxation of dividends is that the effective rate of the
corporate tax islower due to tax preferences and therefore the difference should be taxed to
put corporations on the same footing as unincorporated businesses, which pay the tax at
personal income tax rates.

66. Panagariya (2005); Acharya (2005).

67. Government of India (2001b). This expert group was headed by M. Govinda Rao,
one of the authors of the current paper.
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rationalize the tax system considerably. Not only would this tax have a
broader base and increase revenues in the short term, but overall revenue
productivity would be improved.

It should be noted, however, that restricting the CenVAT to the manu-
facturing stage alone, asthe system currently does, creates aneed to have a
number of agentsin the system that do not collect and pay taxes but that are
entitled to issue VAT invoices. Wholesalers are authorized to issue multiple
VAT invoices on their sales against the single invoice of their purchases, in
order to facilitate the credit mechanism for small and medium manufacturers,
who may not always buy from other manufacturers. This constitutes aweak
link in the chain of invoices since these agents are difficult to monitor and
administer. Integrating services into the credit mechanism could further
exacerbate this problem, since a larger number of agents would seek to
purchase from agents other than manufacturers. Thisisaproblem that needs
to be addressed. The solution discussed by the TRC of expanding the
coverage of CenVAT to wholesalers, with the revenue being assigned to
the states, is one option. An administrative alternative could be devised by
mandating the filing of informational documents and periodic auditing of
these dedlers.

Evolving a Coordinated Consumption Tax System

One of the most important reforms needed in the indirect tax system is a
coordinated consumption tax system for the country. Such a system is
necessary to ensurefair distribution of the tax burden among different sectors
and between goods and services, toimprove revenue productivity, to minim-
ize relative price distortions, and above all, to ensure a common market in
the country without placing impediments on the movement of factors and
products.

Such a system would require coordinated reforms at the central, state,
and local levels. At the center, as mentioned above, thefirst stepisto evolve
amanufacturing-stage VAT on goods and services. At the state level, intro-
duction of the VAT, initiated in April 2005, has to be completed. The most
important step here involves extending the input tax credit mechanism not
only to intrastate trade but also to interstate trade by introducing an appro-
priate zero-rating mechanism. This effort requires building an accurate in-
formation system on interstate transactions, a step that has been initiated.
All the statesand Union territorieswill have to adopt thisinformation system.
In addition, appropriate mechanisms will have to be found for enabling the
states to levy the tax on services and integrating it with the VAT on goods,
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so asto arrive at acomprehensive VAT. An important problem that needsto
be solved is devising a system for taxation of services with an interstate
coverage, which would depend closely on the mechanism chosen for zero-
rating interstate trade.

An important aspect from the viewpoint of efficiency in resource
alocation is the continued cascading of the tax on petroleum products,
which are kept outside the CenVAT system and are not part of the VAT sys-
tem in states; although these commodities are subject to the levy, subsequent
users cannot take credit for this tax. Petroleum products contribute over
40 percent of the revenues raised by both of both the taxes. Considering the
use of these items for intermediate consumption, the extent of cascading
and relative price distortion will continue to be high.

Extending the service tax to al services and then unifying it with
CenVAT in arevenue-neutral manner would help bring down the CenVAT
rate by about 3 percentage points and would thus reduce the overall tax
burden. The CenVAT rate could be lowered to about 12 percent, with a
special excise of 6 percent levied on luxury items for reasons of equity and
revenue.® A 12 percent tax rate at the manufacturing stage would be equi-
valent to 8 percent at the retail stage, assuming that value added beyond the
stage of manufacturing amounts to a third of the retail value of the com-
modity. The KTF on indirect taxes assumed that the overall consumption
tax burden should not exceed 20 percent; thus, a 12 percent manufacturing-
stage CenVAT would leave the states room for levying a VAT of about 12
percent at theretail stage. Along with the state-level VAT, it isimportant to
integrate many specific taxes such asthe entertainment tax, electricity duties,
passengers and goods taxes, and the luxury tax on hotels. Turnover taxes,
surcharges, and additional taxes should be eliminated as there should be no
need for them.

Themgjor indirect tax reform at the local level relatesto the abolition of
octroi. Thereisno placefor octroi in any modern tax system. The problem,
however, is one of finding an alternative source of revenue. In many other
countries, a property tax isamainstay of local finances, and reform in this
area should help in raising revenue productivity. Yet, a property tax alone
may not suffice. A better option may be to alow urban local bodies to
piggyback on the VAT collections within their jurisdictions. This approach
should avoid tax cascades and minimize tax spillovers from the urban
jurisdictions to nonresidents.

68. Acharya (2005).
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Reform in Tax Administration

Until recently, the focus of tax reform in Indiawas on “what to do,” rather
“how to do.” The administrative dimension has been on the periphery
rather than at the center of tax reform.®® The TRC and other study groups
emphasized the need for tax administration reform to some extent, but it is
the KTF that has brought administrative reform front and center.

Not surprisingly, poor tax administration has led to low levels of com-
pliance and high compliance costs. The virtual absence of data on both
direct and indirect taxes even at the central level has made it difficult not
only to enforce the tax laws but to gather the analytical data necessary to
make appropriate changes in the tax structure. The complexity of the tax
structure and the poor information system meant that the tax system often
acquired the character of negotiated payments—a situation that encouraged
corruption and rent seeking.™

Theonly estimate of compliance cost isby Das-Gupta, who has estimated
that the cost of complianceis as high as 49 percent of personal income tax
collections and between 6 and 15 percent of corporate tax collections.™
Das-Guptafound that the bulk of these costswerethelegal costsincurred to
meet the requirements of the Income Tax Act. While these estimates should
be taken with a note of caution as the author himself has reservations on
the adequacy and quality of the sample analyzed, theimportant point is that
the compliance cost in Indian income taxes is extremely high.

Another example of the poor state of the tax information system is that
even as the coverage of TDS was extended, there was virtually no way to
check whether those deducting thetax at sourcefiled thereturnsand actually
paid thetax. According to the report of the Comptroller and Auditor General,
in 2003-04, only 499,000 returns were filed although there were 626,000
TDS assessees. |n other words, more than 20 percent of the TDS assessees
did not file returns. Even thisis avast improvement from the previous year
when amost 80 percent of the TDS assessees did not file returns.

Recent initiatives on building the computerized information system for
direct taxes grew out of the recommendations of the KTF. The Centra
Board of Direct Taxes outsourced the function of issuing permanent account
numbers, which now number more than 36 million; this process has facil-
itated the compiling of information on all taxpayers. The Tax Information

69. Bird (1989).
70. Government of India (1993, 20023, 2002b).
71. Das-Gupta (2004a, 2004b).
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Network, established by the National Securities Depository Limited, has
focused initially on ensuring that TDS assessees do in fact file returns, and
matching and cross-checking the information from banking and financial
institutions to ensure that the taxes paid according to the returns are in fact
credited into government accountsin the banks. The Online Tax Accounting
System, implemented in July 2004, has helped expedite the number of
refunds processed, from 2.6 million in 2002-03 to 5.6 million in 2003-04.
Large companies such as I nfosys Ltd can now upload one disk for filing the
TDSs of their employees instead of filing large number of separate TDS
returns. In short, inthelast four years, collections of direct taxes have shown
annual growth of over 20 percent ayear, and the contribution of theimproved
information system in this growth has not been insignificant.

Similar initiatives have been taken in regard to indirect taxes. The customs
e-commerce gateway (ICEGATE) and the Customs Electronic Data
Interchange System (ICES) have helped to improve the information system
and speed up clearance processes. |n 2003-04, | CES handled about 4 million
declarations in automated customs locations, which constituted about
75 percent of Indid's international trade. The technical assistance from the
Canadian International Devel opment Agency has hel ped the excise depart-
ment to establish and build capacity in modern audit systemsand computer-
ized risk assessments for detailed audits. Thisis a step toward building ex-
pertise in areas requiring significant technical knowledge. Both the direct
and indirect tax departments could gain from building expertise through
functional specialization in such identified areas requiring technical and
focused knowledge.

A computerized information system would help to put together datafrom
avariety of relevant sources and lead to better administration and enforce-
ment of the tax laws, improve the tax compliance, and reduce compliance
costs particularly asit would reduce the need for tax officialsto deal directly
with taxpayers. An important constraint on how quickly a computerized
system can be put in placeisthe fact that many of the senior officers are not
familiar with computersand display anatural hesitancy, and often unwilling-
ness, to adapt to new technology. There haveto be several orientation work-
shops to manage this change well.

Another critical element in tax administration is the networking of the
information from various sources. As mentioned earlier, systems haveto be
evolved to put together information received from vari ous sourcesto quantify
the possible tax implications from them in a legally acceptable manner to
improve tax enforcement. The first step is to collect the information; the



106 INDIA POLICY FORUM, 2005-06

second isfor the relevant tax agencies at both the central and state levelsto
exchangeinformation to ensure ameasure of consistency among thereturns
filed. Itisonly through a properly organized and computerized information
system and returns that it will be possible to enforce the tax and improve
the tax compliance.

Concluding Remarks

The foregoing analysis shows that India has made significant progress in
tax reforms, particularly in tax administration, which has helped raise the
ratio of tax revenuesto GDP closeto thelevel sthat prevailed before signifi-
cant reductions were made in customs duties. These reforms are only the
beginning; considerabl e distance must still be covered in reforming the tax
system. In other words, tax reform, including administrative reforms, is a
continuous exercise for improving revenue productivity, minimizing dis-
tortions, and improving equity.

Coordinated reforms should be undertaken at the central, state, and local
levels. A major objective should be minimization of distortions and com-
pliance costs. In fact, the subnational tax system should be revised so that
the principles of acommon market are not violated. Taxes on domestically
traded goods and services should be coordinated in the spirit of cooperative
federalism. Domestic and external trade taxes should aso be coordinated
to ensure the desired degree of protection to domestic industry and the
desired burden of consumption taxes on the community are achieved.

Broadening the base of both central and state taxes and keeping the tax
structures simple—within the administrative capacity of the governments—
is an important international lesson that should be incorporated in further
reforms. Phasing out exemptions for small-scale industry, minimizing
exemptions and concessionsto industriesin the services sector, and minimiz-
ing discretion and selectivity in tax policy and administration are all im-
portant not only for the soundness of the tax system but to enhance its
acceptability and credibility.

Although the customs duties have been significantly reduced, India's
economy is still highly protected. Further reduction in tariffs, as well as
further unification and rationalization, isnecessary. Becausethese reductions
will certainly entail loss of revenue, a corresponding improvement must be
made in the revenue productivity of all taxes. The conversion of the prevail-
ing salestaxesinto a destination-based, consumption-type VAT by the states
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must be carried out with vigor and completed within the next few years.
This will require a complete phaseout of the central sales tax. Finalizing
the mechanism to relieve taxes on interstate transactions, and building a
proper information system for the purpose, is crucia to improving both
revenue productivity and the efficiency of the tax system.

The most important reform is in tax administration. It is important to
remember that “tax administration istax policy.””? Making the transition to
information-based tax administration, online filing of tax returns, and com-
piling and matching information are key to administrative reform. Tax ad-
ministrators should also assist taxpayers in atimely fashion and help them
to reduce their compliance costs.

72. Casanegra (1990).



Comments and Discussion

Shankar Acharya: | enjoyed very much the paper by Govinda Rao and
Kavita Rao (henceforth Raos), partly because | have recently published a
survey of Indian tax reform.! So, | was interested to see in what way the
Raos' perspectives were different from mine. | was glad to find that there
were some differences, which give me an opportunity to comment. However,
| must emphasize that thereisan enormous amount of commonality between
what they say and what | have written. So, although | dwell on the differences
in these brief comments, the much broader areas of agreement have to be
taken as understood.

To begin with, | liked the section of the paper on evolving paradigms of
tax reform. | share the Raos puzzlement as to why the vast literature on
optimal taxation has had relatively limited impact on actual tax policy, not
just in India but the world over. However, | was a little disappointed with
the apparent lack of application of this useful taxonomic section to the
description of Indian tax reform in subsequent parts of the paper. More
broadly, | was disappointed by the absence of an analysis of the economic
impact of tax reforms in India, other than in terms of the usua trendsin
revenue from different kinds of taxes. Of course, such an assessment of
economic impact is very difficult to do, especially given the paucity of
extant research studiesin Indiaon thistheme. But then the heading referring
to analysis of the economic impact is misleadingly ambitious.

Turning to the evolution of the Indian tax system, | broadly agree with
the Raos' treatment, except for one very important judgment. They claim,
“Systematic and comprehensive attempts to reform the tax system at the
central level started only after market-based economic reformswereinitiated
in 1991.” That is simply wrong. As | have detailed elsewhere, modern tax
reformwasreally launchedin Indiaduring V. P. Singh’ stwo year stewardship
of thefinance ministry (1985-87) in Rajiv Gandhi’s Congress government.2
In hisbudget for 1985-86, Singh undertook the most comprehensive reform
of direct taxes to date: the top marginal income tax rate was cut from 62 to
50 percent; the number of income tax slabs were halved from eight to four;

1. Acharya (2005).
2. Acharya (1988, 2005).
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estate duty was abolished; the top wealth tax rate was reduced from 5 to
2 percent; and the basic rate of company tax was lowered to 50 percent.

Second, in his budget for 1986-87, V. P. Singh introduced MODVAT in
thirty-seven chapters of the Central Excise Tariff and made a clear com-
mitment to extend VAT principles to the remainder of the manufacturing
sector. This was a huge stride forward in the reform of India's indirect
taxes. Third, these reforms of direct and indirect taxes were coordinated
and stressed the importance of simplicity, stability, and predictability in tax
policy. Fourth, and perhaps most interesting, these tax reforms were em-
bedded explicitly in amedium-term fiscal policy paper, entitled The Long-
Term Fiscal Policy (LTFP), which was presented to Parliament in 1985.2 It
was thefirst (and until 2004, the only) time that a coherent program of tax
reform intentions was articulated in India within a macroeconomic fiscal
framework. Against thisbackground, the Raos are clearly incorrect in assert-
ing that comprehensive tax reform in India started after 1991. Of course,
the later reports of the Tax Reforms Committee (1991-93) did a far more
systematic job of analyzing and presenting a tax reform program for the
1990s, but that program and its subsequent implementation was greatly
facilitated by the earlier V. P. Singh reforms.

Wherethe Raos areright isin their characterization of some of the post-
1990s tax policy as “ad hoc” and lacking a “consistent theoretical frame-
work.” Inthiscontext, they mention the minimum aternatetax, the securities
transaction tax of 2004, the cash withdrawal tax of 2005, and the “frequent
changes and the lack of direction” in the taxation of dividends. The benign
influence of theV. P. Singh—L TFP reforms and the Tax Reforms Committee—
Manmohan Singh reforms had clearly waned by the turn of the millennium.
Rather curiously, the Raos are neutral in their description of the 2005 fringe
benefit tax, which hascomein for agreat deal of criticism from both industry
and fiscal experts.*

The final section of the Raos' paper on future tax reforms has severa
good ideas but al so suffers from some weaknesses. First, the paper is oddly
noncommittal on possibly the most important recent tax policy proposal,
namely theintegrated goods and servicestax (GST) proposed by the Kelkar
Task Force on implementation of fiscal responsibility legislation.® Its most
far-reaching recommendation wasto implement anationwide GST, basically
a value added tax with a unified base and explicit sharing by states and

3. Government of India (1985).
4. See, for example, Acharya (2006).
5. Government of India (2004b).
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central government of what is essentially a single, integrated, destination-
based, value added tax. This important proposal has received considerable
support, despite some questions about its constitutional validity. It would
have been helpful if the Raos had articulated a considered view of thisvery
important proposal.

Second, their paper has quite rightly bemoaned the presence of alarge
number of tax preferences and exemptionsin all the major taxes. It would
have been useful if the authors had delineated some sort of aroad map for
phasing out some of the more serious schemes of exemptions. Thisis particu-
larly important in aclimate where the political appetitefor such exemptions
continues unabated, as evidenced by the widening domain of area-based
exemptions, including the recently notified income tax exemptions for spe-
cial economic zones. Third, on tax administration, it might have been desir-
able for the paper to outline the priority steps that need to taken in this
critically important area. Thisis especially so given the provenance of the
authors from the National Institute of Public Finance and Policy, perhaps
theforemost nongovernmental institution with detailed knowledge of admin-
istrative practices and lacunae in regard to the major taxes.

Fourth, | come to the reform of capital taxation, particularly the issue of
taxing equity capital gains. The fact is that taxation of equity capital gains
(or rather itsexemption!) today isvery concessiona compared with taxation
of other kinds of capital gains and other kinds of capital income. More
broadly, thereis surely a serious problem of fairness when long-term equity
capital gains are exempt and there is no taxation of dividends in the hands
of the recipient, while all forms of labor income fal into the tax net at a
fairly modest level. The Raos do not accord adequate attention to thisissue.

Finally, let me mention a big problem with India’s long-run record of
tax reform. Whilethe ridiculously high customs duties of 1990 (and earlier)
have been rightly reduced in a phased way, the replacement of declining
customs revenue by amoderately high-yielding domestic trade tax, namely
Excise/MODVAT, has been a serious failure. Thisissue, its causes, and its
resolution required greater attention by Raos.

Perhaps they will take on the challenge posed by the lacunae pointed out
above in afollow-up paper. | certainly hope so.

T. N. Srinivasan: | too enjoyed reading this*“ double Rao” or “ Rao squared”
paper. It presents a comprehensive description, historical antecedents and
the evolution of Indian tax policy, quantitative implications thereof, and
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also what is best described as a glacial pace of tax reform, although after
1985 or 1987 it shifted from being glacial to gradual.

Much of the paper is about the central government’s policy, athough it
does cover state-level developments in the aggregate, rather than state by
state. The authors rightly point out that state-level reforms, such as they
were, did not coincide with those at the center. There was no systematic
attempt to streamline the reform process even after 1991, and most reform
attempts were ad hoc and guided more by revenue exigencies than by any
general principles.

Let me begin by asking how one might try to evaluate tax policy and its
reforminfederal India. Thereisan enormous and growing diversity among
and withinlarge states. Also the domestic and global economic and political
context for policymaking has changed dramatically. First, does it make
sense to talk about tax policy in isolation from fiscal policy narrowly and
from other government interventionsin the economy more generally? After
al, in India state control over the economy was intrusive and extensive,
and the state articulated and tried to implement a development strategy in
which private sector participation was heavily circumscribed. In such a
context, tax policy isjust one instrument among many that the state uses or
could use in steering the development of the economy. For example, public
sector production that makes profits is an aternative to leaving that pro-
duction activity in the private sector and taxing the profits of the private
sector. In general, there are many instruments of public policy that are alter-
natives to narrowly defined tax policy. This means that one cannot think in
terms of reform just of one segment of public policy without at the same
time considering the whole panoply of state intervention in the economy.

The political economy in India, or in the states of India, is not the same
asthat of Brazil or that of Brazilian states. To believe that positive findings
or normative pronouncements on fiscal policy are valid for al countries
and al the time s just daydreaming. | am saying this only to caution that
drawing policy inferences from a crude cross-country (or cross-states) re-
gressionisunlikely to beinformative or meaningful. Fortunately the authors
themselves report only one such regression. | am not convinced even that is
particularly informative.

The authors say that in the initial years the tax policy was guided by the
need to increase the level of savings and investment in the economy. How-
ever, they provide absolutely no empirical evidence that it in fact did. As
weall know, in India, the largest component of savingsishousehold savings,
and alarge proportion of household savingsis direct savingsin the form of
physical assets. In what ways do the tax policy instruments influence the
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direct savings?All that policy seemsto have doneisto shift the composition
of financial savings. Whether you hold your savingsin theform of aninsur-
ance policy or bank deposit or equity iscertainly influenced by the structure
of incentives on different forms in which savings are held. However, it is
hard to demonstrate empirically that aggregate savings have beeninfluenced
by differentials in incentives. The authors are right, of course, in saying
that the nationalization of banks and insurance was primarily intended for
transferring private resources into public hands for good or bad use. In my
view, quiteabit of it wasbad use. The basic point isthat thereisno empirical
analysisthat has carefully analyzed the impact of tax policies at the central
and state level on household savings and their composition or on private
investment and its sectoral composition.

The authors say that redistributive considerations heavily influenced
tax policy. Again, they do not provide any empirical evidence for this
assertion. Asthey themselves point out, the effective redistribution achieved
through tax policy wasin fact negligible. Thisfact waswidely known early
on. And the worthies who constituted the various tax reform commissions
have also pointed this out. Yet only very late in the history of the last sixty
years, have marginal rates been brought down.

More generally, if one were to focus on redistributive aspects of tax pol-
icy, one hasto takean integrated view of al direct taxes, such asthe personal
incometax, the corporate tax, and the wealth tax, including what used to be
taxes on particular forms of wealth in the old days. Unless one takes an
integrated view of taxes and expenditures, it isvery difficult to say anything
meaningful about the redistributive effect of the whole tax expenditure
system. In fact, the paper makes absolutely no mention of tax integration
or of the debates that have gone on elsewherein the world on integration of
corporate tax or on persona income tax, for example.

| doubt whether my dear friend Al Harberger ever said, as the authors
claim he said, that the tax reformers should pay |ess attention to economic
theory and more to best-practice experience. If he did, perhaps, he was re-
ferring to the virtually useless optimal tax theory of the first best. But even
if one were to confine oneself to positive analysis, it has to be recognized
that interventions that do not distort private decisions, like lump-sum taxes
and subsidies, are not available in any economy. Tax, subsidy, expenditure,
and public production policies are likely to be distortionary. But they
influence private decisionsto consume, invest, export, and import in various
ways. Any positive analysis has to address the complex interaction of all
the effects of policy.
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What about normative analysis? One could take the simplistic first-best
optimal tax theory perspective: the policymaker is a Stackleberg leader
who is omniscient—that is, who has al the necessary information—and
omnipotent, that is, who has no constraints on his choice of policy instru-
ments. The private sector respondsto his policy announcement asafollower.
Of course, being omniscient, he knows how the private sector would respond
and usesthisinformation in choosing and announcing the optimal tax policy.
Thisisanever-never land. It seemsto methisisthe theory that Al probably
had in mind when he said to forget it. The theory or model we would want
to use, if we want to analyze the tax policy in India, would allow for infor-
mation asymmetries, both among level s of government and between govern-
ments and the private sector, and also for constraints on policy choices.

Theauthors' cryptic remark on welfare effects of externa tariff reduction,
as opposed to its elimination, is unclear. It is possible that they have in
mind some nonlinear welfare response to atariff change, or somekind of a
second-best situation, in which, because other distortions remain, welfare
does not change in the expected direction as tariff is reduced. In any case,
they rightly point out that no economic logic lies behind the recommendation
of the Tax Reforms Committee in favor of multiple tariff levels. | may add
such economic illiteracy continues even today, with respect to privatization,
for example.

L et me conclude with my approach to tax reform. | will start with what
| think isthe most essential ; namely, the assignment of tax bases and expen-
diture responsibilities between the center and the stateslaid out in our consti-
tution, enacted in 1950. The constitution also mandated the appointment of
a finance commission every five years or so. We created in the same year
an extraconstitutional body, the planning commission, which also makes
transfersto states. However today’s economy is not that of the 1950s. If the
rituals of five-year plans, annual plans, and the “approval” of state plans by
the planning commission (let alone the bureaucracy of state planning com-
missions and planning boards) are no longer relevant, any reform of the
planning processwill asoinvolve, among other things, reform of the process
of transfers from the central planning commission.

Second, we have yet another means of transfersto states, namely, through
assistance for the centrally sponsored schemes. These are meant to address
interstate externalities and spillovers. Unfortunately externality is often the
last resort for the scoundrels among economists—if they can find no other
way of justifying a transfer scheme, they invent externalities! Anyway,
whether the transfers through these schemes are mere distortions or address
genuine externalities, they have to be thought through.
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Third, we do not have the analogue of the interstate commerce clause of
the U.S. Constitution in our constitution. AsAjay Shah rightly pointed out,
Indiais not acommon market. To conclude, one has to think through what
the fundamental economic structure of the economy currently is and the
roles which the governments at various levels are playing in it, if we want
to make progress in tax reform.

General Discussion

Ajay Shah said it was useful to analyze where the tax system was going
wrong. Several measures currently in place had adverse efficiency effects,
Shah said, including the 2 percent cess, or surcharge, on all taxes that is
earmarked for education. Similarly, the subsidy to promote the universa
service objective in telecommunications was funded by taxes on telephone
usage and interconnections between fixed and cell phones. These specialized
taxeswerein place, Shah said, even though we know that it ismore efficient
to fund education and universal service obligations out of general tax
revenue. Shah added that because of its bad design and implementation,
the value added tax also failed to yield the desired efficiency results. The
transactionstax, which started with a security transactionstax, isyet another
exampl e of inefficient taxation. Therecent plans by the M aharashtragovern-
ment to introduce very high stamp duties on Mumbai-based financial trans-
actions were likely to be even more damaging, he said.

Shah then pointed out that the revenue implications of eliminating the
remaining tariffs were not as dire as they might seem. The standard Indian
data for customs revenue included not just the custom duty but aso the
countervailing duty. Therefore, the fiscal cost and the fiscal challenge of
further customs reform were smaller than they appeared: even if the tariff
moved to zero, the countervailing duty would still be collected. If the exemp-
tions on the countervailing duty were eliminated carefully, Shah said, it
would not be difficult for Indiato go to zero customs duty on everything
very quickly.

Shah aso commented on the implications of the developmentsin infor-
mation technology. The tax information network set up in Indiawas nothing
short of revolutionary compared with what seemed feasible even five years
earlier. Firmsfrom all acrossthe country file electronically, feeding directly
into a single database and matching up with the tax deduction at source.

Shah concluded with the comment that research economists should be
tilting at thewindmills of fundamental tax reform. For example, they should
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guestion the idea that states are independent taxing authorities. A unified
value-added tax required vesting this power entirely in the central govern-
ment, he said.

Calling the paper very interesting, Partho Shome said it showed, for
example, that progressivity in the tax structure in personal income tax had
decreased only among a class of taxpayers but not overall. The paper also
showed how the collection of the corporate income taxes, excise taxes, and
custom duties was concentrated in a few sectors such as petroleum, chem-
icals, and metal industries and at the very low end from textiles. The paper
also put great emphasis on the need to reform tax administration.

Shome went on to note that India's tax policy was moving “briskly”
from (distortionary) indirect taxes to direct taxes. For thefirst time, this year
the government budgeted more than 5 percent of GDP from direct taxes.
Also, for the first time, revenue from direct taxes would be higher than the
revenue from production taxes and import taxes. Shome also reminded the
audience that countervailing duties do not cover state sales tax.

Shome then observed that even though one would like to make rules-
based policies at the economywide level, such as asingle custom duty rate,
the actua policy choice was tempered by avariety of forces working at the
sectoral level. For example, Indian tax policy was influenced by what com-
petitor countries are doing in the specific sectors. India s excise and custom
duties in the textiles sector, for example, were influenced by what China,
Pakistan, Bangladesh, and Vietnam did in that sector.

Shome said that at the same time, the system was extremely sensitive to
the needs of domestic industries. The expression policymakers used here
was “Isthere adomestic angle?’ One had to be very careful about employ-
ment effects and capital effects. The practice of consulting with represen-
tatives of both big corporationsand small enterpriseswas bound to influence
the eventual choice of policy.

Shome stated that the export objectives were yet another determinant of
that policy. Such policies led to the establishment of export-oriented units
and special economic zones, which immediately protected all enterprises
with a cut in various taxes and provision of infrastructure. The country’s
export strategy also led to policiesthat ensure that exports have “free-trade”
status. That inturn led to numerous schemesto freethe exportsfrom custom
duties on theimported input. Thusthere were advance licenses that allowed
inputs to be imported free of duty. There were duty drawbacks whereby
the company paid the duty but later received drawbacks against it. Then
there was the passbook scheme organized by the Ministry of Commerce,
where compani es had accounts from which they could automatically deduct
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the customs dutiesthey paid. In addition, therewas atarget zero tax scheme,
linked to how much exports increase each year. Under yet another scheme,
acompany that exported acertain amount could import capital goods without
paying duty. These were not all, Shome said. They were so numerous and
so complex, he added, that he could not hold them in his memory.

Shome pointed to regional balance and development and social infra-
structure as yet additional factors that influence policy. Special needs of
regions such as Jammu and Kashmir, Special Category States that have
been newly formed, and the northeastern states must be taken into account.
Charities and trusts have to be considered, as stipulated in the Income Tax
Act. As a result, Shome said, the efficiency of implementation was quite
low, to put it mildly.

Regarding the fringe benefit tax, Shome noted that beforeit was enacted,
there was a perquisites tax in the personal income tax, similar to the one
that existed in most developed countriesin Europe and in the United States
and Canada. The government felt that the self-assessment and self-declaration
of perquisites did not work. The alternative was to fix the problem through
the corporate route. The government could identify a positive list of fringe
benefits and tax them at the corporate level, although the incidence should
be on theindividua swho received the benefits. In fact, what isbeing shown
fromindustry information isthat quite afew of the fringe benefits are being
rewritten in the salary structure, because the corporations cannot take these
deductions any more, Shome said.

Turning to tax administration, Shome said while many initiatives were
under way in this area, he would limit himself to the VAT. Onething that is
often mentioned isthe removal of the central salestax, which wasimposed
on interstate trade. But it can be removed only with the full development of
theinformation exchange system, which was being done. Shome concluded
with a remark about the unified goods and services tax. One should re-
member, he said, that under the GST, services and goods would have to
become creditable against each other at both central and state levels. That
would require amajor constitutional amendment, almost like aconstitutional
convention. So, asafirst goa, it may be better to discuss akind of national
VAT with two parallel VATs at the central and state level. Even that would
reguire constitutional amendment.

Reacting to one of Shome's points, Surjit Bhalla argued that econo-
mists should resist the political economy pressures that push toward bad
policies. If the only way to make textiles competitive with Chinaisto have
a special tax rate, Bhalla said, then economists should oppose the specia
tax. T. N. Srinivasan responded that when recommending policies,
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economists could not entirely ignore the presence of political-economy
pressures. There was someplace in between presuming to describe the
political economy, on which you have no competence, and at the other end,
ignoring it completely, when it is staring you in the eye, Srinivasan said.

Rajnish Mehraraised a question on the relationship of the tax system to
the Indian stock market valuation. Suppose, he said, one wants to assess
whether the Indian market is overvalued. One of the parameters needed is
the tax rate on dividend distribution. This rate was 56 percent in 1990 and
went down to 10 percent in 1997-98. A permanent cut in dividend tax rates
would hugely increase asset valuation. Perhaps, if the market views this
tax drop to 10 percent as a permanent tax cut, that might explain some of
the valuations that we are seeing. In response, Shankar Acharya stated that
perhaps one of the reasons why there was so much variation in the dividend
payment was that the taxation on dividends had changed about six timesin
the last twenty yearsin India. But he acknowledged that there were alot of
other factors as well.

Bhalla asked Shome what the rationale for the fringe benefit tax was,
how effectiveit had been, and how much revenue had the government been
abletoraisefromit in absolute terms and as a percentage of thetotal revenue?

Arvind Panagariya asked Shome whether he was asserting that under
the current government the country would move substantially to direct taxes
as the source of revenue and deemphasize indirect taxes? And if so, would
Shome also say that if he were designing the tax system from scratch, he
would actually not even bother to have indirect taxes?

Kavita Rao took issue with the suggestion by Shah that India should
now think about taking the power to tax final consumption away from the
states and vesting it entirely in the center to achieve a unified goods and
services tax. There was surely some gain in harmonizing the tax structure,
laws, procedures and rules, and even tax administration, Rao said, but do
we want a single nationwide tax system that guides the alocation of re-
sources across all states? Rao added that this was not a politically feasible
solution. If we wish to let the states choose their own levels of services
according to local preferences, it is not feasible to have a national, homo-
genous, and uniform centralized tax system, Rao said.

Govinda Rao joined Kavita Rao in responding to the discussants' com-
ments. He began by stating that Acharyahad rai sed avery important question
about when the tax reform began. In his view, the fundamental tax reform
startedin 1991. Hedid not deny that there had been significant simplification
of direct taxes before to 1991. The government had actually introduced the
MODVAT before then he said, and this had been accompanied by analysis
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and discussions within the Finance Ministry. But that was not enough. In
1991, there were something like fifteen income tax rates and twenty excise
tax rates. A large number of commoditieswere till subject to specific rates.
There was a plethora of rates in customs duty. Therefore, fundamentally
speaking, there had not been any tax reform prior to 1991. In contrast, the
reform during the 1990s proceeded according to aclearly laid out roadmap
and with appropriate preparations made at various levels.

Shome had thefinal word. He madethree points. First, regarding Bhalla's
guestion on the fringe benefits tax, the rationale had been explained in the
Finance Act itself. As Shome had indicated earlier, the perquisites tax had
not been working well. It yielded no revenue from loss-declaring firms.
So, to improve equity within the corporate sector, the government introduced
the fringe benefit tax. Asfar as the revenue was concerned, the tax was still
in an experimental stage and he would not venture to hazard a guess as to
how much revenue might be collected.

Second, Shome stated that at the moment the government was indeed
moving toward greater reliance on direct taxes. But if it could do something
like the goods and services tax and implement a broad-based consumption
tax at the nationa level, which would necessitate a constitutional amend-
ment, Shome said the government would probably return to the broad-
based consumption tax. If the central and state taxes were consolidated and
one looks at what the center is collecting from excise up to manufacturing
and what the states are collecting from the sales tax, then the indirect tax
revenues are quite high—higher than the direct tax component.

Finally, Shome commented on the controversy between Acharya and
Govinda Rao on the timing of the tax reform. He said the controversy had
reminded him of a parallel controversy on when and which country first
implemented the VAT. The French started it in the early 1960s on certain
items. Then, acouple of yearslater, Brazil introduced avery comprehensive
VAT at the level of the states, addressing even the issue of how to tax the
interstate trade. Shome noted that in his view, although France wasthefirst
to adopt the VAT technically speaking, Brazil was the one to first adopt it
meaningfully.
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How Applicable Is the Inflation-
Targeting Framework for India?

A key component in stabilizing an economy is keeping the rate
of inflation within acceptable bounds and doing so in a manner
that does not detract from other goals. Thisisadifficult exercise, and there
have been many failures both in the advanced economies and especialy in
emerging economies. The record of inflation control in India, while not
unsatisfactory, could have been better. Inflation in the first half of 2005-06
isaround 5 percent, whichisrelatively highinthe current global environment
of mild inflation and, contingent on the handling of the ongoing oil price
increases, could easily ratchet upward. The issue of inflation control in
Indiaistherefore important. In recent years, several countries have adopted
the inflation-targeting framework (ITF) approach, which is now being
strongly recommended to others as a best-practice approach for keeping
inflation under control. Although it is still too early to tell whether or not
the approach has been decisive in reducing inflation rates—its introduction
coincided with a period of exceptional weakness in commodity prices fol-
lowing the break up of the Soviet Union—a strong theoretical case has
been made for it.! Detailed operational guidelines and procedures have also
been developed for its application.?

Essentially the I TF approach consists of setting an inflation target, align-
ing monetary policy to ensure its attainment, and doing so in amanner that
is both transparent and accountable. Thetarget is set publicly and consider-
able information is made available to the public regarding the modalities

The authors are indebted for helpful comments from participants and especialy Barry
Bosworth, Ken Kletzer, Rajnish Mehra, and Partha Sen who are not, however, responsible
for any remaining errors and omissions.

1. See especialy Svensson (1997).

2. See, for example, variousreports of the Bank of England. Bernanke and others (2001)
provide some useful historical details.
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for achieving it in an attempt to establish credibility and to manageinflation
expectations. A major advantage claimed for the I TFisthat it enablesfocus-
ing on the inflation target in a nonmechanical, flexible way that can take
account of various contingencies and possible trade-offs with other object-
ives such as the level of economic activity.

For acountry to be ableto apply the | TF successfully, it must have strong
fiscal and financial institutions and abalanced exposure to foreign exchange
risks. Questions have therefore been raised about whether many emerging
economies qualify for the ITF. Some of them, including India, have large
fiscal deficits, and others such as China have weak banks and financial
institutions. Moreover, most of them appear to exhibit a “fear of floating”
and interveneto stabilize the exchangerate, thereby compromising the prac-
tice of inflation targeting. However, some have argued that, provided the
authoritiesin these economies are sufficiently motivated to want the benefits
of inflation targeting, they should not delay but use the introduction of the
ITF asanincentive deviceto promote needed reformsin economic structure.®
It is presumably in this spirit that the International Monetary Fund (IMF)
and other agencies have been encouraging emerging economies to adopt
the ITE*

In making these recommendations, it is taken for granted that the ITF is
an appropriate institution for emerging economies such as India. But this
assumption may be questionable. Theissueisnot that of denying theimport-
ance of alow inflation rate; indeed, for Indiait has been amply demonstrated
that the lower the inflation rate the more favorable the growth outcome.®
The issue, which this paper focuses on, is whether lower inflation is best
brought about through the adoption of ITF. At the heart of the ITF is a
specific view of the inflation-generating process determined largely by
demand, aconviction that the most efficient way of dealing withitisthrough
an interest rate rule, and the belief that the public’'s inflation expectations
can be managed. From this follows the prescription that the central bank,
asthe custodian of interest rate policy, should play adedicated and dominant
role in promoting the inflation objective.

But what if the inflation-generating process differs from that commonly
assumed to hold for the advanced economies? For example, supply shocks
and price management could feature more prominently than demand effects,
while the latter could be influenced by a different array of instruments.

3. See Mishkin (2004), among others.
4. See, for example, IMF (2005).
5. Singh and Kalirgjan (2003) provide a demonstration.
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Expectations could also be more difficult to manage, especidly if the econ-
omy is large, diverse, and segmented as is India's. But aside from these
considerations, emerging economies may have good reasonsfor not wanting
to free up fully the process of interest and exchange rate determination by
the market. They may fear being exposed to persistent deviationsin the ex-
changeand interest ratesfrom equilibrium level sand also to greater vol atility
in them, since they lack the hedging capabilities and facilities present in
the advanced economies. All this implies that these emerging economies
may find it more prudent and welfare enhancing f to pursue a strategy other
than the standard I TF for controlling inflation, at least until they reproduce
conditionsfavorablefor an I TF8 They will then haveto seek nominal anchors
elsewhere.

In analyzing these issues, this paper first presents the rationale for the
ITF and examines a standard theoretical formulation based on Svensson’s
work. The central proposition of this formulation is tested on Indian data
and found inadmissible. Rather than accept the implication of that specifi-
cation that demand does not affect the inflation rate, an aternative structure
for determining inflation is then developed. This shows how demand may
play aroleininfluencing the inflation rate as part of a broader scheme, and
the choices of instrumentsfor dealing with inflation. Testing on Indian data
is more favorable to the alternative specifications developed. In light of the
findings, the paper then examines how best to ensure an adequate inflation
performance and the implied institutional allocation of responsibilities.
A sharp distinction is drawn between “flow” responsibilities concerning
operations in the goods market for which a combination of fiscal, credit,
and supply-price management policies may be appropriate and “stock”
responsihilities involving balance-sheet operations to influence asset valu-
ationsin desirable directions. Aswill be seen, this distinction determines a
specific alocation of responsibilitiesin the Indian context between the gov-
ernment and the central bank.

A Rationale and Test of ITF Using Indian Data

Controlling inflation has traditionally been viewed as amatter of anchoring
the money supply. The issue arises specifically with fiduciary money, since

6. However, concernsover interest rate and exchange rate misalignments and volatilities,
including especialy their divergent asset market and goods market effects, could limit interest
inthe ITF.
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itsamount can beincreased at virtually no cost. This section briefly reviews
the evolution of views asto what constitutes a good anchor, culminating in
the inflation forecast targeting rule.

Why an ITF?

In atextbook closed economy, controlling the money stock is a sufficient
anchor, while in an open economy, the traditional approach to anchoring
the money supply isto peg the exchangerate. Observing the peg enforces the
needed discipline on the central bank asit cannot expand the money supply
excessively without suffering a loss of international reserves, which will
threaten the peg. However, the increasing trend to capital market liberal-
ization renders the exchange rate peg more vulnerable to large swings in
capital flows. Following a number of spectacular failuresin both developed
and emerging economies to maintain the peg in the face of speculative
pressures, pegged exchangerateswerelargely abandoned in favor of floating
exchange rates.

Since afloating exchange rate regime confers considerabl eindependence
on monetary policy, theissue of itsanchor had to be resolved anew; generally
an anchor was achieved through adoption of money supply targets. Financia
innovations, however, have made money demand growth unstable and unpre-
dictable, and thusthe experience with monetary targeting has not been satis-
factory. Pursuit of a given rate of growth in a selected monetary aggregate
could result in unacceptable inflation rates.

As monetary targeting is abandoned, emphasis is increasingly being
placed directly on the inflation rate. If the principal consequence of undis-
ciplined monetary policy is the generation of unacceptable inflation rates,
an aternative to attempting to control an elusive monetary aggregate would
be to target the inflation rate, and to seek instruments that would realize it.
In pursuit of the inflation target, the central bank must be free to use its
interest rate instrument, since this is the only alternative to money supply
targeting availabletoit. But thisin turn impliesthat the central bank cannot
be diverted by any simultaneous need to influence the exchangerate. Ruling
out the exchange rate, interest rates, and monetary aggregate as potential
anchorsimpliesthat the anchoring roleisinstead performed by theinflation
target.

Beginning with New Zealand, an increasing number of countries have
adopted inflation targeting. Thereislittle doubt that the ITF countries have
improved their inflation record after adopting this framework (table 1).
The actual mechanism that reduced inflation is an open question, however.
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Was it the intention to target inflation, was it the inflation-targeting frame-
work, or were some other exogenous factors responsible?

Therigorousimplementation of the I TF would imply increased volatility
invariables such asthe exchangerate. A closelook at the quarterly variation
in exchange rates during the three years before and the three years after im-
plementation of the I TF indicates amixed outcome (seetable 1 and figure 1,
wherevariationintheU.S. dollar isreported with respect to special drawing
rights, while variation in the currencies of other countries is reported with
respect to the U.S. dollar). For most of the I TF countries (with the exception
of Hungary, Iceland, Norway, South Africa, and Switzerland), the volatility
in nominal exchange rate, measured as a coefficient of variation with respect
tothe U.S. dollar, wasreduced during thefirst three years of implementation.

When a longer period after implementation of the ITF is considered,
however, the coefficient of variation increases considerably beyond theinitial
three-year period in ailmost all cases. One explanation is that the countries
have, contrary to the ITF requirements, engaged in a “dirty” peg of their
domestic currency to thedollar asaway to reduceinflation, sincethe United
Statesisalow-inflation, low-interest-rate country. Most of the I TF countries
appear to have adopted this strategy intheinitial period following the adop-
tion of the ITF. Having achieved reasonable stability, monetary policy is
then better aligned with ITF requirements; that situation is reflected in a
more volatile exchange rate during the later periods. Such volatility could
also bepartially attributable to an increasein the volatility of the U.S. dollar.
Whileitisdifficult to fully disentangle the contributions of these alternative
explanations, the data give some support to the implication that the ITF
leadsto volatile asset markets, indicating that at |east some of the countries
were more rigorous in their application of the ITF.

In general, for countries to be able to abandon traditional anchors in
favor of inflation targeting, their economies must havethe capacity to tolerate
wide swingsin nominal interest rates and in the nominal exchange rate. On
the stock side, these swingswill exert valuation effects. They may contribute
to mismatches between different categories of assets and liabilities on
balance sheets. This could generate various problems both in the financing
and production spheres as became readily apparent during the Asian crisis
of the late 1990s. Firms that borrow short in one currency and invest long
in another may find their net worth wiped out. Declines in asset values
affect both the ability of firms to borrow from banks and the desire of
individualsto spend. Deterioration ininvestment and consumption activities
will then act as a drag on output growth.



Coefficient of Variation of Exchange Rate in United States, Japan, India, and Selected Inflation-Targeting Countries

FIGURE 1.
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In a world of sticky prices, nominal swings in interest and exchange
rates also imply corresponding fluctuationsin their real counterparts. These
fluctuations affect relative prices and have additional implications for flow
behavior. A change in real interest rates affects the terms of trade between
the present and the future, thereby influencing investment and savings
behavior. Rea exchange rate adjustments modify the relative price ratios
between tradable and nontradable goods, and between home and foreign
goods, that affect profitability in the respective sectors. These changes also
contribute to changing production and investment patterns. Of particular
concern is the phenomenon of exchange rate overshooting. For example,
when interest rates are tightened, the exchange rate overappreciates so as
to induce an expectation of subsequent depreciation in order to balance
financial markets. But this overappreciation could have serious adverse
consequences for the country’s international trade.

Volatility in real interest rates and exchange rates can thus be disruptive.
Not surprisingly, many in emerging market economies widely believe that
their developmental needs are better served by stable real exchange interest
rates, provided these are set at appropriate levels. Emerging economies
such as China, India, and Malaysia have had some success in pursuing a
less volatile approach with respect to these two key variables of interest
and exchange rates.

Before deciding whether to adopt the ITF, an emerging economy should
establish how capable it is of withstanding the volatile stock-flow impli-
cations that the ITF and its monetary actions entail. Most emerging econ-
omies, including Indiadespiteitsfairly developed financial sector, lack the
hedging facilities and regulatory capabilities of advanced economies. How-
ever, if theonly instrument available for satisfactorily dealing with inflation
is the nominal interest rate instrument, an emerging economy’s only alter-
native may be adoption of the ITF. In that case, the volatility-related costs
incurred on the financial stock side and the production sectors will haveto
be tolerated. It is therefore important to test the suitability of the ITF's
mode of applying monetary policy, and the availability of aternatives, before
making a decision.

A Standard Theoretical Formulation

Svensson provides a clear exposition of the standard inflation-targeting
approach, which is used as the reference in the following discussion.” He

7. Svensson (1997).
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assumes a closed economy, and athough in other papers he relaxes that
assumption, that is not essential for our purposes here.® Since our concern
iswith the assumed transmission mechanism that links the monetary policy
instrument with the domestic rate of inflation, the analysis of the simpler
closed-economy case could be regarded as embedded in a more compre-
hensive open-economy model. Simplifying even further, we assume, with
Svensson, that the focus is on pure inflation targeting without any trade-
offs with other objectives.
THE SVENSSON VERSION. The model structure is as follows:

(1) T =T+ QX + &y

2 Xes1 = BiXe = Bo(iy = 71) + yyq

where 7, = p, — p, IS the inflation rate in year t, p, is the log of the price
level, x, is the output gap defined as the log of actual to potential output, i,
is the monetary policy instrument, and g and 1, are i.i.d. shocks in year t
that are not known in year t — 1. All coefficients are nonnegative; 5, < 1.

The formulation of this model is based on stylized empirical factors as
they pertain to the advanced industrial economies. Equation 1 determines
inflation as a function of the preceding period’s inflation rate, output gap,
and astochastic shock. Equation 2 indicates that the output gap isapositive
function of the previous period’s output gap and negatively affected by the
ex post real interest rate.

Themodel yields areduced form solution for the inflation rate on taking
note of the assumed stylized lag structure and making the relevant substi-
tutions. The important point is that there is a one-year |ag between the out-
put gap and the inflation rate, while the output gap respondsto the previous
year's real interest rate. In other words, the central bank, in setting the
nominal interest rate, can only influence inflation two years down the road.

©) Tpp = Q47T + X, — gy +(Epyq + Mg + Eip)
where

a =1+ofy,a, =4 (1+ ), ag = 4 3.

8. Svensson (2003) reviews several variants of the basic model. See also Aghenor (2002)
for an exposition. The main effect of opening the economy is to introduce another channel
of influence through the exchange rate on the domestic rate of inflation. Since the exchange
rateisfloating, the effect would bein the same direction asthe monetary action; for example,
an appreciation accompanying a monetary tightening would accelerate the improvement in
the inflation rate.
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The solution shows that the inflation rate that will prevail at timet + 2
will be determined by the current profile of the specified key variables and
the relevant shocks that occur over the next two periods. Since those shocks
cannot be anticipated, the inflation rate expected at time t + 2 will be a
function only of current variable values and the interest rate instrument
setting. An optimal inflation-targeting rule is obtained by minimizing the
present expected value of an intertemporal loss function

(4 Etiy_tL(n’T)

where § € (0, 1) is the discount factor.
Thelossfunction for each period is specified as the squared deviation of
the inflation rate from the target level m*.

) L(r,) =§(m — )2

The decision problem is to select a time path of nominal interest rates
that will minimizethe expected sum of discounted squared future deviations
of inflation from the target, subject to the constraint imposed by equation 3.
This is a potentially complicated exercise in dynamic programming, but
Svensson shows how the problem can be simplified by using the lag struc-
ture. Since the central bank can only influence theinflation rate two periods
ahead, the optimal interest rate in year t isfound asthe solution to a period-
by-period problem.

(6) MinitEtSZL(ﬂ'Hz)
The first-order condition for minimizing equation 6 with respect to i, is

oE.8°L(x
(7) : al( t+2) = _52a3(Et7Tt+2 _”*) =0
t

The condition is met if the expected rate of inflation two years hence
equals the target rate. This is equivalent to equating the current two-year
inflation forecast (given by equation 3) to the target rate. On setting this
forecast equal to the target rate, the following optimal policy rule for the
nominal interest rate is derived
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(8) iy =1y +by (7 — %) +byX,
where
bl = L 1 b2 = 1+ ﬁl
oy B, B,

It is an inflation forecast targeting rule, which corresponds to the strict
inflation-targeting version of the well-known Taylor rule.® However, unlike
the Taylor rule, where the coefficientswould either be arbitrary or somehow
estimated from past data, Svensson’s derivation is based on the postulated
underlying structure of the economy. His rule setsthe interest rate by refer-
ence to the deviation of the current inflation rate from the target rate. Ashe
points out, thisis not because current inflation is targeted, which it cannot
be since it is predetermined, but because current inflation is one of the
inputs in predicting future inflation (see equation 3). The ITF targets the
inflation rate through the adoption of arelatively flexible approach centered
on theinterest rate asthe preferred instrument of choice. It attemptsto cope
with inherent uncertainties arising from the complexity of the economy
that precludes rigid targeting, through the adoption of a so-called flexible
“rule” Whiletheruleisoptimal in the sense of being derived from minimiz-
ing aloss function, it is afar cry from the optimal “control” approach to
targeting that was pursued and abandoned in the 1970s.

Equation 8 implies that in a steady state in which the inflation target is
attained and the output gap is zero, the nominal interest rate should equal
the target rate of inflation. Thisimplies a zero real rate of interest, but it is
straightforward to ensure some positive target real interest rate level by
including it in equation 2, which then yields the desired term in equation 8.
Notice also that the specification of the structural equation 2 provides only
for area interest term as the principal influence on the output gap. In
particular, no role is specified for fiscal policy, indicating either that it is
impotent or that it has no part to play ininflation control, whichisimplicitly
assigned to monetary palicy.

A Test of the Svensson Mode/

The foregoing discussion raises three important issues, which need to be
resolved to select a consistent macroeconomic policy procedure. These
issues include the persistence of inflation and its lag structure, the effect of

9. Taylor (1993).
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the output gap and its lag structure, and how they relate to the underlying
actual process of inflation in the case of India. The discussion hereis based
on annua data because quarterly data are not available for a sufficiently
long period. First we examine the time series behavior of inflation and then
test the structure suggested by Svensson. In undertaking the estimation,
particular attention is paid to the inflation equation 3. The variablesused in
the empirical analysis are described in table A-1 and their descriptive
statistics are presented in table A-2. An augmented Dicky-Fuller test is
used to check the stationary properties of the variables, and the final out-
comes are reported in table A-2. The normal convention in this paper isto
prefix a variable with ‘L’ to indicate that the variable is taken in log and
by D to indicate that the variable is taken in first difference. Thus, a prefix
DL means first difference of the logged value of the variable. As a general
practice in this paper, the estimations (particularly for modeling inflation)
are carried out taking data from 1970-71 to 200203, while data from
2003-04 to 200405 are used to check the predictive power of the models.

Inflation (DLWP) is defined asthefirst difference of log wholesale price
index (WPI). The selection of thisparticular priceindex isguided by several
factors. The most important reason is that macroeconomic policy decisions
in India are based on movements in the WPI; moreover, thisindex has the
largest basket of commodities and is therefore most representative of eco-
nomic activities. In addition to the WPI, four other price indexes are pub-
lished in India. Three are consumer price indexes (CPls) targeted to three
different groups of consumers. The fourth is the gross domestic product
(GDP) deflator.

The difference between the CPl and WPI also stems from the different
composition of the basket of commaodities and the weight given to them. For
instance, the WPI includes manufactured goods with a weight (1993-94
base) of 63.75 percent in the basket, while primary articles account for
22 percent. In contrast, the CPI has a weight of about 57 percent for food
articles done. Thus, the WPI has a lesser weight for volatile elements and
can be considered acloser proxy of coreinflation. Finally, theWPI captures
larger components of imports, which reflects on domestic inflation.

The GDP deflator is an implicit price index, which can be derived from
the national accounts for GDP, consumption, or investment. Covering all
three sectors of services, industry, and agriculture, it largely represents pro-
ducer prices. However, the GDP deflator can be known only with alag of
two to three years after accounts are final. Nor is the GDP deflator well
understood by the economic agents compared with the directly published
prices indexes. Furthermore, in the context of monetary policy anaysis,
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information on price movementsisneeded at quick intervalsto allow policy-
makersto forecast inflation trends and to take corrective measures. Probably
for these reasons, the GDP deflator is not a popular measure of the price
index for analyzing the Indian economy.

The WPI includes service charges from wholesalers and retail profits; it
covers 447 commodities spread over primary articles, fuel products, and
manufactured items. It does not include the services sector per se; nor does
it account for price effects of efficiency gains. However, it can be argued
that WPI implicitly captures the effect of service sector prices, including
asset prices, because of its wide coverage of commodities albeit with dif-
ferent lags. For example, an increase in real estate prices would increase
rentals and consequently increase the prices of traded goods. Similarly, a
booming stock market would lead to increases in deposit rates and con-
sequently lending rates, which may affect the commodity prices.’® For the
monetary authorities to be fully aware of the broadest possible inflation
coverage, any model of inflation must be able to explain price variations as
awhole. Therefore, the WPI has been adopted as the preferred price index
in this study. Henceforth, any reference to price index or inflation in this
paper means the WPI unless otherwise specifically stated.

An evaluation of theinflation series showsthat it is a stationary process,
and its autocorrelation function in table 2 and figure 2 indicate that the
series has poor persistence. Neither of the two widely used criteria, Box-
Pierce and the Ljung-Box statistic, support persistence. Thefirst and fourth
lags are significant at 10 percent only, but the fourth lag is negative. The
standardized spectral density at zero frequency, presented in table 3 along
with standard errors, aso indicates no significant evidence of persistence.

Taking four lags, we present an ARMA (4, 1) forecasting model for the
series in table 4, the lag structure being selected by Akaike information
criteria and the Schwartz Bayesian criteria starting with six lags. In this
formulation too, the evidence for persistence is not strong; the sum of the
lagged coefficients is negative. The moving-average term, however, is
significant, positive, but less than one. Clearly, any shock to the inflation
series dies down very soon.

To test equation 3, we require atime series on the stationary output gap
and ameasure of the interest rate, which is close to policy rates. To obtain
aserieson potential output we employ awidely accepted method of filtering

10. Nevertheless, this does not mean that India should not strive to create a better time
series to capture effects of the services sector adequately. The government has already set
up a committee to improve the WPI and develop a producer price index covering a wider
spectrum of inputs.
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TABLE 2. Autocorrelation Coefficients of DLWP

Autocorrelation Box-pierce

Order coefficients Standard error statistic Ljung-hox

1 0.296 0.172 2.973 [0.085] 3.243 [0.072]
2 -0.171 0.186 3.972 [0.137] 4.367 [0.113]
3 -0.149 0.190 4.728 [0.193] 5.245 [0.155]
4 -0.270 0.194 7.214 [0.125] 8.228 [0.084]
5 -0.117 0.205 7.680 [0.175] 8.807 [0.117]
6 0.173 0.207 8.696 [0.191] 10.113 [0.120]
7 0.182 0.211 9.823 [0.199] 11.615 [0.114]
8 -0.064 0.215 9.962 [0.268] 11.808 [0.160]
9 -0.101 0.216 10.307 [0.326] 12.304 [0.197]
10 -0.010 0.217 10.310 [0.414] 12.310 [0.265]
" 0.010 0.217 10.314 [0.502] 12.315 [0.340]

Note: Numbers in brackets are p-values.

FIGURE 2. Autocorrelation Function of JLWP, Sample from 1971 to 2004
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TABLE 3. Standardized Spectral Density Functions of OLWP at Zero Frequency
with Estimated Asymptotic Standard Errors, Sample from 1971 to 2004

Bartlett weights Turkey weights  Parzen weights

Standardized spectral density 0.765 0.699 0.79
functions of OLWP
Asymptotic standard errors 0.525 0.509 0.487

TABLE 4. Distributed Lag Model with ARMA (4, 1), 1971-2004
DLWP = 0.121* - 0.126 DLWP (-1) - 0.250 DLWP (-2)*** +0.0261 DLWP (-3) - 0.331 DLWP (-4)*

(0.024) (0.135) (0.126) (0.124) (0.124)
Moving average term: U = E + 0.487 E (-1)*
(0.145)

a=a2+a3+a4+ab=-0.680(0.284)*"

R? = 0.42; B2 = 0.28; SER = 0.035; root mean sum-sq prediction errors = 0.0284.
*Significant at the 1 percent level; **Significant at the 5 percent level; ***Significant at the 10
percent level. Standard errors are in parentheses; p-values are in brackets.
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the output series (real gross domestic product, RGDP, or Y) using the
Hoderick-Prescott filter with penalizing parameter A equal to 7 as suggested
by Harvey and Jaeger.™* Thus, the real output gap (GAPHP) is calculated as
GAPHP =LY — LYHP, where LYHP is the log of the filtered series of red
GDP. The deposit interest rate variable DR1 is not stationary, but it is kept
inthe model asrequired by the theory. However, the residual s of the regres-
sion are tested for unit root to see the consistency of theregression. There-
sultsare presented in table 5 asmodelsA-1 and A-2. Model A-1 has exactly
the same lag structure as equation 3 whereas model A-2 has the full set of
lags and encompasses the spirit behind equation 1. Given the theoretical
construct of equation 3, we do not expect the regressors to be correlated
with the error term. The same conclusion is supported by the diagnostic
tests. Neither of the two regressions are significant, however (see F-test),
although A-2 appearsto be better specified. Our interest ismorein the sign
and significance of the lagged output gap term (GAPHP). Clearly, for the
sample period, the output gap is not significant in explaining inflation.
However, it may be argued that during most of the sample period, the
Indian economy remained supply-driven, with all kinds of controls clamped
on by the government. To see the effects of the controls, werun arolling re-
gression with awindow size of fifteen, using the same set of variables; the
results are recorded in figures 3, 4, 5, and 6. The lagged output gap is not
significant enough to explain current inflation, although the signsare correct.

FIGURE 3. Result of Rolling Regression with Variables in Model A-1
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11. Harvey and Jaeger (1993).
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TABLE 5. Regression Results with Svensson’s Lag Structure: Selected Models

1972-73 to 1972-73 to
2002-03 2002-03
Madel A-1 Madel A-2
Regressor/Dependent variable DLWP DLWP
Intercept 0.171 (0.053)* 1.124 (0.072)***
DLWP (-1) 0.392 (0.262)
DLWP (-2) -0.092 (0.242) -0.151 (0.288)
GAPHP (-1) 0.351 (0.697)
GAPHP (-2) 0.570 (0.690) 0.630 (0.759)
DR1 (-1) -0.348 (1.460)
DR1 (-2) 0.987 (0.529) -0.401 (1.456)
Summary statistics
R? 0.184 0.270
R? 0.091 0.071
SER 0.050 0.051
F statistic, Flk-1, n-k), n = 31, k = no. of 1.96 [0.66] 1.37 [0.27]
regressors including intercept
Diagnostic tests
LM (1) serial correlation 2.08 [0.15] 0.21 [0.65]
LM (2) serial correlation 2.08 [0.05] 1.24 10.54]
ARCH (2) test CHSQ (3) 11.92 [0.00] 3.85 [0.14]
Functional form CHSQ (1) 4.46 [0.04] 1.68 [0.20]
Normality CHSQ (2) 1.22 [0.54] 3.58 [0.17]
Predictive failure CHSQ (2) 0.83 [0.66] 0.32 [0.85]
Residual unit root
Test statistics (DF) -3.49 -5.88

Note: Predictive failure tests are conducted by breaking the sample at 2002. Unit root test statistics are
presented corresponding to the SBC model selection criteria in a unit root test with second order ADF.

*Significant at the 1 percent level. **Significant at the 5 percent level. ***Significant at the 10 percent
level. Standard errors are in parentheses; p-values are in brackets.

The rolling regression does suggest some persistence of inflation during
the more recent periods. In this context, note that since the second half of
1990s, India has experienced significantly low levels of inflation. At lower
levels of inflation, the variance is small and the series appears to persist.

An Alternative Formulation of the Inflation Equation for India

Svensson’s derivation of the optimal policy rule depends on the assumed
structure of the economy and its implications for the inflation-generating
process. This derivation was not found to be satisfactory in the Indian
context. The failure to capture demand effects in that model need not mean
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FIGURE 4. Result of Rolling Regression with Variables in Model A-2
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that they are unimportant, however; the outcome could be the result of
structural misspecification. The focus here is on replacing Svensson's
postulated structure, with its Phillips curve, with an alternative that might
better accord with conditionsin India.
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FIGURE 5. Result of Rolling Regression with Variables in Model B-1
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The Alternative Equation

(9) T =m +oedg, +&,

(10) edyyy = Yy — L+ 7,)(1+ ¢,0y) = 1]

yt+1 - (”t + at+l)
(11) Yesr =C+ BDdy = B,D (i — 77¢) + My

In addition to the variables defined earlier, ED is the growth rate of
nominally valued aggregate excess demand, d is the budget deficit ratio, y
is the nominally valued GDP growth rate, and q is the growth rate of po-
tential output. D is the difference operator. All coefficients are positive,
a < 1 and the stochastic terms have the same interpretation as before.
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FIGURE 6. Rolling Diagrams of Regression for Model D-3: DLWP on /NPT,
DLWPI1], EDIO], DLPEOIO], DLPMOI0], DLWOP, DLM1DISI0-1], DRAINRIO],
DLFERUWB 10], and DLWAGPI0]
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(Figure 6 continued)
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(Figure & continued)
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(Figure & continued)

Coefficient of DLPEO and its two *S.E. bands based on rolling OLS
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(Figure 6 continued)
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(Figure 6
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(Figure & continued)

Coefficient of DLWAGPI and its two *S.E. bands based on rolling OLS
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Equation 9 states that the inflation rate equals the previous period’s
inflation rate, a one-year lag being needed to allow for the type of inflation
persistence found in India. If the growth in aggregate excess demand is
other than zero, however, a proportion of that growth o will be reflected in
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the inflation rate. Aggregate excess demand growth is defined in equation
10 asthe difference between the nominal GDP growth ratey and the growth
rate of potential output § valued at the preceding year’ srate of inflation. The
definition involves three postulates: first, that the growth in current salesis
indicated by y; second, that the growth in sales receipts required to induce
the economy to expand its production at its potential growth rate must cover
the growth in input costs, alowing for some unspecified but stable profit
margin; and third, that the growth in input costs is proxied by the lagged
inflation rate. According to this definition, if the nominal income growth
rate equalsthe nominal potential output growth rate, excess demand growth
would be zero.® There would then be no additional pressure ontheinflation
rate, which would maintain its inertial rate, assumed to be the previous
period’s rate. Hence, actual output growth would coincide with that of
potential output.

The potential output growth rate is a function of technology, labor, and
capital inputs, and is taken as exogenously given in the current short-run
context, becauseit isdifficult for policy to modify the output growth ratein
such a short time span. The other component of fluctuationsin the nominal
excess demand growth rate is provided by the nominal GDP growth rate.
This growth rate can be more readily influenced in the short run through,
for example, the application of monetary and fiscal policies. As an initial
working hypothesis that is subsequently tested, equation 11 hypothesizes
that the nominal income growth rate is a positive function of the previous
period’'s growth in the fiscal deficit, and a negative function of the change
in the realized real rate of interest. Such a hypothesis accords with con-
ventional thinking about some of the key determinants of aggregate demand.
If there are no changes in these variables, which would be the case in a
steady state, nominal income growth is assumed to settle at some constant
rate ¢, which is given by the long-run potential output growth rate and the
long-run target inflation rate, consistent with standard monetary theory.

The above model specifies how nomina income growth, postulated to
be determined as a separate process, is distributed between real output

12. The use of the previous period's rate of inflation in valuing potential output growth
rates can be viewed alternatively as reflecting a specific process governing the expectations
of suppliers.

13. Chand (1997) develops this structural specification. The exercise is that of
decomposing nominal income, viewed as determined separately, into its output and price
components; see also Gordon (1981). Imposing a Phillips-type linkage on the output and
price components as in Svensson’s derivation may not be consistent with the determination
of nominal income from the demand side, resulting in a structural misspecification.
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growth and the rate of inflation. Applying a proportion ¢ to ED to indicate
its impact on inflation assumes that the remaining proportion of excess
demand will affect the output growth rate. Note that the specification in
equation 11 provides for two potential policy instruments involving the
fiscal deficit and the nominal interest rate. Theseareinstrumentstraditionally
invoked to influence aggregate demand, but in principle there could be
additional or alternative policy instrumentsfor managing aggregate demand.
The selected specifications are tested in the next section.

Retaining the strict inflation-targeting goal of minimizing deviations
between the forecast inflation rate and the target rate, what does the above
model imply for the choice of instrument and the optimal setting? Under-
taking a similar optimization procedure to Svensson’s, first generate a
solution for the inflation rate from equations 9, 10, and 11.

(12) 7,y =m —o(m, + 0y —C) + B, D, — i) + B, Dd; +0omy g + €449

Next, minimize the present discounted value of |ossesfrom deviations be-
tween the expected rate and the target inflation rate subject to equation 12.

(13) Min; g E(S6L(7,1)

The first-order conditions with respect to the nominal interest rate
instrument and the fiscal deficit are respectively

JE. SL(m
(14) taDi( 2 =-60f3,(Emyyy —7*) =0,
t
and
JE6L(m,)
15 — 2 =—6af,(Emy —7*)=0
(15) aDd, \EtTT

The conditions are met if the expected rate of inflation ayear from now
equals the target rate. Since this is equivalent to equating the inflation
forecast given by equation 12 to the target rate, we can employ the target
rate in equation 12 and solve for the optimum values for whichever of the
two instruments is used for promoting the inflation target.

. 1 1 ~
(16)  Di =Dm, +Ol_ﬁ2(ﬂt —-7*) +g—z Dd, _ﬁ_z(ﬂt—l +0; —©)
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(17) Dd, :_m;;ﬁfﬂ"'%ilj(it _ﬂt)+ﬁil(”t1+qt -c)

Equation 16 isbroadly similar to the standard model’s equation 8 earlier:
the morethe current rate of inflation exceedsthe target the higher the nominal
interest rate should be set. However, the output gap does not appear in equ-
ation 16, where it has been replaced by aterm involving the nominal value
of potential output growth and also the fiscal deficit. Increasing the last
stimulates excess demand, which raises the inflation rate, thereby requiring
a higher nominal interest rate to offset it.

An interesting new element is the alternative model’s optimal policy
rulefor thefiscal deficit. Should theforecast inflation rate be higher than the
target, the fiscal deficit hasto be reduced to lower excess demand and bring
the forecast inflation rate back to target. However, if in the process the real
interest rate is made higher, the reduction in the fiscal deficit will need to
be restrained to counteract the interest rate's deflationary consequences.

Having two instruments directed at the same target gives an extra degree
of freedom. Which instrument should be dispensed with? In accordance
with well-established procedures in policy analysis (the Mundell rule), the
instrument with abigger impact on thetarget variable and milder side effects
should be selected. From eguation 12 the relative impacts on the target vari-
able are determined by comparing the respective sizes of the S coefficients.
But evenif the fiscal deficit, ideally adjusted to remove feedback effects on
it, isless potent than the nominal interest rate instrument, it may still bethe
preferred instrument for dealing with inflation insofar asits side effects are
milder. Considerations that may be decisive in the instrument assignment
would also be the scope for using interest rates to address other problems
such as that of ensuring a stable exchange rate and preventing reval uation
volatility in balance sheets.

Testing the Alternative Specification

We start here with estimation of equation 9 (the results are presented as
model B-1 in table 6). Clearly, ED along with lagged inflation appears to
explain amuch larger part of inflation than was the case with the previous
model, and the estimation results are also consistent. However, the
coefficient estimates are much too large since they exceed unity, indicating
the presence of some upward bias possibly involving linkages with omitted
variables. Since the normality assumption is violated in model B-1, the
significance of the variables was tested using Wald's maximum likelihood
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TABLE 6. Regression Results under Alternative Formulation: Selected Models
1972-73 to 1972-73 to 1972-73 to 1973-74 to

Regressor/ 2002-03 2002-03 2002-03 2002-03

dependent Model B-1 Model B-2 Model B-3 Model B-4

variable DLWP DLW DLwp ED

Intercept -0.009 (0.016) -0.009(0.016) 0.190* (0.057) - 0.034* (0.012)

DLWP (-1) 1.157 (0.198)* -0.044 (0.138) -0.067 (0.260)

DOLWP (-1) 0.279 (0.194)

DLYHP -2.041**(0.960)

ED 1.152 (0.204)*

EDNP 1.151 (0.204)*

DGAPHP

DGAPHP (-1)

DLCFGAP (-1)
DLCFGAP (-2)
DDRT (-1)
DDR1 (-2)
DSBI (-2)
DLIPIGS
DLIPIGS (-1)
DGBGS (-2)
DDLM1DIS (-1)

-0.055 (0.079) -0.057  (0.050)
0.108*  (0.043)

0.443 (1.228) -2.383* (0.623)
1.693** (0.697)

-0.552  (0.339)

0.942* (0.181)

0.366™** (0.174)

1.480** (0.612)

0.302* (0.064)

Summary statistics

R
RZ
SER

F statistic, Flk-1,

0.580 0.570 0.311 0.862
0.550 0.539 0.167 0.800
0.035 0.035 0.048 0.022

18.66 [0.00]  18.54 [0.00] 2.167 [0.09] 13.92 [0.00]

n-k), n=31, k= no.
of regressors including

intercept
Diagnostic tests
LM (1) serial 0.11 [0.75] 0.04 [0.83] 0.08 [0.78] 0.831[0.36]
correlation
LM (2) serial 0.97 [0.61] 0.46 [0.79] 0.08 [0.6] 1.29[0.52]
correlation
ARCH (2) test 0.06 [0.97] 0.32 [0.85] 0.49 [0.17] 0.16 [0.92]
CHSQ (2)
Functional form 1.16 [0.28] 1.06 [0.30] 4.09 [0.04] 6.33[0.01]
CHSQ (1)
Normality CHSQ (2) 11.12 [0.00] 11.30 [0.00] 2.55 [0.28] 2.78 [0.25]
Predictive 0.07 [0.97] 0.05 [0.98] 0.01 [0.99] 0.68[0.71]
failure CHSQ (2)
Residual unit root
Test statistics -4.94 -6.07 -5.20 -4.01

[DFIADF (1)]

Note: Predictive failure tests are conducted by breaking the sample at 2002. Unit root test statistics are
presented corresponding to the SBC model selection criteria in a unit root test with second order ADF.

*Significant at the 1 percent level. **Significant at the 5 percent level. ***Significant at the 10 percent
level. Standard errors are in parentheses; p-values are in brackets.
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criterion. The results indicated that both variables were highly significant.
The rolling regression of lagged inflation is significant, and despite inter-
mittent failure ED isalso significant during most of thewindows, particularly
the recent period (figure 5).

An dternative and possibly more intuitive way of presenting equation 9
isto substitute equation 10 in equation 9 to yield arelationship between the
current inflation and the difference between the nomina growth rate and
thereal potential growth rate. This differenceis represented by the variable
EDNP. Thisregressionis presented as model B-2 in table 6. The estimated
coefficient attaching to EDNP is virtually identical to that associated with
ED in B-1. The importance of B-2 is that it relates the inflation process
directly to the difference between the nominal income growth rate and the
potential real growth rate but without imposing any valuation on the latter.
The rate of inflation is now a proportion of the excess of nominal income
growth over real potential growth. As a consequence the contribution of
the lagged inflation term is reduced.

Rather than use ED we could use the parallel concept of the change in
output gap (DGAPHP), which correspondsin growth rate termsto the output
gap earlier employed. When this variable is used in model B-3, the signiis
significantly negative. This is puzzling, given the conventional view that
an increase in the output gap should be more inflationary.** Such a result
indicates that this view needs to be reconsidered. The fact that a negative
sign resulted from regressing the inflation rate on the change in the output
gap suggests that nominal income is determined by a process separate from
that of its constituents. Hence, since nominal income growth is the sum of
the inflation rate and the rate of output growth, if the latter increases the
former must decline aslong as nominal income is unchanged, which would
explain the estimated negative sign.

Next we estimate a reduced-form equation for inflation using equation
12 with the specified lag structure and present the results as model B-4.
Neither the lagged growth in fiscal deficit nor the lagged change in interest
rate affects current inflation. However, when the same variables are used
to explain ED, they are found to be significant albeit with a different lag

14. In amore recent work, the Reserve Bank of India has estimated inflation using the
output gap and claims to have obtained a positive relationship between the output gap and
inflation (RBI 2004). However, this relationship is a very specific case where estimations
are made without intercepts. The results are fragile to inclusion of an intercept term and,
therefore, cannot be taken as robust.
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structure (model B-5, table 5). The signs are also as expected. The deter-
minants of ED must be established to identify and quantify the effects of
demand-side variables on nominal income, and some testing is undertaken
to establish theinfluence of additional variablesand different lag structures.

Variablesthat affect ED through the external sector include growth rates
in industrialized countries (DLIPIG5) and changes in GDP-weighted gov-
ernment bond yields (DGBGS5). Five countries, France, Germany, Japan,
the United Kingdom, and the United States (G5), are taken to represent
industrialized countries. With increasing yield on international bonds, the
domestic currency depreciates, thereby increasing exports. Similarly, with
an increase in international output, demand on Indian exports increases.
Both these factors lead to an increase in ED.

Looking at domestic financia intermediation, the domestic deposit rate
(DR1) and lending rates (SBI) have opposite signs with two lags. A higher
deposit rate indicates liquidity constraint and presumably restrains expend-
itureswith onelag, whileahigher lending rate reduces them with apparently
two lags. Concerning monetary and fiscal influences, excess acceleration
in narrow money growth (DDLM1DIS) and growth in fiscal deficit
(DLCFGAP) are found to significantly affect ED , but with one and two
lagsrespectively. Money growth might itself be affected by thefiscal growth
with alag, athough the two growth rates are not contemporaneously highly
correlated. In addition the lag structure of the two variables reduces the
possibility of endogeneity. Thefinding that thefirst lag of thefiscal variable
is not significant need not indicate that fiscal effects are unimportant, but
rather that they have not been adequately represented. Aside from the issue
of adjusting the fiscal deficit variable to exclude endogeneity effects so as
to captureitsdiscretionary aspect, theinclusion of the monetary acceleration
term could primarily reflect fiscal influences, given the dominant role of the
budget in the process of generating the money supply.

Expanding the Alternative Specification

Considering that the inflation models discussed so far have rather limited
explanatory power and the standard errors of regression are high, it isim-
portant to explore other sourcesof inflationin India. Theparticular limitation
comesfrom theinadequacy of demand-side variablessuch asED inexplain-
ing inflation. An alternative approach to modeling the demand side would
be to adopt the monetarist way of modeling inflation. In this approach,
which continues to dominate the Indian literature, the price eguation is
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obtained by inverting the demand for money equation.®> However, a pure
demand-type monetarist model can at best provide only a poor and
incompl ete specification of the inflation processin India, because inflation
movements may not result simply from excess money over nominal income
alone as predicted by such models. It is revealing that in the annual com-
mentary on price and distribution in variousissues of the Economic Survey,
particularly during the 1990s, the discussion emphasizes supply-side
effects.’® Also severd studies have demonstrated supply-side dominancein
the inflationary processin India.’

Nonethel ess, even though the supply of money isdominated by the fiscal
deficit and its monetary financing requirements, no model of inflation in
India can ignore money. Thisisin keeping with general observations else-
where.®® Further, given a desire to collect inflation taxes, the possibility of
some discretion in conducting monetary policy cannot beignored. It isalso
important to identify a potential monetary aggregate that can be treated as
exogenous to the inflationary process. In the current study, narrow money
(M1) isidentified as the preferred aggregate based on causality tests.

Fewer attempts have been madein recent yearsin Indiato address supply-
side aspects of priceformation behavior involving such variables as nominal
wages and prices of important inputs and intermediates at the aggregate
level. Balakrishnan model ed manufactured pricesthrough an error correction
model, using annual datafor 1952-80, and found that labor and raw material
costswere both significant determinants of inflation in theindustrial sector.®®
Joshi and Little modeled food and nonfood inflation separately using money,
consolidated fiscal deficit, food production, nonfood production, and import
prices as explanatory variables.?® Callen and Chang modeled WPI-based
annual inflation for the period 1957-58 to 1997-98, with output gaps in

15. Pradhan and Subramanian (1998), Arif (1996), and Rangarajan (1998) are three
studies where a predominantly monetarist approach has been used. Most recent among
these, Pradhan and Subramanian (1998) model the CPI for urban nonmanua workers (CPI-
UNME) and the CPI for agricultura labor (CPI-AL), which is dominated by food items.
The series on CPI-AL has already been rendered outdated (GOI 1994, 1996), however, and
the CPI-UNME has limited application in conducting monetary policy because of its very
small basket size, which is focused on a particular segment of the labor force.

16. The Economic Survey is the official document of the Ministry of Finance issued
before the presentation of the annual budget of the Government of India.

17. See, for example, Bhattacharya and Lodh (1990) and Singh (2002).

18. See, for example, McCallum (1994).

19. Balakrishnan (1991, 1992, 1994). Balakrishnan uses a dataset of old vintage that
probably cannot be updated due to discontinuation in data compilation. Therefore, the
usefulness of such a study is necessarily limited.

20. Joshi and Little (1994).
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industrial and agricultural components of GDP, treating them separately as
well ascombined. They found that the lagged industrial gap wasinsignifi-
cantly positive, while the lagged agricultural output gap was significantly
negative and the lagged combined output gap insignificantly negative. This
led themto concludethat inflationin Indiaisstructura . They did not analyze
the contemporaneous gaps, however.

Drawing on the above considerations, we adopt the following strategy:
First, an input-based basic model is created. This is augmented by adding
demand-side variables in three alternative forms. monetarism, a Phillips
curve output gap analysis, and the alternative ED approach.

A genera form of the price equation based on costs can be written as
follows.

n n
(18) P=n X" Y =1
i=1 i=1

Here, X; isthe cost of the i" factor, o isthe share of the it factor in total cost
and p isaconstant capturing the markup. Taking logs and then differentiating
yields an input-based inflation equation. In an economywide model, the
selection of such variables is limited. Most such inputs may form part of
the WPI basket. However, we select those sensitive components that are
important in the production process of several other goods and thus proxy
awider range of inputs. We consider petroleum mineral oil as akey energy
source, and we proxy energy prices using the international price of ail
(WOP), aswell asthe domestic price of mineral oil (WPIMO). DLWOP and
DLWPMO represent inflation rates in world oil prices and domestic oil
prices. Both variables must be considered because the government of India
controlsdomestic oil pricesusing several instruments, and theinflation rates
for domestic ail prices and world oil prices are not synchronized. However,
the world ail price can affect inflation in Indiathrough other channels such
astheinternational pricesof goodsand services, thetransport cost of Indian
exports, and expectations about future prices.

To capture agriculture-specific effects, we choose the price of fertilizer
(WPIFZ) asanother key input. Edibleoil (WPIEQ) isconsidered asacritical
input to manufactured food. The weights of mineral oil, edible oil, and
fertilizer in the overall WPI are about 6.7 percent, 2.5 percent, and 3.9 per-
cent, respectively. The weight of manufactured goods is 63.8 percent; that

21. Callen and Chang (1999) also model quarterly inflation using an index of industrial
production-based output gap and report signs of the output gap term that are not consistent
with standard expectations.
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of fuel, power, and lubricantsis 14.2 percent; food products, 15.4 percent;
and nonfood primary products including minerals, 6.6 percent.

Edible oil inflation, which is part of the manufacturing sector, is not
highly correlated with inflation in that sector, partly because a substantial
part of it isimported. In line with expectations, mineral oil and edible oil
price inflation are not themselves correlated (table A-2). Therefore, both
can be alowed in the inflation model as supply-side variables, where they
proxy a sensitive component of import prices in India.? In addition, we
also useworld consumer priceinflation (DLCPIW), asreported by the Inter-
national Monetary Fund in its International Financial Statistics, to capture
the general inflation trend worldwide. The sign of DLCPIW is positive and
significant, indicating the wider interaction of the Indian economy with the
rest of the world.

Regarding wage price inflation, wages of public sector employees
(WAGPI) are used asthe benchmark salary for workersin other sectors, since
Indiahas no seriesto represent general wage priceinflation. However, public
sector wages are likely to influence the wages elsewhere in the economy
and so considered a suitable proxy for wageinflation at the aggregate level.

Finally, to seeif it provides a suitable hybrid, money is introduced into
model C-2 as excess money growth over its long-term trend growth rate
(DLM1DIS). Treating money in this way yields the same coefficients with
or without the long-term trend growth The advantage of this definition,
however, isthat it corresponds better to the meaning of discretionary money
growth. In addition, the selection of narrow money is motivated by the find-
ing that this aggregate precedes inflation in the sense of Granger causality,
while other aggregates have bidirectional causality. Although the introduc-
tion of money inmodel C-2improvesthe model significantly, the coefficients
of monetary growth are small at 0.35 including both lags, a finding that
indicates that the scope for purely monetary control oninflationis limited,
at least in the short run (table 7).

Table 8 incorporates the two additional and alternative specifications of
the demand side in the basic supply-side platform. Model D-1 clearly indi-
cates the supply dominance on the economy’s inflation rate. Most of the
supply-side variables remain significant. While contemporaneous as well
as lagged DGAPHP remains negative, however, the size of the coefficients
isreduced significantly. All the variables contained in model C-1retain their
signs as well as size. The model D-1 is statistically well estimated with
high R% and good forecasting ability, but the size of the demand-side effects
is difficult to know because the sign of DGAPHP is negative.

22. Singh (2002).
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TABLE 7. Regression Results of Input-Based Inflation Models: Selected Models

1972-73 to 2002-03 1872-73 to 2002-03
Model C-1 Model C-2

Regressor/Dependent variable

pLwp

pLwp

Intercept 0.107 (0.013) 0.027*** (0.014)
DLWAGEPI 0.018 (0.063) 0.020 (0.061)
DLWFZ 0.113** (0.049) 0.108** (0.046)
DLPEO 0.175*  (0.034) 0.159* (0.035)
DLPMO 0.115*** (0.061) 0.129** (0.057)
oLwopr 0.040** (0.016) 0.038** (0.014)
DLCPIW 0.230*  (0.081) 0.123 (0.086)
DLM1DIS 0.150** (0.073)
DLM1DIS (-1) 0.155*** (0.076)
Summary statistics

R? 0.858 0.889

R? 0.822 0.850

SER 0.022 0.020

F statistic, Flk-1, n-k), n=31, k= no. 24.16 [0.00] 22.10 [0.00]

of regressors including intercept
Diagnostic tests

LM (1) serial correlation 0.03 [0.87] 0.05 [0.83]
LM (2) serial correlation 4.15 [0.13] 4.20 [0.12]
ARCH (2) test CHSQ (3) 0.92 [0.63] 1.30 [0.52]
Functional form CHSQ (1) 0.30 [0.58] 0.57 [0.45]
Normality CHSQ (2) 0.41 [0.82] 2.46 [0.29]
Predictive failure CHSQ (2) 0.35 [0.84] 0.69 [0.71]
Residual unit root
Test statistics (DF) -4.94 -4.99

Note: Predictive failure tests are conducted by breaking the sample at 2002. Unit root test statistics are
presented corresponding to the SBC model selection criteria in a unit root test with second order ADF.

*Significant at the 1 percent level. **Significant at the 5 percent level. ***Significant at the 10 percent
level. Standard errors are in parentheses; p-values are in brackets.

Model D-2 is obtained by superimposing input price inflation rates on
demand-side effects captured in ED. The coefficient of ED is positive and
highly significant, but its size is reduced from the one obtained in model
B-1, which was excessive. The R? is more than 0.90, but the model is not
acceptabl e statistically because of the problem of serial correlationin errors.
Model D-2 can be augmented in a number of ways, asindicated in table 8,
by including more variables such as deviations in rainfall (DRAIN) and
growthinforeign exchangereserves (DLFERU). Inclusion of these variables
improves the explanatory and predictive power of the models. It may be
noticed that DRAIN and DLFERU are also supply-side variables, which
are observed to be significant with appropriate signs only in the presence
of demand-side variables and the lagged inflation. These variables did not
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TABLE 8. Regression Results of Hybrid Inflation Models with Demand- and
Supply-Side Variables: Selected Models
1972-73 to 1972-73 to 1972-73 to 1972-73 to
Regressor/ 2002-03 2002-03 2002-03 2002-03
Dependent Model D-1 Model D-2 Model D-3 Model D-4
variable DLWP pDLWP pLWP pDLWP
Intercept 0.008 (0.012) -0.025 (0.011) -0.043* (0.013) -0.042* (0.009)
DLWP (-1) 0.294***(0.161) 0.840* (0.131) 0.693* (0.196) 1.032* (0.113)
ED 0.517* (0.162) 0.797* (0.142) 0.722* (0.195) 0.932* (0.118)
DGAPHP
DGAPHP (-1)
DLWAGEPI 0.012  (0.054) 0.093**(0.042) 0.101***(0.054) 0.102**(0.037)
DLWFZ 0.158* (0.038)
DLPEO 0.095** (0.038) 0.082* (0.031) 0.100** (0.040) 0.066* (0.027)
DLPMO 0.078  (0.053) 0.152**(0.031) 0.180* (0.039) 0.161* (0.025)
oLworP 0.035** (0.013) 0.013 (0.010) 0.028* (0.014)
DLCPIW 0.148***(0.080) 0.173** (0.082)
DLM1DIS 0.207* (0.046)
DLM1DIS (-1) 0.121**(0.053)
DRAINR -0.115* (0.032) -0.087***(0.044) -0.111* (0.030)
DLFERU 0.034* (0.013) 0.036** (0.016) 0.033* (0.011)
DDLM1DIS 0.161* (0.031)
DDLM1DIS (-1) 0.191* (0.033)
Summary statistics
R? 0.906 0.949 0.912 0.963
R? 0.870 0.923 0.879 0.947
SER 0.019 0.014 0.018 0.012
F statistic, Flk-1, 26.42 [0.00] 37.29 [0.00] 27.26 [0.00] 58.50 [0.00]
n-k), n=31,
k= no. of regressors
including intercept
Diagnostic tests
LM (1) serial 2.87 [0.09] 0.74 [0.38] 0.91 [0.98] 0.01  [0.93]
correlation
LM (2) serial 8.20 [0.02] 1.89 [0.38] 5.90 [0.05] 0.88  [0.65]
correlation
ARCH (2) test 1.13 [0.67] 0.67 [0.72] 2.19 [0.35] 0.46 [0.79]
CHSQ (2)
Functional form 0.62 [0.43] 0.00 [0.95] 0.26 [0.61] 295 [0.09]
CHSQ (1)
Normality CHSQ (2) 3.13 [0.21] 1.01 [0.60] 3.13 [0.21] 0.99 [0.61]
Predictive failure 0.20 [0.91] 2.89 [0.24] 0.21 [0.90] 1.57  [0.46]
CHSQ (2)
Residual unit root
Test statistics -6.62 -5.62 -5.31 -5.25

[DF/ADF(1)]

Note: Predictive failure tests are conducted by breaking the sample at 2002. Unit root test statistics are
presented corresponding to the SBC model selection criteria in a unit root test with second order ADF.

*Significant at the 1 percent level. **Significant at the 5 percent level.* * *Significant at the 10 percent
level. Standard errors are in parentheses; p-values are in brackets.
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improve the results for the models shown in table 5. Therefore, they could
be considered to be conditionally significant. Also, in models D-3 and D-4,
weremoved DLWFZ (fertilizer priceinflation) in favor of oil priceinflation
toimprovethe model specification. Thefertilizer price could be partly deter-
mined by the oil price, which is one of the key inputs and aso by weather
conditions (during favorable weather, farmers are tempted to use more in-
puts, which raises the fertilizer price).

Adding these additional variables improves the statistical properties.
Therefore, on statistical grounds we select model D-3 for further analysis
and run arolling regression for al the variables on the right-hand side tak-
ing awindow size of 20, which is reasonable given the number of variables
in the model. The results of the rolling regression are presented in figure 6.
Clearly, contemporaneous money growth, edible oil priceinflation, mineral
oil price inflation, ED, lagged inflation, and wage price inflation remain
significant.

A Strategy for Controlling Inflation in India

Theempirical resultsdiscussed in this paper indicate that the determination
of the inflation rate in India does not correspond to the stylized profile of
the demand-dependant Phillips curve trade-off prevalent in the advanced
economies, and the associated use of the nominal interest rate as the chief
instrument with which to influence the inflation rate. Nor did the (shorter-
run) monetarist model perform well. An aternative model was devel oped
to better portray demand-side effectsoninflation, while alowing for supply-
side phenomena. This model performed much better under conditions
prevailing in India. The estimation results indicate that the transmission
lag between the expenditure stimulus, represented by the excess demand
variable ED, and the inflation rate is quite short. This finding suggests a
more active use of demand-management policy in inflation control, for
example, through the use of fiscal policy, since it is more feasible to adopt
and maintain afiscal stancethat isgeared to projected devel opments ayear
ahead than for, say, two or more years.

An issue that needs to be clarified is that of the determinants of ED. For
estimation purposes we assumed that fiscal effects could be captured by
the unadjusted fiscal deficit. The results obtained did not bear this out.
More research will be needed to identify precisely how fiscal instruments
affect aggregate demand. In particular, a fiscal measure is required that
separates out feedback effects of the economy on the budget. Under Indian
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institutional conditions, it seemslikely that fiscal effects are being captured
by the growth in M1—for which budget deficit financing requirements are
prominent—in a context of interest rate restraint.

Inany case, given the size of thefiscal deficit and its undoubted stimulus
and crowding out effects, one component of the suggested approach to
inflation targeting in the Indian context would be to rely more on fiscal
restraint. If the forecast rate of inflation is likely to exceed the target rate,
both the fiscal deficit and its monetary financing would need to be reduced.
Of course, simply reducing the monetary financing would not be adequate,
either because with unchanged interest ratesthe increased supply of govern-
ment paper would be monetized, or because interest rates would increase
and some private sector crowding out would occur through that channel.

It is also apparent that safeguards would need to be built in to ensure
that political expediency does not |ead to awatering down of the commitment
torestrain inflation. Indiahas adopted the Fiscal Responsibility and Budget
Management Act, which is expected to ensure fiscal discipline. That law
eases the concern that relying on fiscal instruments is more open to short-
term political expediency. It may still be necessary to develop further the
mechanisms for ensuring sound fiscal policy. A simple way to achievethis
is to require that the government and the central bank agree on the size of
the fiscal deficit and the amount of permissible monetary financing. If the
agreement cannot be upheld, then the central bank would be free to raise
interest rates.

Another component of ED is private expenditures, which in an expend-
iture approach to inflation control may also need to be restrained. Using
the interest rate for this purpose may not be advisable if it has undesirable
side effects; for example, the exchange rate could appreciate in a persistent
manner that damages export prospects and leads to excessiveimports. Asset
valuations could become so depressed that long-lasting adverse effects on
capital accumulation are created. Regulating the flow supply of credit that
finances investment expenditures by adjusting liquidity ratios may be more
appropriate, especialy since that approach is likely to have wesker, less
direct adverse effects on stock asset valuations.

Abstracting from an active use of theinterest ratefor purposesof inflation
control raisesthe issue of what role the Reserve Bank of India (RBI) would
play, aside from regulating liquidity ratios? A useful application would
involve portfolio side operations. A key objective for portfolio operations
would be to maintain a desired real interest rate, with the nominal interest
adjusted whenever the underlying inflation rate deviates from target. From
time to time, shiftsin liquidity preferences result in asset transactions that
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either pressinterest rates above or below the target long-term level . Accom-
modating liquidity preference shifts through appropriate open market oper-
ations helps keep interest rates stable. If, for example, interest rates were to
be reduced to very low levels, there would be at |east two effects: first, the
reward from postponing consumption would be reduced, which would tend
to stimulate current consumption, and second, the discount factor used in
establishing the present values of assets would be lowered, which would
increase asset values and could have undesirable distortions on the goods
market.

In this connection, some recent institutional changes affecting the oper-
ationsof the RBI are of interest. Theinflow of remittancesand foreign insti-
tutional investors has added to the foreign exchange reserves at an average
annual rate of about 18 percent during the last ten years. Concerned over
possible currency appreciation and potential adverse effects on exports, the
RBI has been undertaking heavy sterilization, with theresult that itsholdings
of domestic assets are almost depleted. A new instrument called a market
stabilization scheme (MSS) has now been implemented, whereby the RBI
printsmoney that iskept in asterilized government account, and paysinterest
on the equivalent Treasury bills to buy foreign exchange assets from the
domestic market. This maneuver enables the RBI to restrain appreciation,
but at the cost of keeping interest rates aboveinternational levels, the current
wedge being about 2 percentage points. This, of course, tends to attract
capital inflows, given the market’s perception that the RBI will keep ex-
change rates stable, which then requires some further sterilization and
reserve accumulation. A potential for conflict thus exists between interest
rate levels that are better geared to internal requirements and those needed
as a conseguence of international considerations. One way of resolving the
conflict would be to apply regulatory and control devices of various sorts
to prevent excessive capital inflows.

Conclusion

Key support for the inflation-targeting framework has emerged from two
important experiences. First, financial sector reformsand globalization have
led to the breakdown of the broad money demand equation in several coun-
tries, including India, which has rendered monetary targeting less reliable.
The second key reason has been abroader agreement worldwide on maintain-
ing alower level of inflation as it is detrimental to sustainable growth for
various reasonsincluding uncertaintiesin investment and savings behavior.
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The advantage of the ITF isthe direct relationship between the inflation
target and the objective of monetary policy. However, there is an important
guestion about the efficacy of monetary instruments in targeting inflation,
especially in the case of developing countries where a number of rigidities
persist because of direct andindirect controlsand constraints. The economy
may not fully employ its resources and the concept of a nonaccelerating
rate of unemployment may not apply. The supply-side dominance appears
sufficiently prominent that monetary stance, which relies on influencing
the demand side, may be a misudged risky option. Monetary policy may
end up tightening the supply too much, or it may betoo proactive, adversely
affecting current income flows. Furthermore, it carries potential asset and
balance sheet val uation effectsthat could be disruptive, in additionto adverse
real exchange rate devel opments.

Even advanced economies have been exposed from timeto timeto costly
consequences from persistent deviations of interest and exchangeratesfrom
equilibrium levels, and from increased volatility. For example, the red
appreciation of the euro by almost 60 percent against the dollar in recent
yearsisanimportant factor in the erosion of competitiveness and the luggish
economic performance that much of Europe is experiencing today. Even
though interest rates are low in Europe, with the European Central Bank
essentially operating as an inflation targeter, rates have been even lower in
the United States. In addition, for some time now, prospective inflation
rates have appeared to be well below target, spawning a“fear of deflation”
syndrome that has led to an unprecedented lowering of nominal interest
rates in several advanced economies.? The low interest rates in turn have
contributed to an excessive upward reval uation of assetsin these economies,
including especialy real estate, where low rates appear to have fueled a
less productive investment boom in that area, while excessively stimulating

23. The concern with deflation is understandable in an economy, such as Japan’s, that
has experienced a long period of stagnation. However, it is more difficult to explain these
concerns in such economies as the United States, the United Kingdom, or even Australia,
since they are, or have been, booming. The unexpectedly benign inflation performance
appears to have contributed to this fear of deflation and led to historically low interest
levelsasinflation targeting would counsel. Thereisan asymmetry when monetary authorities
avow that they are able to identify adeflationary prospect but not an inflationary asset price
bubble. Nonethel ess, the deflationary reading may have been inappropriate, whichillustrates
the importance of distinguishing between supply shocks to inflation—productivity growth,
the“Chinafactor,” or appreciating exchange rates—and demand-side shocks. Thefact that the
aforementioned economies have simultaneously run very large current account deficits on
their balance of payments suggests that demand pressures were potentially inflationary but
were dissipated through higher imports, especially from China
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consumption. On occasion regulatory facilities have al so been found want-
ing, asevidenced by the Long-Term Capital Management Hedge Fund crisis
or recent concerns that hedge funds are too lightly regulated.

A more cautious approach to inflation targeting in Indiawould rely on
both monetary and fiscal instruments and be closely coordinated with other
instruments such as government buffer stock and other supply-side oper-
ations. If theforecast rate of inflation wereto exceed thetarget rate, both the
fiscal deficit and its monetary financing and the general availability of credit
flows would be reduced, but without necessarily raising real interest rates.
Of course, safeguards would need to beinstalled to ensure that political ex-
pediency does not lead to awatering down of the commitment to restraining
inflation.

APPENDIX

Table A-1. List of Variables and Their Descriptions

CGAP Combined gap between outlay and revenue (Rs. mn).
CPIGS Consumer Price Index for trade-weighted geometric mean of G-5 countries. Base:

1993-94.
CPIW Consumer Price Index for world. Converted Base: 1993-94.
DR1 One-three year commercial bank deposit rates (percent per year).

DRAINR  Variation of actual rain fall from normal (fraction).

DSBI shi-shi(-1).

ED dlyn - [(1T+dlwpl)*(1+dlyhp) - 1].

FERURB  Foreign exchange reserves, including gold (current US$ mn).

FERUWB Gross international reserves, including gold (current US$ mn).

GAPHP ly - lyhp.

GBGS International government bond (GB) rates. Average of the monthly (line 61 of IFS).
NPT Intercept.

IPIGS Industrial production index of G5 countries (trade-weighted geometric mean).
LYHP hpf(ly, 7).

LYNHP  hpf(lyn, 7).

M1 Narrow money M1 (Rs. mn).

RGDP GDP at market prices, in constant 1993-94 prices (Rs. mn).
SBI Average lending rate of State Bank of India (percent per year).
T Time trend.

USGB U.S. government bond yield (percent per year). Source: IFS: M111.61.
WAGPI  Index of per capita remunerations of public sector employees (1993=100).
wop World oil (crude) price index. Converted Base: 1993-94=100. Source: IFS.
wel World price index of all commodities at 1993-94 prices. Source: ES.
WPIEG ~ WPI for edible oil (domestic).

WPIFD WPI for primary food (domestic).

WPIFZ ~ WPI for fertilizer (domestic).

WPIMO  WPI for mineral oil (domestic).

4 GDP at market prices, in constant 1993-94 prices (Rs. mn).

w GDP at market prices, in current LCU (Rs. mn).
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Comments and Discussion

Rajnish Mehra*: The authors, whose analysis builds on their earlier work,
have produced athought-provoking paper.t They highlight many interesting
issues regarding the policy implications of inflation targeting and draw
upon the experience of countries that have adopted this framework. | do,
however, take issue with the methodology of the study—that of testing an
atheoretical model on historical data and then using it for policy analysis.
My specific comments on the paper appear at the end of this discussion.

| begin by focusing on some of the issues raised in the paper and by
making a distinction between targeting inflation and inflation targeting.

Targeting Inflation

Therationa for targeting inflation is the lesson learned over the past three
decades, about which there is broad consensus, that positive expected
inflation, above some low rate, is welfare reducing.

Thereislessagreement on how thislow inflation state should be achieved.
In the late 1960s, the prevailing view, championed by Paul Samuelson and
Robert Solow, advocated the use of control theory for formulating and imple-
menting macroeconomic policy. A minority, notably Milton Friedman,
argued against this, claiming that policy acted with long, variable, and
unpredictable lags. With the advent of the Lucas Critique and the Time-
Inconsistency literature, the later view has gradually prevailed.?

Today, most academics and policymakers accept the view that the econ-
omy iscomplex and that control theory isinappropriate for macroeconomic
stabilization. It is also the view, articulated by Friedman and Phelps, that
there is no long-run Phillips-curve trade-off.®

*| gpecidly thank Henning Bohn, Barry Bosworth (the editor), John Donaldson, and
Edward Prescott for their insightful comments. | am grateful to the participants of the India
Policy Forum Conference for a stimulating discussion.

1. See, inparticular, Chand (1997), McKibbin and Singh (2003), and Singh and Kalirgjan
(2003).

2. Kydland and Prescott (1977).

3. Friedman (1968); Phelps (1968).
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Whether there is indeed a short-run Phillips-curve relationship and
whether monetary policy can beneficially exploit this short-run trade-off
between inflation and the output gap is along-standing dispute that is still
at the center of monetary policy discussions. Friedman and Lucas have
argued that given theinherent complexity of the economy and our incomplete
knowledge of it, monetary policy should be limited to achieving nominal
stability. Their arguments are based on the view that although monetary
policy has strong short-run real effects, there is no way to exploit them
beneficially. They suggest that a response in the form of a k-percent rule
for money growth is the best way to achieve nominal stability. Svensson
and Woodford on the other hand, argue that there are (limited) short-run ex-
ploitable trade-offs.* In their analysis, they describe aframework involving
optimal exploitation of the short-run trade-off.

Irrespective of one's position on the issues discussed above, the rational
for targeting inflation is clear. Lower inflation rates lead to better operating
characteristics for the economy. See, for example, figure 7, which plotsthe
real growth of gross national product versus inflation for India for the
postwar period.

FIGURE 7. Real GNP Growth Rate versus Inflation for India
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4. Svensson (1999); Svensson and Woodford (2004).
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Inflation Targeting

What isinflation targeting? This is not an easy question to answer as there
are many variations on the theme. As broadly accepted, it is a framework
for monetary policy whereby a short-term interest rate instrument responds
to deviations of expected future inflation from the target rate and to devi-
ations of output from its full-employment level. It explicitly incorporates
the type of Phillips-curve trade-off discussed earlier. An important feature
of inflation targeting is the articulation of this policy—to clearly communi-
cate to the public the plans and objectives of the monetary authorities. This
isintended to serve as a quasi-commitment mechanism.

One variant—"the hard version”— isthe original Svensson framework.®
It argues that the central bank should concentrate only on inflation to the
exclusion of any other objectives. There are a host of other variations—
“the soft versions’—with inflation as only one of thetargeted variables. The
variants differ depending on what is included in the targeted set. Informal
conversations with central banking officials in a number of countries lead
meto believethat inflation targeting in practiceisamost never implemented
inits hard version.

Several questions must then be addressed before a soft version can be
effectively implemented. The policymaker must not only articul ate the re-
lative weights to attach to inflation and output and specify the horizon for
expected inflation and output but must also explicitly address the issue of
what variables, other than expected inflation and the output gap, are to be
targeted. Thus, inflation targeting in practice targets inflation as well as
the output gap, interest rate fluctuations and perhaps other macroeconomic
variables as well.

Although many of its proponents, including Svensson, cal it arule, in
the face of multiple objectives, it is a discretionary policy with the Phillips
curve as its deus ex machina. Its implementation (especialy in the face of
multiple objectives) will be plagued by all the issues associated with “the
multiperiod control problem under uncertainty.”®

Crucial toitssuccessistheissueof credibility and managing expectations.
The more objectives that are targeted, the less credible will be the commit-
ment to target inflation since some of these objectives may be mutually
inconsistent. | revisit this issue in the next section.

5. Svensson (1997). Henning Bohn suggested this “hard version” usage, which is the
version “tested” by the authors in the paper.

6. By postulating a specific lag structure, Svensson and others convert the multiperiod
problem to a sequence of static problems and circumvent some of these issues and their
implications.
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Thereislittledoubt that acentral bank can control inflation. Thiscontrol,
though not perfect due to macroeconomic shocks (such asoil supply shocks)
involves costs, which may not be (politically) acceptable. Economic agents,
of course take this into account when forming their expectations.

The United States doesnot explicitly target inflation; in contrast, Canada
and the United Kingdom are explicit inflation targeters.” Inal three countries
inflation is low, but it is difficult to attribute this categorically to ITF pro-
grams. Ball and Sheridan examine a sample of twenty industrialized coun-
tries, seven of which aretargeters and thirteen nontargeters. They conclude
that on anumber of dimensionsthereis no evidence that inflation targeting
improves economic performance. Others, notably Bernanke, King, Mishkin,
Svensson and several central bankers (of course!) beg to differ. Inthe absence
of credibility, inflation targeting is just another value-loaded term (with a
positive valence).

The Indian Context

Implementing inflation targeting in India raises a number of issues, some
technical, others more serious, which address credibility. These include:

—India lacks a comprehensive price index that adjusts for quality and
technical innovation. This “measurement issue” could be a major impedi-
ment to implementing inflation targeting effectively. Current estimates are
most likely upwardly biased.

—What isthe evidence on the Phillips curvein India, given the structure
of the labor force?

—Towhat extent will the policy of pegging the rupeeto the dollar under-
mine the credibility of a central bank that promises to inflation target?
Pegging the currency and inflation targeting are not in general, mutually
consistent. If an inflationary shock mandates high rates in the one country,
whilelow rates persist in the other, capital will flow to the high-rate country,
putting pressure on the currency peg. To peg the rupee to the dollar, the
Reserve Bank of India has engaged in a classic sterilization policy, buying
foreign currency and bonds and offsetting these purchases by selling
domestic bonds. Given that the domestic assets of the RBI arerapidly being

7. With Bernanke's appointment as the Chairman of the Federal Reserve, this will
probably change as, unlike his predecessor, Bernanke has long supported the concept.
It should be noted that by law the Federal Reserve is mandated to pursue maximum
employment.

8. Ball and Sheridan (2003).
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depleted, it is only a matter of time before the monetary base will be
affected—uwith the concomitant effect on inflation.

—What is the role of current asset valuation levels? Inflation targeting
in its hard version aso precludes intervening in asset marketsin case of a
bubble. As Bernanke and Gertler emphasize: “ Importantly, it also implies
that policy should not respond to changesin asset prices, except in so far as
they signal changes in expected inflation.”® Asset valuationsin India are at
an al-time high. TheIndian stock market had risen by more than 90 percent
between June 2004 and June 2005 and continuesto rise. Figure 8illustrates
this dramatic increase in valuation. The 15 percent decline in the stock
index on May 17, 2004, surely had information content regarding funda-
mental valuations! Again this raises the issue of credibility.

—What about taxation. Given a large parallel economy and political
considerations that preclude the taxation of certain sectors of the economy
such asagriculture, aninflationtax may be anecessary evil. Thereisalways
a temptation for governments to let inflation exceed expectations and
needless to say the populace is aware of this! Credibility issues once again
are at the forefront of concern.

FIGURE 8. Market Value of Equity in the Indian Stock Market
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Inflation in Indiais currently running at about 5.6 percent with GDP
growth at ahealthy 8 percent. The current environment isideal for embarking
on an inflation targeting program. In the absence of a comprehensive price
index, the core CPI should be targeted after allowing for abiasin measure-
ment of, say, 1 percent. An advantage of this is that it avoids potentially
destabilizing policy responses. The credibility issues raised above would
have to be addressed in a transparent manner. The challenge would be to
articulate a policy that is credible but not vacuous.

Comments and Quibbles

The paper addresses many, sometimes orthogonal, issues. This is both a
strength and a weakness. On the positive side, it aerts the reader to a host
of interesting questions; on the other hand, at times it appears to lack a
unifying theme.

The paper starts out by “testing” areduced form of the Svensson model.
The authors conclude it does poorly when confronted with Indian data (see
table 5). The authors then propose two aternative models: the first focuses
on excess demand, where they essentially replace the output gap in the
Svensson model with the fiscal deficit. The other is an input-based supply-
side model that examines industrial commodities and their price effects on
overal inflation. These extensions are completely ad hoc and atheoretical.
The authors provide no justification, either empirical or theoretical, for
their formulations. In fact the “excess demand” model is aradical change
of the Svensson formulation—a change from “levels’ to “growth rates.”
They find that these alternatives are an improvement in the sensethat certain
coefficientsare” significant.” | disagree with thisasaresearch methodology
especially for formulating policy.

Their key conclusion isthat in the Indian context, the use of fiscal policy
rather than monetary instrumentsislikely to be more effectivein controlling
inflation.

| remain skeptical. To quote Friedman, “Inflation is aways and every-
where amonetary phenomena.” The effectiveness of policies predicated on
using fiscal instrumentsis an open question. The fiscal deficitisafar more
difficult policy instrument to control—quickly and smoothly—than are
monetary instruments. While the coordination of fiscal and monetary policy
may sound good in theory, it can lead to undesirable outcomes since these
policiesact with differing lags and over different timeintervals. Theformu-
lation in the paper implicitly assumesthat thesetimeintervalsareidentical.
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The authors emphasize that Indian inflation in recent years appears to
be motivated by supply rather than demand shocks. However, there is no
evidence in the literature that ITF programs work better under supply-
induced inflation than under demand-induced inflation, and | would argue
that that thisisnot arelevant distinction at our current level of understanding.
From a practical point of view, as mentioned earlier, the lack of a compre-
hensive priceindex in Indiathat adjustsfor quality and technical innovation
isamajor impediment to inflation targeting.

The authors also argue that a supply side model of inflation works best
for India and that the lag between an expenditure stimulus and inflation is
shorter for India. Unfortunately, they do not offer any cross-country com-
parison to substantiate this claim or indeed, their observation that the nominal
interest rate appears to be aless powerful instrument in India than in other
countries.

The paper notes that the ITF has had variable success across countries
but does not provide data to support this, nor does it address whether the
Indian subcontext resembles the countries for which the policy has been a
success or where it has failed. There are differences between developed
and emerging markets.'°

In closing, | compliment the authors for initiating a serious debate on
the relative merits of inflation targeting and its appropriateness as a policy
prescription for India. Their paper will undoubtedly be animpetusfor further
research in this important area.

Kenneth Kletzer: The widespread popularity of inflation targeting as a
framework for monetary policy quite naturally raises the question whether
India should also adopt an inflation-targeting regime. The reputation of in-
flation targeting has been bolstered by the recent ability of the central banks
of several industrialized countriesto maintain low and stableinflation with-
out neglecting real economic performance. Further, the adoption of the
inflation rate asthe nominal anchor by some emerging market central banks,
particularly in Latin America, has met with some apparent success as well
as providing useful learning experiences.

In this interesting and well-done paper, Chand and Singh ask whether
inflation targeting would be appropriate for adoption by the RBI given the
structure of the Indian economy. They emphasize that the analytical argu-
ments for inflation targeting are based on specific models of the dynamics

10. See, for example, tables 1 and 2 in Fraga, Goldfajn, and Minella (2003), which
highlight these differences.
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of inflation and aggregate output fluctuations and that the nominal interest
rate takesthe central role astheinstrument of monetary policy. The primary
argument of Chand and Singh is that the basic assumptions of the
macroeconomic models used to motivate amonetary policy regimetargeting
inflation with interest rateinstrumentsfail to match the dynamics of inflation
and output growth in India. Certainly, the empirical evidence presented in
the paper demonstrates the poor relationship of the inflationary process
underlying monetary policy analysis in advanced industrialized countries
to the macroeconomic data for the Indian economy.

Much of the analysis and criticism of applying inflation targeting in
emerging markets centers on countries with open capital accounts, raising
concerns about the conflicting objectives of price level stabilization and
nominal exchangerate stabilization, aswell asthe consequences of inflation
stabilization for interest rate volatility. Chand and Singh raise these issues
intheir argument that Indiais not agood candidate for aninflation-targeting
framework for monetary policy. At the same time, proponents of inflation
targeting often emphasize the importance of building credibility around
announced inflation goals in emerging market economies as several emer-
ging market governments have adopted inflation-targeting regimes with
varying degrees of discretion. Rather than reiterate the credibility question,
Chand and Singh concentrate on the modeling issue—how does the in-
flationary and real growth process work in India.

In contrast with most emerging market economies that are candidates
for inflation-targeting monetary regimes, Indiarestrictsinternational capital
flows and has not liberalized financia capital outflows to any significant
extent. An important and open question concerns the appropriate monetary
policy framework for Indiain anticipation of further liberalization of the
economy and integration with international financial markets. The motivat-
ing issuefor the Chand and Singh paper isthe analysis of appropriate choices
of monetary policy rulesfor the Indian economy. In my view, an important
challenge for macroeconomists considering Indiaisthe design of monetary
policy for the transition from an economy that had repressed financial mar-
kets to one with an open capital account. That is, how should the monetary
policy framework complement the on-going process of economic reform
and liberalization in India. | turn to these broader issues after discussing
the particulars of the Chand and Singh paper.

Chand and Singh focus their attention on the theoretical analysis of
inflation targeting exemplified by the basic model used by Svensson.*

11. Svensson (1997).
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A conventiona reduced-form model leads to a simple nominal interest rate
rule for a central bank that seeks to minimize deviations from a given
inflation target. The policy rule derived by Svensson is a strict inflation-
targeting version of the Taylor rule that specifies the nominal interest rate
as an increasing function of the deviation of current inflation from the
inflation target and of the output gap. Chand and Singh question whether
such amodel is an appropriate empirical representation of the structure of
the Indian economy, providing econometric evidence that it is not. They
propose an aternate model of the aggregate adjustment process for the
Indian economy, derive apolicy rule for an inflation-targeting central bank
and ask whether a version of an inflation-targeting regime makes sense in
this new model.

Animportant feature of the model given in equations 9-11 isthe depend-
ence of inflation on the difference between the nomina growth rates of
GDP and potential GDP. This implies a proportional relationship between
the expected change in inflation and the expected difference between the
growth rate of real GDP and real potential GDP. This is a change in the
interpretation of the output gap term in the basic model and implies that
inflation remains constant if the growth rate equals the potential growth
rate. The innovation in the proposed model appears in equation 11, which
relates the growth rate of nominal GDP to the growth of the public sector
budget deficit as a share of GDP and the change in the real rate of interest.
Relating the real interest rate and real fiscal expansions to nominal output
growth seems abit unusual, athough the rel ationship between fiscal policy
growth, real interest rates, and the growth of real output can be disentangled
with algebra aong with an equation for the change in the inflation rate.

The major implication of the Chand and Singh model of inflation and
optimal policy for acentral bank that seeksto minimize aconventional loss
function around an inflation target is that there are two policy instruments,
the nominal interest rate, and the growth of the public sector budget deficit
as a share of output. Their main observation about the dynamics of the
macroeconomy for Indiaisthat fiscal policy isanimportant driving variable
for real output growth and inflation. Their econometric analysis lends
support to theinclusion of fiscal expansion in atraditional way in the short-
run aggregate supply equation. In the derived optimal policy, the changein
the nominal interest rate isincreasing in the inflation rate as well asin the
deviation of the current inflation rate from the targeted inflation rate given
aconstant deficit to GDP ratio. The interpretation of this model is that the
nominal interest rate can be used to guide monetary policy built around an
inflation target if the expansion of the fiscal deficit is exogenous. There are
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two instrumentsand either can be used. If fiscal policy ismade autonomously
(areasonable assumption in my view), then the central bank can implement
an inflation target using the nominal interest rate. The model is consistent
with the claim that perpetual growthin the public sector budget deficit forces
tighter monetary policies to contain inflation. The real interest rate rises
with the growth of the deficit, although the model does not address policy
sustainability. That is, not all the necessary conditionsfor an optimal policy
are in the text; sustainability should restrict the fiscal policy variable so
that itsinclusion as a policy instrument is not redundant.

The econometrics reveals that the textbook model used as a benchmark
does not perform well against Indian data. Introducing supply-side effects
such as commodity priceinflation and public sector wage growth isreason-
able, asistheinclusion of changesin fiscal policy. Theresultsdo not really
negate the applicability of an inflation-targeting regime until losses other
than deviations from the inflation target are included in the derivation of
optimal policy. The costs of rea interest rate and output growth volatility
are not included in the objective function of the central bank.

There are important reasons to think about using a nominal interest rate
rule to meet the objectives of price and output growth stability in the caseif
India. Some of these are common to emerging market economies that have
adopted inflation-targeting frameworks, notably Chile and Brazil. Those
two experiences may be very useful for considering the applicability of in-
flationtargeting for India. One caveat isthat both countriesliberalized capital
account transactions some time ago. Lessons learned from other emerging
market economies might be appropriate for India after the relaxation of
controls on capital outflows. However, credibility should be crucia for the
success of inflation-stabilizing discretionary monetary policy in any context.
The route to achieving credibility is not easy to identify, although current
thinking focuses on the importance of strong monetary institutions, asound
fiscal and financial environment, and transparency in central bank govern-
ance and policy.

Oneissue of importance is whether an inflation target that takes account
of output growth makes sense before liberalization. A simple answer isthat
the more credible central bank policy is before international financia inte-
gration, the more able are monetary authorities to manage inflation and
exchange rate volatility. The broad preconditions for adopting inflation tar-
geting are reviewed by Chand and Singh.? These are the same conditions
just listed as appropriate starting points for gaining credibility for price

12. Mishkin (2004) elaborates on each.
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stability, and they are also reasonable preconditionsfor asuccessful liberal-
ization of the capital account. Another issue of importance for an emerging
market economy whose central bank is pursuing an inflation target is the
need to give the inflation rate precedence over the nomina exchange rate.
As Chand and Singh note, resistance to floating is a common feature of
monetary policy in emerging markets, creating a conflict in the choice of a
nominal anchor. The track record for the rupee and for exchange rate inter-
vention in India suggests that monetary authorities care very much about
exchange rate volatility. As a concern for inflation targeting, though, this
should not be seen as a primary issue for now because the conflict between
these objectives only comes into play with an open capital account.

In the Indian context, the first important barrier to adopting inflation
targeting is the continuing growth of outstanding public debt and deficits
as ashare of GDP. But the debt and deficit of the public sector is abarrier
to progress on any macroeconomic front. The potential monetization of
deficits and debt interferes with any effort to establish credibility for main-
taining low inflation with or without any manner of central bank independ-
ence. Financial repression playsasignificant rolefor financing public sector
deficits without rising inflation in India. Further financial market liberal-
ization and reform will reduce the capacity of the government to deliver
low inflation by issuing long-maturity public debt at modest interest rates,
and full capital account liberalization should eliminate the government’s
ability to do so. A worry should be that any credibility gained by the RBI
fromitschoice of monetary regimein the current fiscal situation with capital
controls will be lost immediately at the very time that is needed most, with
the liberalization of capital outflows.

The second precondition is a sound domestic financial sector with ad-
equate prudential regulation and supervision. Again, thisisalso acondition
for avoiding financia crisesin an economy with freefinancial capital mobil-
ity and for improving the allocation of savings and investment and overall
macroeconomic performance in the domestic economy. It may be useful to
observe that the adverse conditions faced by the RBI for predicting the
successful adoption of an inflation-targeting framework for monetary policy
are the same deficiencies that arise in any discussion of macroeconomic
policy for India. Indeed, the virtues of each transcend the particular choice
of targets and instruments for monetary policy.

A tough question is how the central bank gains or maintains credibility
inthe environment of Indian fiscal policymaking. Theliterature oninflation
targeting (and similar policies) raises the problem that a targeting regime
may be doomed if monetary policy issubordinateto fiscal policy. Questions
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that need to be considered include how the RBI should conduct monetary
policy when government debt isrising asashare of the economy at the same
time that domestic financial reform is under way. Central bankers face the
unpleasant task of an increasing prospect of inflating away outstanding do-
mestic currency debt if effortsto improve domestic financial intermediation
by reducing financial repression proceed. The critique of inflation targeting
in emerging markets concerns countries that do not have effective capital
controls, asdoes India. These countries are, therefore, susceptibleto capital
account reversals and unable to resist exchange rate fluctuations without
sacrificing theinflation rate objective. These are not yet theissuesfor India;
adopting a monetary policy regime to accompany fiscal reform, accom-
modate financial reform and meet theimportance of stability of theinflation
rate are major iSsues.

Partha Sen: This paper seeks to study the appropriateness (or otherwise)
of adopting inflation targeting in India. Two sets of issues are addressed: Is
inflation targeting the appropriate policy framework in devel oping countries?
Wheét is the process that determinesinflation in India? The first issueis ad-
dressed rather perfunctorily. The paper's main focus is on the second one.

Here | address both issues but with more emphasis on the first. | shall
argue that inflation targeting is not necessarily appropriate in developing
economies—aposition that Chand and Singh share (seetable 1 and figure 1).
Given this position, the inflation-generating process in India becomes
(somewhat) less important.

Inflation targeting isthe flavor of the month for monetary policymakers.
Whether it will prove to be more durable, only time will tell. Theoretically,
thereisaweak casefor it.® But as of 2005, about eight devel oped economies
and thirteen emerging market economies are classified as having inflation-
targeting regimes. Preliminary evidence suggeststhat it seemsto work well
in reducing inflation in both developed and developing countries.**

What does an inflation-targeting regime entail? Mishkin stipulates five
conditions that such a regime must meet:

1) The public announcement of medium-term numerical targets for inflation;
2) an institutional commitment to price stability as the primary goal of monetary
policy, to which other goals are subordinated (emphasisadded); 3) aninformation
inclusive strategy in which many variables, and not just monetary aggregates or
the exchange rate, are used for deciding the setting of policy instruments;

13. See, for example, Buiter (2004).
14. Fraga, Goldfajn, and Minella (2003); Mishkin and Schmid-Hebbel (2005).
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4) increased transparency of the monetary policy strategy through communication
with the public and the markets about the plans, objectives, and decisions of the
monetary authorities; and 5) increased accountability of the central bank for
attaining its inflation objectives.’s

Mishkin also notes the macroeconomic features of developing or emer-
ging market economiesthat make them different from those with devel oped
capital markets: “ These are: 1) Weak fiscal ingtitutions, 2) Weak financia
ingtitutions including government prudential regulation and supervision,
3) Low credibility of monetary institutions, 4) Currency substitution and
liability dollarization; and 5) Vulnerability to sudden stops (of capital
inflows).” 16

Exogenous shocks are magnified in emerging economies because of their
underdeveloped markets. Broner and Rigobon look at twenty-three
developed and thirty-five emerging market economies and find that capital
flows to the emerging market countries are 1.79 times more volatile than
thoseto the devel oped countries, whilethe (1eft) skewness (that is, proneness
to crises) is 1.5 times as high.” In addition to “fundamentals,” emerging
market economies experience more contagion and persistence.

It isimportant to note that most of the emerging market economies that
have embraced inflation targeting have had a (recent) history of high (even
hyper-) inflation. Among them, at least the Latin American countries are
very open and suffer (more) from dollarization. Building credibility is very
important for them because lack of credibility acts asadistortion and could
causereversal of very sensible policies.®® But because of weak financia mar-
kets (and institutions, generally), the central bank cannot ignore fluctuations
ininterest rates, exchange rates, supply-side variables, and (of course) out-
put. It is very difficult to claim that it is a regime of inflation targeting
only—Mervyn King would rather not be an “inflation nutter,” but at least
he may have the choice that devel oping country policymakers often do not.

Thusisthere acasefor India adopting inflation targeting? Does one size
fit al? In the Indian context one does not need to worry too much about
low credibility of the central bank and dollarization (points three and four
above). India's fiscal institutions have shown themselves to be very weak
in the recent past and that could compromise the credibility of the Reserve

15. Mishkin (2004, p. 3).

16. Mishkin (2004, p. 5).

17. Broner and Rigobon (2004). Note that their dataisannual (asis Chand and Singh’s)
and goes back to 1965. This perhaps understatesthe volatility in recent times asthe emerging
market economies have opened up their capital accounts.

18. Calvo hasdrawn attention to thisin amacroeconomic context for over twenty years.
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Bank of Indiain thefuture. This could be compounded by the further open-
ing up of the capital account. In that scenario capita flow reversals (the
fifth point above) could become important, but right now it is not a source
of headache. But if credibility of the RBI is not an issue today and if, even
with an inflation-targeting regime, we would need to look at “other things’
(other than inflation, that is), where is the need for such aregime? Thisis
not to deny that the RBI should be given functional independence and its
policies should be less opaque.’®

Let me turn to Chand and Singh’s empirical work. It is motivated by
Svensson, who sets up a model for expository reasons and shows what an
inflation-targeting regime could achieve.?® Chand and Singh accuse him of
looking at only demand variables and neglecting the supply side. While
that is literally true, it is not a criticism against inflation-targeting models
in general. Fraga, Goldfajn, and Minella discuss both supply shocks and
inflation of administratively priced goods—the message seems to be that
the original supply shocks should be accommodated (one time only).%

Chand and Singh use annual data since 1972 to estimate the inflation
processin India. Annual data—that is, what is available—is not very useful
for the authoritiesinterested ininflation. Thisiseven moretrue of adevel op-
ing economy—the structure has changed so much that to pretend that the
data set representsthe same“model” isfar-fetched. Also the strict distinction
between a demand-side and a supply-side variable becomes blurred as the
collection of data becomes more infrequent.?

Chand and Singh'’s preferred model (D3) of (a backward-looking)
Phillips curve has a term representing excess demand, and various terms
denoting cost push effects, apart from the lagged endogenous variable. The
supply-side variables are wage increases of public sector employees, infla-
tioninworld oil prices and the domestic market price of oil, world inflation,
and changesinrainfall and foreign exchange reserves. Statistical fit notwith-
standing, if thisis al we can say about the inflationary process in India,
then it is not very much.

Aggregate demand is captured by thelagged fiscal deficit and the nominal
interest rate. Now, fiscal deficit isavery poor indicator of thefiscal stance of

19. Chand and Singh discuss monetary targeting and exchange rate targeting. Hence |
do not repeat these points.

20. Svensson (1997).

21. Fraga, Goldfajn, and Minella (2004).

22. Seetheir lagged fiscal deficit entering aggregate demand. Even in India, aroad can
be constructed in a year's time—is the expenditure on the road demand-side or supply-
side?
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the government, and the determinants of nominal interest rates have under-
gone substantial liberalization. Thus from the viewpoint of conduct of
monetary policy, these indicators do not add much. Chand and Singh also
claim that changesin foreign exchange reserves can be viewed as a supply-
side phenomenon! It might have been better to write out a parsimonious
model and test the price implications of it, rather than the kitchen-sink
approach in the paper.

General Discussion

T. N. Srinivasan expressed frustration that much of the discussion of macro-
economic policy lacked the framework that a strong theoretical model
anchored in general equilibriumwould provide. At the sametime, he agreed
that many of the more coherent models, such asreal businesscycle, appeared
to havelittleto do with reality. But the lack of aclear underlying model made
it difficult to evaluate the policy, he said. Others argued that the inflation-
targeting framework incorporated many elements of the Keynesian model,
something that was thought to be out of fashion. Some participants ques-
tioned whether India’s nontraditional labor markets precluded a Phillips-
curve type analysis.

Participants noted a very large decline in inflation since the 1980s in
numerous countries in all parts of the globe. To what extent was that the
result of agreater emphasis by policymakerson reducing inflation, or could
it betraced to other factors, such as depressed commaodity marketsand, until
recently, low energy prices? Countries that experienced significant declines
in inflation relied on a wide range of different monetary policies.

Several participants were concerned about the focus on the interest rate
as the primary tool for implementing the inflation-targeting framework. In
India the two most important interest rates were the bank |oan and deposit
rates, neither of which was directly influenced by the Reserve Bank. India
did not yet havelargefinancial marketswith market-determined rates. There
were doubts that financial asset markets in Indian had sufficient depth to
absorb large changes in interest rates without the risk of a meltdown.

An additional concern was the adequacy of the price index that would
be used. The wholesale price index had the broadest commodity coverage,
but it excluded alot of services. It aso lacked adjustmentsfor technol ogical
innovations and quality improvements.

Others questioned how the policy would affect the ability to respond to
other concerns, such as price bubbles in asset markets or large exchange
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rate movements. Conversely, it was pointed out that bubblesin equity mar-
kets were very hard to define, particularly in India where some firms had
experienced very high rates of earnings growth. One participant noted that
the uncertainty over India's future growth potential meant nominal income
targeting was unlikely to be aviable aternative for setting monetary policy.

Some participantswere struck by the weak influence of aggregate demand
on inflation and questioned whether monetary policy had sufficient impact
on the economy to be effective in controlling inflation. They thought that

Indiain its current stage would be better served by a coordination of fiscal
and monetary actions.
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Pre- and Post-Reform India:
A Revised Look at Employment,
Wages, and Inequality

M ajor economic reforms were introduced in India in 1991-93.

Before then India was, by most accounts and most definitions, a
relatively closed economy. Both the domestic and external opening up of
the economy have continued since June 1991. However, the reforms have
been accompanied by an intenseintellectual and political debate about their
success. Detractors contend that the economic reforms have not benefited
the poor to a desirable extent, that inequality has increased significantly,
that growth has been of the “jobless’ variety, and that unemployment has
emerged as a major social and political problem.

This paper attempts to document in as thorough a manner as possible
the development of the Indian economy over the last thirty-odd years. The
issuesareinherently contentious. For example, much has been written about
the constancy of annual gross domestic product (and per capita GDP) growth
rates both before and after 1991-92—about 5.6 percent (3.5 percent). But
this constancy is based on aloose identification of the pre-reform period as
1980 to 1990 and the post-reform period as 1991 to 2000. July 1991 marks
the beginning of the economic reform period, and a correct definition of the
pre-reform period would put itsend point as June1991, followed by atransi-
tion cusp year (1991-92), which also marks the beginning of the post-reform
period. If this simple and mandatory correction to the definition of pre- and
post-reform periodsis made, then per capita GDP grew at an average annual
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rate of 3.1 percent beforethereformsand at an annual average of 4.1 percent
afterward (1991 through 2004); in other words, the growth rate of per capita
GDP rose an average of 1 percentage point in the post-reform period.

While macroeconomic statistics indicate a significant acceleration in
per capita GDP growth, some commentators perceive that the post-reform
growth process has been inequitable. And equity, no matter what the defin-
ition, has always been of paramount importance to Indian intellectuals,
politicians, and policymakers.

The concerns about equitable growth are highlighted with references to
employment growth and the rate of unemployment. For example, in the
1980s, the employment-unemployment surveys produced by the National
Sample Survey Organization (NSSO) indicated that jobs had increased at
an annual rate of 2.3 percent (1980 to 1991); in the 1990s (1991 to 2003),
annual job growth increased by only 1.9 percent. It has also been contended
that wage growth of agricultural workerswas halved inthe 1990s, increasing
at arate of only 2.5 percent, compared with a 4-5 percent annual increase
in the 1980s.* Critics claim that unemployment rates increased between
1993-94 and 1999-2000. Critics also argue that if the NSSO consumer
expenditure (CE) survey for 1999-2000 is made “ comparable’ to 1993-94,
it shows not only that inequality has increased since reforms but that the
pace of poverty decline has slowed.? Thus, the critics allege that al the
statistics point to the same conclusion—the post-reform period is charac-
terized by inequitable, jobless growth, higher unemployment rates, and
increased inequality. In acountry where nearly 40 percent of the population
was absolutely poor in the early 1980s, alegitimate question arises: if eco-
nomic reforms were so good, how come they produced so little?

This paper wades into this political and ideological minefield by
examining the nature of employment, unemployment, wages, and inequality
in India between 1972 and 2003. The exercise, in a large part, is one of
accounting; that is, looking at what the data show and at what the scholars
say happened and determining whether the scholars' conclusions derive
from the data.

A large part of the argument about inequitable growth after the reforms
were initiated is based exclusively on NSSO consumption surveys, and

1. These data are from the Agricultural Wagesin India (AWI) series, not the NSSO. These
calculations exclude the crisis year 1991-92 from the pre-reform period and include it in the
post-reform period. Our method is to consider the crisis year as belonging to both periods.

2. Deaton and Dreze (2002) and selected papers in Deaton and Kozel (2005).
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then only onthelarge sampleyears. 1993-94 and 1999-2000.2 This method
isincorrect. The employment and wage surveys conducted almost annually
by NSSO for the last decade are arich source of information on trends in
wage income and thereforein consumption and poverty. Thesamplesizesin
the other sample years are large enough for conclusions about these trends,
and most experts advocate their use.* In addition, non-NSSO wage (and
therefore incomes) data are available on an annual basis, so time trends can
be calculated for the*true” pre-reform period, 1991 and earlier, and the“ true’
post-reform period, 1991 and later. In other words, the artificial constraint
of using 1993-94 as a pre-reform year is not operative with annual data.

Use of this additional NSSO data (and inclusion of survey years after
1999-2000) changes the post-reform employment growth picture consider-
ably. Job growth is no longer anemic; it accelerates to a high 2.9 percent
rate for the 200003 period. Theweekly unemployment ratein 2003 declined
to 3.1 percent, 1.3 percentage points lower than in 1999-2000. Thisis aso
among the lowest observed jobless rate since the mid-1970s and is con-
siderably lower than the average of 4.5 percent that prevailed in the 1970s
and 1980s.

In addition, examination of census and NSSO data reveal sthat the 1990s
were characterized by adecline not just intherate of growth of employment
(as noted by most observers) but also a decline in the rate of growth of the
potential labor supply, that is, peopl e of agefifteento fifty-nine. Thisdecline
had magjor “intended” consequencesfor the labor market: if the labor market
was characterized by underemployment in the 1980s, and per capita GDP
growth accelerated, then the labor market would revesal, through the extra
induced demand for labor, much less underemployment in the 1990s. The
flip side of thistightening labor market should be an increase in the rate of
growth of real wages. Contrary to the “halving” of wage growth for agri-
cultural workers after reform found by many experts, we find that wage
growth accelerated for most classes of workersand remained at | east constant
for agricultural workers.

The plan of this paper is as follows. The next section documents the
data, definitions, methods, and various methodological issues associated
with the NSSO data on employment. Then we provide background infor-
mation on the structure of the Indian labor market and how it has changed

3. The Indian fiscal year is from April 1 to March 31; hence, the nomenclature
1993-94, for example, which means data from April 1, 1993, to March 31, 1994. The
agricultural year (and most NSSO surveys) are for the agricultural year July 1 to June 30.

4. See, for example, Deaton and Dreze (2002); and Sen and Himanshu (2004a, 2004b).
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since the 1970s. Data on employment are examined to verify whether the
post-reform period has been characterized by jobless growth, and the trend
in unemployment in India from 1972 to 2003 is explored. Next we take a
detailed look at the different estimates of wage growth, derived from severa
different sources of data, and follow with an examination of the trendsin
wage income and consumption inequality since the mid-1970s, dealing
particularly with the proposition that inequality worsened pervasively in
the post-reform period. We conclude with the reasons why the resultsin this
paper differ somewhat from the conventional wisdom on employment
growth, unemployment, and wage growth, among other subjects.

Data, Definitions, and Methods

One of the primary data sources used by analyststo eval uate socio-economic
developments in India is the various surveys conducted by the NSSO.
Official data on poverty come from the consumer expenditure surveys
conducted every five years by the NSSO. Thelast such large sample survey
was conducted in the agricultural year July 1999—-June 2000; the previous
three such surveys were undertaken in 1993-94, 1987—88, and the calendar
year 1983.

Much of our analysis focuses on a different set of NSSO surveys, the
employment and unemployment (E& U) surveys. These surveys contain a
wealth of information; indeed, they form the* official” source of information
for the government on this important issue.’

Records on earnings, wages, activity status, occupation, education, and
the like are recorded at the individual level in the E& U surveys. For each
member of the household (upward of 120,000 householdsin thelarge sample
surveys and 30,000-60,000 households in the annual surveys), detailed
dataaretabulated relating to activity inthe preceding seven days. The survey
asks about the nature of work (self-employment, unpaid family labor, paid
labor, paid labor in government works programs), the number of days of
work (measured in ha f-day units) in each activity, and total earningsreceived.
For self-employment and unpaid family labor, no earnings are reported,
either actual or imputed. From these data, the NSSO authorities assign three
classifications for each individual: a usual status of employment, a weekly
status, and a current daily status (CDS).

5. See, for example, Kapila and Kapila (2002), who reproduce in a single volume three
reports by the Indian government on unemployment.
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The E&U surveys have not been much used for trends on household
incomes and welfare for three important reasons. First, aparallel consumer
expenditure survey has always been available to derive information on
poverty, and this parallel survey isalso the official, hence definitive, source
for trends on poverty. Second, household income is generally believed to
be more difficult to measure accurately than household expenditure. Third,
the NSSO household income data are incomplete in that they only have
information on labor income.

But the NSSO consumption expenditure data are not without their share
of problems. The urgency for an alternative source of information on poverty
therefore arose sometime before the publication of the NSSO 1999-2000
CE survey, which was doomed from the outset to be controversial. A major
reason was the recognition that the national accounts data were revealing
consumption information that the NSSO surveys were not fully capturing.
Some have argued that this gap was to be expected since the consumption
of the rich is difficult to capture in household surveys. But this argument
stretches the imagination because a small percentage of households at the
tip of the distribution could not possibly account for half of nationa con-
sumption, as a comparison of the survey results to the national accounts for
2001-02 appeared to show.

Definitions of Unemployment

In 1970 an expert group published areport, referred to here asthe Dantwala
report, on the unemployment situation in India. This report made the point
that it was inappropriate to measure unemployment rates according to the
conventional method used in developed countries, which asked whether a
person was employed during the previous week, and if not, whether she
was looking for work. The expert group concluded that unemployment in
the Indian economy could not be accurately measured by weekly status,
especially because so many workers were engaged in agriculture, so much
of the work was seasonal, and so much underemployment was visible. The
report therefore advocated the construction of a daily unemployment rate
based on a person-day concept. This concept estimates the fraction of days
that persons are unemployed out of the total labor force days.

The three states of activity are employed, unemployed, and not looking
for ajob. Usual status uses the previous year as the reference base. Under
this classification, the state of activity on which a person spent a plurality
of time in the preceding 365 days is defined as the principal status. If the
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most common occurrence for an individual during the year was unemploy-
ment, then the individual was considered unemployed according to usual
status.

For persons classified according to current weekly status, the reference
period is the previous week. A priority order of employed, unemployed,
and not in the labor force is established; individuals are assumed to be
employed if they were employed for at least one hour in the survey week.
Absent employment, individuals were unemployed if they were available
or looking for work at any time during the week; otherwise they were not
in the labor force.

The current daily status definition of unemployment is meant to focus
on person-days. For each of the previous seven days, individuals are asked
to report their work and labor force status for each half-day unit. If they
worked less than four hours in the day, they are counted as employed for
half the day and unemployed for the remainder if they were available for or
seeking work. The aggregate of seven days yields an estimate of person-
days of employment and unemployment (daily status) in the economy.

Data on Wages

The NSSO data on daily wages were easily computed as total earnings from
wage employment in the preceding week divided by the number of days
associated with wage employment. In addition, we used three other sources
to estimate rural and agricultural wages: Agricultural Wagesin India(AWI),
Cost of Cultivation (CoC) surveys, and a new series (since 1998-99) pub-
lished by the Ministry of Agriculture in the Indian Labour Journal.®

In rura areas, and especially among small cultivators, wage income is
an incomplete indicator of family income because it excludes the contri-
bution of family labor aswell asincomefrom any form of self-employment,
including cultivation. But there is no problem in interpreting trends in per-
day wages as indicators of what is happening to the growth in incomes of
those whose major asset is labor, especialy the poor.”

6. Datafor the AWI series for the 1980s are taken from Dreze and Sen (2002) and ILO
(1996); for the 1990s, data came from the Economic Survey, Indian Ministry of Finance.
These dataarein nominal terms; the consumer price index for agricultural laborers (CPIAL)
is used as the price deflator to obtain wagesin real terms (with CPIAL in 1993 equal to 100).

7. As Sen and Himanshu (2004a, 2004b) point out, thereis a“problem” with the wage
surveys before 1999-2000 in that they did not include data on overtime payments. The
definition of overtime payments that were excluded is unclear, however. In any event, the
impact of this omission in measuring wage growth of the poor islikely to be minimal, if not
inconsequential.
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A simple calculation of the NSSO trend in real wage growth can help to
resolve some of the various debates on what happened to poverty and in-
equality in India in the 1980s and 1990s. No definitional changes are
involved in the NSSO wage data, so there should be little controversy over
what it says. The derived growth in real wages for the 1980s and 1990s can
help shed light on the respective pace of poverty declinein thetwo periods—
ahigher rate of wage growth in the 1980s, for example, would indicate that
the growth process was more pro-poor in the pre-reform period. A faster
growth ratefor urban wages (relativeto rural) in the 1990s may beindicative
of increasing inequality.

NSSO Population Adjustments

The population projections based on NSSO household weights do not match
the population as revealed by census data. These individual weights (com-
puted from household weights) were adjusted, for rural and urban areas
separately, for each of the survey years to keep the aggregate population
equal to the census population at the time of the survey. For example, in
1983, Indiahad an estimated population of 734 million and an urbanization
rate of 23.8 percent. Hence, the rural and urban populations that year were
559.3 million and 174.7 million, respectively. The NSSO survey weights
yield a rural population of 519.4 million and an urban population of
162.2 million. A “matching” was achieved by multiplying the weight for
the rural areas of the economy by 559.3/519.4, and multiplying the weights
for the urban areas by 174.7/162.2.

Definition of Pre- and Post-Reform Periods

The start of the economic reform period is not controversia; in June 1991:
a new government came into power, with Dr. Manmohan Singh as the fi-
nance minister (Singh became the prime minister of Indiain May 2004).
To confront asevere balance of paymentscrisis, aseriesof policy initiatives
were introduced starting in early July 1991. Among other things, the rupee
was devalued by 20 percent, peak tariffs were reduced from 300 percent to
110 percent, and a structural adjustment loan from the International
Monetary Fund (IMF) was obtained in 1991.8

The end of the pre-reform period is controversial. The pre-reform period
is often defined asthe years 1980-91, bolstered by a considerable literature

8. See Virmani (2005) for a comprehensive listing, with dates, of the various reforms
initiated in India since 1970.
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suggesting that GDP growth in India actually took off in the early 1980s
and that for much of the post-reform period, GDP per capita growth was the
same as in the 1980s.° However, it is unclear why the 1970s should not be
part of the pre-reform period, since severa of the policy initiativesundertaken
then continued into the 1980s and were overturned as part of the reform
package adopted in 1991-93. Thus, the 1972—73 NSSO employment survey
forms a convenient starting point for the pre-reform period.%

Although theliterature on GDP growth identifies 1991 asthe break point
between the pre- and post-reform periods, such is not the case with the lit-
erature on wages, poverty, and inequality. The reason: the lack of alarge
sample NSSO survey in 1991, or 1990, or even 1992. Thefirst large NSSO
survey after theinitiation of reformsisthe 1993-94 survey, conducted from
July 1993 to June 1994. The earliest pre-reform large sample survey year is
1972-73; the earliest pre-reform year for which NSSO unit-level data are
available is 1983. Either can be used as the beginning of the pre-reform
period. The last pre-reform large sample NSSO year is 1987-88, but given
that this was a drought year, it is not a good choice for the end of the pre-
reform period. Data convenience has dictated the choice of 1993-94 asthe
cusp year between the pre- and post-reform years. NSSO large sample sur-
veys are extremely useful, but they are not necessarily coincident with the
history or timing of economic reforms. The reality is that the end of the
1993-94 survey year (June 1994) is a full three years after the institution
of reforms in July 1991 and thus cannot be construed as the beginning.
That even this simple conclusion is controversia is indicated by an ater-
native view expressed by Duflo. In commenting on an earlier draft of this
paper, Duflo stated that “ using 1993-94 as a pre-reform year may be inap-
propriate, but using it as a post-reform year certainly is as well.”

If reforms were initiated in July 1991, then to what period does the fin-
ancial year April 1991 to March 1992 belong? There are strong arguments
for defining1991-92 asapre-reform year. Thiswasacrisisyear (GDP growth
of only 1 percent), in large part because of the unsustainable nature of eco-
nomic policies of the 1980s. Part of the process of economic reforms is
that such policies bring about a structural readjustment that often resultsin
a short-term decline. Hence, a “worst case” calculation is to consider the

9. See Bhalla (2000, 2002a), Panagariya (2004), Rodrik and Subramaniam (2004),
and Virmani (2004a, 2004b) for discussions and comparison of the growth rates in the
1980s and 1990s.

10. The text reports calculations, whenever possible, for both definitions of the pre-
reform period: 1972-91 and 1980-91.
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cusp year 1991-92 as belonging to both the pre-reform and the post-reform
era. Thus, the data are presented for three periods: two pre-reform periods,
1972-91, and the high-growth years 1980-91; and a post-reform period,
19912003, the last year for which most data are available.

A Broad Overview of the Labor Force

While the conclusions of the Dantwala unemployment report were rel evant
in the 1960s, the view of India as a traditional low-income country does
not have much applicability today. In the 1960s I ndiawas one of the poorest
countriesin the world; today it is on the verge of being classified as middle
income, albeit at the lower end of the range. In the 1950s agricultural output
accounted for more than half of GDP; today it is less than 20 percent. At
the end of the 1970s nonfarm income was 21 percent of rural incomes; by
1999-2000 this fraction had doubled to 42 percent.t

NSSO E& U surveysprovide severa detailsabout thelargetransformation
of the Indian economy. Some basic data for the Indian workforce since
1983 are reported in table 1. Overall, the agricultural workforce increased
at arobust annual rate of 2.4 percent in the 1980s; in the 1990s, the rate of
growth was minus 0.2 percent per year. 2

The number of young, illiterate workers (illiteracy is defined as less
than two years of education; young workers fall in the fifteen- to twenty-
four age group) israpidly declining. In 1983 about half of all young workers
wereilliterate; by 1999-2000, thisfraction had declined to lessthan athird
(table 2). Illiterate workers in the entire workforce constituted 55 percent
in the early 1980s; by the end of the 1990s, this fraction had declined to
44 percent (table 3).

Thelossin agricultural jobsin the Indian economy has been made up by
increases in employment in services and production. In fact, for the
1983-2000 period, job growth in production-rel ated activities has outpaced
job growthin services (2.8 versus 2.3 percent ayear), asomewhat surprising
result given the common belief that production-related employment has
stagnated because of labor laws and other limitations.

11. Foster and Rosenzweig (2003).

12. The 1980sisthe period 1980-89, the 1990s the period 1990-99; however, when the
discussion pertains to NSSO large sample data, then “the 1980s’ refers to the ten-and-a-
half-year period 1983 to 1993-94, and “the 1990s’ refers to the six-year period, 1993-94
to 1999-2000.
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TABLE 1. Structural Changes in Employment According to Weekly Status

Millions of workers (log) Annualized growth (%)
1983 to  1993-94to 1983 to
Workforce 1983 1993-94 18999-2000 1993-94 19899-2000 19599-2000
Official (all ages) 263 346 368 2.6 1.0 2.0
15-59 years 229 31 334 2.9 1.2 2.3
15-59 years? 228 304 322 2.7 0.9 2.1
Agriculture 142 183 181 2.4 -0.2 1.5
(15-59 years)
Cultivators® 79 96 90 1.8 -1.0 0.8
Farmers other than 8 14 14 5.3 0.2 3.4
cultivators®
Agricultural laborer? 49 65 69 2.7 1.1 2.1
Nonagriculture 86 122 141 3.3 2.4 3.0
(15-59 years)
Production? 43 59 68 3.1 2.3 2.8
Service? 10 1" 14 1.5 3.6 2.3
Unpaid, self-employed 122 160 166 2.6 0.6 1.9

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000.
a. The computation of aggregates includes only those observations where occupation codes are not missing.

TABLE 2. llliteracy in the Young Workforce, 15-24 Years

Workforce 1983 1993 1999
Total (millions) 61.3 75.7 74.4
llliterate (millions) 311 30.1 24.2
llliterate as percent of workforce 50.7 39.8 32.5

Source: NSSO Employment and Unemployment surveys conducted in 1983,1993-94, and 1999-2000.

A perspective on therate of change of the skill levels (human capital) of
the Indian work force can be seen in table 3. Two structural aspects are
apparent. First, the skill levels are advancing rapidly. Second, females are
catching up to men, with the share of women attaining more than a primary
school education (six years) growing much faster than the share of men.

Table 4 provides data on this changing occupationa structure. Growth
in “good” jobs (defined as wage-earning rather than self-employment or
family work, higher-valued and more-skilled occupations rather than un-
skilled workers, and the like) isfar outpacing the growthin “bad” jobs. The
highest rate of job growth is for professional and technical workers, and
within this workforce, the female job rate is growing faster than the male
job rate (6.4 versus 5 percent). It should be emphasized, however, that
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TABLE 3. Changing Levels of Education in the Labor Force

Millions of workers (log) Annualized growth (%)

1983 t0  1993-94 to 1983 to
Years of education 1983 1993-94 1999-2000  1993-94  1999-2000 1999-2000

Male
0 74 79 75 0.6 -0.7 0.1
2 or fewer 78 82 79 0.4 -0.6 0.0
2-6 47 60 59 2.4 -0.2 1.5
6 or fewer 125 142 138 1.2 -0.4 0.6
More than 6 48 73 95 4.0 4.3 4.1
6-11 41 59 75 3.3 4.1 3.6
More than 11 7 15 20 7.1 4.9 6.3
Total 173 215 233 2.1 1.3 1.8

Female
0 52 67 66 24 -0.2 1.5
2 or fewer 53 68 67 2.4 -0.2 1.5
2-6 7 14 15 6.6 1.7 4.8
6 or fewer 60 82 82 3.0 0.1 2.0
More than 6 5 " 15 7.9 5.8 7.2
6-11 4 8 12 7.5 6.1 7.0
More than 11 1 3 4 95 5.1 7.9
Total 64 92 98 3.5 0.9 2.5

All workers
0 126 146 142 1.4 -0.5 0.7
2 or fewer 131 150 146 1.3 -0.4 0.6
2-6 53 74 74 3.1 0.2 2.0
6 or fewer 184 223 220 1.8 -0.2 1.1
More than 6 53 84 110 4.4 4.5 4.4
6-11 45 67 87 3.7 4.3 3.9
More than 11 8 17 23 7.4 4.9 6.5
Total 238 307 330 2.5 1.2 2.0

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000.

the share of professionals in the total workforce is still very small (only
23.5 million workers in 1999-2000, although that was more than double
the number in 1983).

Table 5 provides details on the composition of the workforce according
tothe “paid” status of the worker. The Dantwala report underlined the fact
that most workers in India were casua workers, entering and exiting the
labor force according to season, and that family workers were alarge frac-
tion. In the 1990s (1993-94 to 1999-2000), self-employed workers and
family workersinrural areas showed no growth. Overall, wage and nonwage
jobs expanded at the same rate in 1983-93, but during the next six years
wage employment outpaced nonwage employment, indicating both the
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TABLE 4. Occupational Composition of the Work Force in India

Millions of workers (log) Annualized growth (%)
1983 to 1993-94to 1983 to

Occupation 1983 1993-94 1999-2000 1993-94 1999-2000 1999-2000
Male

Professional, administrative, 8.0 13.8 18.3 5.1 4.7 5.0

technical, manager

Clerical 6.6 9.4 10.3 3.3 1.4 2.6

Sales 1.7 19.8 21.0 5.0 1.0 3.6

Production 32.1 48.2 56.8 3.9 2.7 3.5

Service 5.9 1.7 9.4 2.5 3.3 2.8

Agriculture, fishery 92.6 118.9 118.0 2.4 -0.1 1.5

Total 157.0 217.9 233.7 3.1 1.2 2.4
Female

Professional, administration, 1.8 4.0 5.2 7.5 4.3 6.4

technical, manager

Clerical 0.5 1.3 1.5 8.8 2.4 6.5

Sales 2.1 2.9 2.7 3.3 -1.4 1.6

Production 74 11.0 11.3 3.8 0.4 2.6

Service 2.7 3.5 4.5 2.6 4.2 3.2

Agriculture, fishery 444  67.0 68.4 3.9 0.3 2.6

Total 58.8  89.6 93.5 4.0 0.7 2.8
All

Professional, administrative, 9.9 17.8 23.5 5.6 4.6 5.3

technical, manager

Clerical 7.1 10.7 1.7 3.9 1.5 3.0

Sales 13.8  22.7 23.7 4.8 0.7 3.3

Production 39.5  59.2 68.1 3.9 2.3 3.3

Service 8.6 11.2 13.9 2.6 3.6 2.9

Agriculture, fishery 137.1 185.9 186.4 2.9 0.0 1.9

Total 215.8 307.6 327.2 3.4 1.0 2.5

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000.

growth of good jobs and the move toward less casual, and more modern
employment, in the post-reform 1990s.

In sum, the Indian workforceisincreasingly better educated, with female
education expanding at afaster pace than male education; the share of un-
skilled workers in the labor force is declining, growth in agricultural jobs
has halted, and paid jobs are taking up this slack.

Decline in the Rate of Growth of the Potential Labor Force

Some perspective on “jobless’ growth can be obtained by observing the
rate of growth of potential labor supply, where potential signifiesthe physical
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TABLE 5. Wage and Nonwage Jobs

Millions of workers (log) Annualized growth (%)
1983 to  1993-94to 1983 to

Category 1983 1993-94 1999-2000 1993-94 1999-2000 1999-2000
Wage earners

Rural 727 975 110.3 2.8 2.0 2.5

Urban 308 4238 49.0 3.1 2.3 2.8

Total 103.5 140.3 159.3 2.9 2.1 2.6

Male 75.7 1021 116.5 2.9 2.2 2.6

Female 278 38.1 42.7 3.0 1.9 2.6

Total 103.5 140.3 159.3 2.9 2.1 2.6
Self-employed, family

workers (no wage data)

Rural 106 140 140 2.6 0.0 1.7

Urban 20 31 35 4.3 2.3 3.5

Total 126 17 175 2.9 0.4 2.0

Male 91 117 121 2.4 0.6 1.7

Female 34 53 54 4.2 0.2 2.7

Total 126 17 175 2.9 0.4 2.0
Family workers

Rural 35.1 58.6 59.6 4.9 0.3 3.2

Urban 4.1 1.2 8.0 5.4 1.8 4.1

All India 39.2 65.8 67.6 4.9 0.4 3.3

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000.
Family workers are a subset of the self-employed individuals and hence no wage data are available for them.

availability of individuals ages fifteen to fifty-nine. If inward and outward
migration is not significant, then employment cannot exceed this rate of
growth. It can and does exceed this ceiling if the labor force participation
rate (LFPR) increases, especially the LFPR of women. Otherwise, just
demographics aone (in the absence of migration) constrains the rate of
growth of employment. Some of thedeclineinjob growthin Indiaapparently
results from this phenomenon, that is, a decline in growth of the potential
labor force growth is partly responsible for the so-called jobless growth
of the 1990s.

Population growth in India has been declining—from an annual average
of 2.1 percent in the 1980s to 1.9 percent in the 1990s.® At the end of the
decade, the annual population growth rate had further declined to only

13. Censusyears are 1981, 1991, 2001, and so on. Thus the census years for the 1980s
are 1981-91; for the 1990s, 1991-2001, and so on.
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1.6 percent a year. Table 6 documents a little-known and therefore less-
appreciated fact—the rate of growth of India's potential |abor force (those
in the fifteen to fifty-nine age group) also declined in the 1990s, from
2.6 percent ayear to 2.3 percent. NSSO figures reflect the same decline in
population growth—from 1.9 percent ayear in the 1983 to 1993-94 period
to 1.7 percent ayear in the 1993-94 to 1999-2000 period. The NSSO rate
of growth is lower in both time periods because the NSSO surveys were
conducted two years after the 1981 and 1991 censuses. The NSSO figure for
the rate of growth of the potential labor force, however, declines much
more rapidly—from a 2.6 percent annua average in the 1980s (the same
as the census) to only 1.7 percent in the 1990s, for an average decline of
0.9 percent, compared with a 0.3 percent decline in the census data.

TABLE 6. Potential Labor Force in India, 1981-2001

Millions of people (log) Annualized growth (%)

Category 1981° 1991 2001 1981-91  1991-2001 1981-2001
Population

Census 683 846 1,027 2.1 1.9 2.0

NSSO 734 899 999 1.9 1.7 1.9
Population, 15-59 years

Census 358.8 465.5 585.7 2.6 2.3 2.5

NSS0° 393.6 51565 572.4 2.6 1.7 2.3

Source: Census of India 1981, 1991, and 2001; NSSO Employment and Unemployment surveys conducted
in 1983, 1993-94, and 1999-2000.

a. NSSO population estimate and corresponding growth rates are computed for years 1983, 1993-94,
and 1999-2000.

Given that the change in the NSSO and census population growth rates
are of similar magnitude, the reasons for the difference in the two potential
labor force growth rates are unclear. One possible explanation could be the
differences in the beginning and end years of the data in the two samples.
Thenature of the bias, however, isunclear and deservesfurther investigation.

The fact remains, however, that at least a partial explanation for the
much-discussed jobless growth phenomenon of the 1990s lies in the data
sources, which show a decline in the rate of growth of the potential labor
force. Thisis not a decline in supply induced by a weakening job market,
but rather a structural decline that is not insignificant. Thisfinding implies
that one should expect to find a decline in the rate of employment growth
in the 1990s, everything being equal. In other words, less employment
growth was needed in the 1990s to keep unemployment rates constant.
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Decline in Labor Force Participation Rate

An additional factor explaining the low growth rate of employment in the
post-reform 1990s is a decline in the labor force participation rate itself.*
The LFPR in 1993-94 was a high 58.3 percent. By 1999-2000 it had
declined to 56.4 percent, alevel even lower than the LFPR observed sixteen
years earlier in 1983 (57.7 percent). See table 7 (and related discussion
about labor force and daily unemployment rates) for details. This decline
in the LFPR in the 1990s averaged 0.55 percent a year, indicating that job
growth in the 1990s would have declined by the same percentage. It is
coincidental, and interesting, that an advanced economy like the United
States has also experienced this phenomenon in recent years. A common
explanation for both societies is that there are increasing numbers of indi-
viduals in the potential labor force who are staying out of the labor force
for longer periods than in the past; some of these individuals are increasing
their education. As shown earlier in table 3, in India, individual s with more
than eleven years of education increased at a 4.9 percent pace in the 1990s,
considerably higher than the growth rate of the labor force.

TABLE 7. Derivation of Person-Day Labor Force Participation Rates

1983 1993-94 1999-2000
All Age All Age All Age
Category persons  15-59 persons 15-59 persons 15-59
Person (millions) 734 394 899 515 999 572

Person days (millions) 5,138 2,758 6,293 3,605 6,993 4,004

Persons days in labor 1,820 1,590 2,330 2,100 2,490 2,260
force (millions)

Labor force participation 35.4 57.7 37.0 58.3 35.6 56.4
rate (percent)

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000.

A direct estimate of the role played by increasing education enrollments
on the decline in labor force growth is provided in table 8. The labor force
grew at a 1.3 percent rate in the 1990s; if education enrollment had stayed
the same as it was in 1993-94, the labor force would have grown at an
annual pace of 1.5 percent. Hence, the education-induced decline in the
LFPR, and therefore in the labor force, was at the rate of 0.2 percent ayear.

14. The computation of LFPR is not on the basis of person but on the basis of person
days, that is, the ratio of total number of person days in labor force to the total number of
person days in the reference week for the age group ages fifteen to fifty-nine.
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TABLE 8. Is Education Responsible for the Decline in LFPR

Millions of people (log) Annualized growth (%)
Category 1983 1993 1999 1983 to 1993-94 1993-94 to 1999-2000
Population 394 515 572 2.6 1.7
Enrollment 22 40 48 5.5 3.1
Enrollment rate 5.7 1.7 8.4 2.9 1.4
Labor force 238 321 348 2.9 1.3
Adjusted labor force? 238 321 352 2.9 1.5

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000.
a. Available labor force (ages 15-59) in 1999-2000 with the enrollment rate of 1993-94.

These two phenomena—a decline in the rate of growth of the potential
labor force induced by demographics and a decline in the rate of growth of
the actual labor force induced by increasing education—explain all the
decline in employment growth. For the period 19912001, the census data
indicate potential labor force growth of 2.3 percent a year. The decline in
LFPR is 0.55 percent a year, so jobs should have grown at 1.75 percent a
year in the 1990s. Actual job growth (1991-2003) was at the rate of
1.7 percent a year.

The Pre- and Post-Reform Periods: What Should One Expect?

Table 9 documentsthe trendsin some of the major macroeconomic variables
for the pre- and post-reform periods. In keeping with the discussion in the
previous section, data are presented for two pre-reform periods. 197291
and 1980-91. Given that the longer period is more unfavorable to the
pre-reform period, the comparison between 1980-91 and 1991-2003 is
emphasized in the discussion.

Per capita GDP accelerated after the reforms, from an average of
3.1 percent ayear to 4.1 percent. Thisshould have normally been associated
with higher employment growth, but that is possible only when both the
LFPR and productivity growth remain constant. Given the sharp accel eration
in skill levels (and therefore productivity), however, some decline in the
rate of job growth wasto be expected. And therate of job growth did decline,
from 2.4 percent ayear to 1.7 percent, mirroring the declinein the potential
labor force growth noted earlier.

Growth in private income per worker mirrored productivity growth,
almost tripling from 1.6 percent a year to 4.2 percent. > Agricultural wage

15. Growth in private income per worker is computed as the ratio of private income
(national accounts) and the workforce (NSSO data).
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TABLE 9. Average Annual Growth in Selected Indicators

Percent

Before reform After reform
Indicator 1972-91 1980-91 1991-2003
Employment 2.0 2.4 1.7
GDP, per capita 2.3 3.1 4.1
Wage, agricultural laborer (AWI, real) 2.0 3.1 3.3
Wage, agricultural laborer (CoC, real) 2.0 3.0 3.7
Private income per worker 1.8 1.6 4.2
Population 2.2 2.1 1.9
Population (age 15-59) 2.6 2.3

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000;
Handbook of Statistics on Indian Economy (2004) by the Reserve Bank of India; Agricultural Wages in India
(AWI), and Cost of Cultivation (CoC) Survey of Principal Crops, published by the Ministry of Agriculture,
Government of India; National accounts database developed by Fconomic and Political Weekly; Census of
India 1981, 1991, and 2001. Population data are from Census of India 1981, 1991, and 2001, for the
period 1981-91 and 1991-2001.
growth—growth in wages of the poorest workers—showed a sharp accel-
eration from the pre-reform period 1972-91 and a mild acceleration from
the shorter pre-reform period, 1980-91. This acceleration is noted for both
sources of agricultural wage data, the AWI and CoC surveys. The AWI
seriesindicates amild acceleration, from 3.1 to 3.3 percent, while the CoC
dataindicate a sharper uptrend, from 3.0 to 3.7 percent ayear. It should be
emphasized that, paradoxically, the AWI series has been used by severa
authors to argue that agricultural wage growth collapsed in the post-reform
period.t® These contradictory conclusions pertaining to the AWI data are
evaluated in greater detail later in this paper.

Employment

This section uses the weekly activity status definition to interpret trends in
employment. Two major questions are asked. First, what has been the trend
rate of growth of employment? Second, how has this trend varied between
the pre- and post-reform periods? This analysis responds in part to policy
concerns that employment growth stagnated in the post-reform period—the
jobless growth phenomenon.

Employment Growth, 1972-2003

There were eighteen NSSO employment surveys conducted between 1972
and 2003, six of which were large sample surveys (1972—73, 197778,

16. See Deaton and Kozel (2005) for a sampling.
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1983, 198788, 1993-94, and 1999-2000) and twelve of which used smaller
samples. Not all the surveyswere conducted for the agricultural year, which
extends from July through June. The center of this “benchmark” year is
December. Table 10 adjuststhe “raw” weekly employment figuresfor those
surveys that have a non-December center (see also box 1). For example,
the 2002 survey was conducted from July to December and the 2003 survey
from January to December. Employment between these two surveys grew
at arate of 4.1 percent ayear; so the adjusted level for December 2003 (the
center of the 2003-04 agricultural year) is 400 million. In other words, if
the 4.1 percent growth rate had extended for another six months, the level
of employment would have been 400 million rather than 393 million.

TABLE 10. Employment, Unemployment, and Labor Force
Millions unless otherwise indicated

Labor
Survey round Year  force Unemployed  Rate (%) Employment Employment®
27 (1972-73) 1972 231 10 4.3 221 221
32 (1977-78) 1977 245 " 4.5 234 234
38 (Jan-Dec83) 1983 275 12 4.5 263 266°
43 (July87-June88) 1987 296 14 4.8 282 282
45 (July89-June90) 1989 317 " 3.5 306 306
46 (July90-June91) 1990 328 13 4.0 315 315
47 (July-Dec91) 1991 338 15 4.4 323 3262
48 Jan-Dec92) 1992 349 18 5.2 331 3372
50 (July93-June94) 1993 359 13 3.6 346 346
51 (July94-June9b) 1994 352 7 2.0 345 345
52 (July95-June96) 1995 355 8 2.3 347 347
53 (Jan-Dec97) 1997 363 9 2.5 354 3562
54 (Jan-June98) 1998 358 13 3.6 345 3372
55 (July99-June2000) 1999 385 17 44 368 368
56 (July2000-June01) 2000 377 10 2.7 367 367
57 (July01-June02) 2001 396 13 3.3 383 383
58 (July02-Dec02) 2002 394 13 3.3 381 380°
59 (Jan03-Dec03) 2003 405 12 3.0 393 400°

Source: NSSO Reports on Employment and Unemployment available at (mospi.nic.in/stat_act_t14.htm).
a. Indicates adjustment to original data to make the employment estimate conform to a July-June year.

Employment Trends

A long-term trend line is fitted to all employment surveys since 1972
(figure 1). The large sample surveysfor 1972—73 and 19992000 sit on the
trend line (annual rate of growth of 1.9 percent), while 1993-94 survey has
the largest positive residual (5 percent). In contrast the residual for 1983 is
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BOX 1. Employment: Small and Large Sample Surveys

A semi-log regression of employment on time, with a dummy for the years in which there was a
large sample survey, yields the following:

Ln(Employment) = -31.7 + 0.019*year -0.0116%large sample dummy
(-15.5) (18.4) (-0.64)

Number of observations = 18; adjusted #? = 0.971; ¢ statistics in parentheses.

The lack of significance of the large sample year dummy suggests that one can pool the data
for the two sets of surveys. A larger sample was not expected to make much difference to the
aggregate trend, given that even the small samples surveyed more than 40,000 households. It is
encouraging to see that the coefficient is significant at only the 50 percent level of confidence
(t statistic of -0.64).

FIGURE 1. Employment in India by Weekly Status, 1972-2003
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1972-2003

6.00+

5.80

5.60+

(Log) Employment Level (million)

L 4

5.40

T T T T T T T
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Year

Source: Employment-Unemployment survey conducted by NSSO for all the years mentioned in the figure.
Employment levels are adjusted to correspond to a July-June year; see also table 10.

2 percent below trend. Most analysts have used the NSSO survey years of
1983, 199394, and 1999-2000 to derive implications about what happened
not only between these survey years but also in the pre- and post-reform
periods. The uneven pattern of residuals is suggestive of the problems that
can arise if just three data points are used to derive conclusions about
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employment growth. If 1983 is below trend and 1993-94 is above trend,
then this means that growth is overstated for the pre-reform period by 0.7
percent ayear (7 percent divided by ten years). Analogoudly, growth isunder-
stated for the 1993-94 to 1999-2000 period by 5 percent over six years, or
0.8 percent ayear. The average annual growth rate (based on all the surveys
available rather than just the large sample surveys) is 2.3 percent for the
pre-reform period and 1.8 percent for the post-reform period.

Thus, the headline decline in employment growth rates between the two
periods is not 1.6 (2.6 percent a year pre-reform versus 1 percent a year
post-reform), but only 0.5 percent (from 2.3 percent to 1.8 percent). The
much-talked about jobless growth in the post-reform period is actually job
growth of 1.8 percent ayear, arate not much different than the thirty-year
average of 1.9 percent. As noted earlier, the 0.5 percent annual decline in
therate of growthis, perhaps not coincidentally, exactly equal to aminimum
estimate of a decline in labor force growth.

This analysis confirms that while job growth definitely declined over
much of the post-reform period, the conclusion that it was caused by the re-
forms needs to be modified in several respects. First, the yearsimmediately
following the reforms show an acceleration of job growth. Second, the
notion of a*“decline” in employment growth was grossly magnified by the
choice of the NSSO large sample years 1983 and 1993-94 to measure pre-
reform job growth. Third, when we use al of the available employment
surveys, wefind adeclineinjob growth after thereforms of only 0.5 percent
ayear. Finally, a decline of about that magnitude should be expected since
the potential labor supply had declined by approximately the same amount.

Unemployment in India, 1977-2003

Several recent studies have concluded that the post-reform period has been
characterized by increasing unemployment rates.” While GDP growth may
have maintained its earlier pace, or even mildly accelerated, slow employ-
ment growth was morethereality of the post-reform period, and given India's
high population and labor force growth, increasing unemployment rates were
to be expected. The increasing unemployment problem was also viewed as
serious enough to warrant a serious policy response. Hence, at the end of 2004,

17. In particular, three Planning Commission studies, two authored by Gupta (20023,
2002b), and the third the recently released “Mid-Term Appraisal of the Tenth Five-Year
Plan” (2005).
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the government introduced a job program that is expected eventualy to
guarantee ajob to every person in rural India who wants ajob.® To begin
with, this Employment Guarantee Act promisesto provide 100 days of work
ayear to at least one person in each rural household. This policy initiative
follows directly from the strong belief that unemployment rates in India
are disturbingly high. Whether this view is supported by any evidence is
examined below.

As mentioned earlier, there are three different definitions of unemploy-
ment in India: unemployment according to usual status, weekly status, and
daily status. These different definitionsallow for avariety of interpretations
about what happened to unemployment in Indiaafter theinstitution of econo-
mic reformsin 1991. Table 11 reports the official dataaccording to the usual,
weekly, and daily status of unemployment for the period 1972—-2003.

Unemployment Rates: Usual and Weekly Status

The usua status of unemployment measures structural or long-term un-
employment. If a person was in the labor force (working or seeking work)
and unemployed for the major part of the year, her usua status would be
unemployed. Under this definition unemployment has hovered between
2 and 4 percent for the last thirty years, and in 2003 was at the lower end of
the range: 2.2 percent.

Since it is a long-term measure, the usual status may not be the most
useful indicator of unemployment. Weekly status may be amore meaningful
measure of unemployment. A person is considered unemployed on aweekly
status if she was unemployed for al seven days in the preceding week. A
major advantage of using the weekly status is that it is the definition of
choice for most countries of the world.

For urban areas, weekly unemployment rates were between 6.6 and 7.9
percent in the pre-reform period and declined to 5 percent by 2003. Inrural
areas, the magnitude is considerably lower for both periods—between 3.7
and 4.2 percent in the pre-reform period, and 2.4-3.9 percent in the 1990s
(2.4 percent in 2003). On an al-Indiabasis, the unemployment rates ranged
between 4.3 and 4.8 percent before1991, and between 3.1 and 4.4 percent
after the reforms (in 2003, the level was alow 3.1 percent). The ostensibly
high unemployment rate observed in 1999-2000, 4.4 percent, is near the
low end of the range for the pre-reform years.

18. “The proposed Act gives alegal guarantee of employment to anyone who iswilling
to do casual manual labor at the statutory minimum wage”; see Dey and Dreze (2004).
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Unemployment: Daily Status Definition

Both the usual and weekly status definitions of unemployment may be in-
appropriate for a developing economy like India. The 1970 Dantwala com-
mittee offered a new definition of employment to reflect the peculiarities
of unemployment in alarge agrarian economy. For such an economy, it was
felt that a time rate, rather than a person rate, of unemployment would be
more useful. Hence, a definition of unemployment was needed that would
incorporate the fraction of time in a week that a person was unemployed.
Alternatively, data on daily employment and unemployment can be used to
generate a person rate of unemployment according to the definition that a
person is considered unemployed if on any half day she did not work and
waslooking for work, and thiscal cul ation isrepeated for each of thefourteen
half days of the week.®®

For the daily status definition of unemployment, NSSO codes two sep-
arate categories—code 81, the traditiona unemployment definition (looking
for work and not employed); and code 82, a nontraditional definition (not
working, not seeking to work, but available for work). Code 82 accounted
for 2.3 percent of the labor forcein 1983 and for 1.5 percent in 1999—2000.
The code 81 rate decreased marginally over the same period, from 6 percent
to 5.7 percent (table 12). The results are similar for the fifteen to fifty-nine
age group.

That unemployment has been declining isalso indicated by the calculation
of the duration of unemployment for the daily unemployed. This shows a
steady decline from 1983 onward—2.4 daysin 1983, 2.3 daysin 1993-94,
and 2.2 daysin 19992000 (table 13). A large fraction, amost athird, of the
daily unemployed are those who are unemployed for one, two, or three days
aweek. These short-duration daily unemployed were 3.1 percent of the labor
forcein 1983, 2 percent in 1993-94, and 2.6 percent in 1999-2000. In rural
India, where most of the measurement problemsreferred to by the Dantwala
report occur, avery small percentage of the rural workforce is unemployed
for all seven days of the week: 2.6 percent in 1983, 2.2 percent in 1993-94,
and 3 percent in 1999-2000.

A clear trend that emerges from our analysis of different definitions of
unemployment (and atrend consistent with the data on employment) is that
unemployment ratesin the post-reform period were about 1.5-2 percentage
points below those in the pre-reform years (1977—78, 1983, and 1987-88),

19. The actua definition has fourteen units, with each day comprising of two half-day
units.
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TABLE 12. Unemployment Rates According to Daily Status Definition
Percent unless otherwise indicated

All persons Age 15-59 years
Definition 1983 1993-94 1999-2000 1983 1993-94 1999-2000
Person (millions) 734 899 999 394 515 572
Person days (millions) 5,138 6,293 6,993 2,758 3,605 4,004

Person days in labor force 1,860 2,370 2,520 1,620 2,130 2,290
(millions)

Labor force participation rate  36.2 37.7 36.0 58.7 59.1 57.2

Total days of employment 1,710 2,220 2,340 1,480 1,990 2,120
(millions)

Total days of unemployment 1M1 1M1 144 102 106 137
(code 81) (millions)

Total days of unemployment 43 32.4 39 38.1 29.5 35.b
(code 82) (millions)

Person-day unemployment rate 6 4.7 5.7 6.3 5 6
(7 day workweek, code 81)

Person-day unemployment rate 2.3 1.4 1.5 2.4 14 1.6
(7 day workweek, code 82)

Person-day unemployment 8.3 6.1 7.3 8.6 6.4 1.5
rate (7 day workweek,
code 81+82)

Official unemployment rate 8.3 6.0 7.3 * * *

(NSSO, person days concept)*

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000.
*The NSSO does not compute daily unemployment rates for those aged 15-59 years, so data for this
classification category are not available.

a significant amount. Thus, the big picture, according to the employment,
labor force, and unemployment data, isthat after reforms, the rate of growth
of the potential labor force fell to less than 2 percent a year; the rate of
growth of employment declined to an annual rate of 2 percent, and un-
employment rates declined significantly. These arelong-term trends; looking
ahead, it appears that employment growth will match expected growth in
the labor force (8 million people annually). It is encouraging to note that
for 200003, employment growth far exceeded this minimum level.

Poverty, Education, and Frictional Unemployment

Therelationship between poverty and unemployment isacontroversial one.
Some argue that the poor remain poor because they cannot find employment.
Others argue that the poor are poor because they lack human and physical
capital, not because they lack job opportunities or jobs.
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TABLE 13. Unemployment, 1983 to 1999-2000, by Daily Status
Percent

Unemployment rates

Status 1983  1993-94  1999-2000
All India
7 days unemployed 3.3 2.8 3.6
4 or more days unemployed 5.3 4.1 4.8
More than 1 but fewer than 4 days 3.1 2.0 2.6
Total 8.4 6.1 7.4
Total (official) 8.3 6.0 7.3
Average duration of unemployment of those who are 2.4 2.3 2.2

unemployed for more than 1 but fewer than
7 days a week

Rural India
7 days unemployed 2.6 2.2 3.0
4 or more days unemployed 4.8 3.6 4.4
More than 1 but fewer than 4 days 3.4 2.2 2.9
Total 8.1 5.8 7.3
Total (official) 7.9 5.6 7.2
Average duration of unemployment of those who are 2.4 2.3 2.2

unemployed for more than 1 but fewer than
7 days a week

Urban India
7 days unemployed 5.8 5.1 5.5
4 or more days unemployed 7.1 5.9 6.3
More than 1 but fewer than 4 days 2.2 1.4 1.7
Total 9.3 7.3 8.0
Total (official) 9.5 7.4 1.7
Average duration of unemployment of those who are 2.3 2.3 2.2

unemployed for more than 1 but fewer than 7 days a week

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000.
Note: Duration of unemployment is obtained by multiplying the weighted average of the days unemployed
in a week (as a proportion of the days in labor force) by 5.

There is an additiona dimension—the relationship between education
and unemployment. It has been argued that the jobless growth of the 1990s
provided employment only for the educated rich; the uneducated poor were
left behind. If so, then one should observe a strong negative relationship
between education and unemployment, that is, theless educated you are, the
more likely you are to be unemployed. There is an aternative hypothesis
about this particular relationship, which yields the opposite sign. With eco-
nomic development, and especially with globalization, one should expect
the more educated members of the labor force to search longer for “better”
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jobs. This hypothesis would imply that unemployment rates and education
arepositively related, that is, the rich have amuch higher probability of un-
employment than the poor.

The NSSO data strongly support the latter explanation. Table 14 reports
the unemployment rates and education levels for various classifications of
households. The different patternsyield one very firm conclusion: the mean
education level of the unemployedisvery high and has been increasing over
years. For theweekly status definition, the mean education attainment of the
unemployed in 1983 was six years, amost two-and-a-half times the mean
education level of an average Indian. The story in 1999-2000isno different:
the mean education level of the unemployed increased to 7.2 years. Such
individuals, in terms of education, are in the top 10 percent of society.

TABLE 14. Education and Unemployment, Weekly Status

Category 1983 1993 1999
Unemployment (%)
Rural 3.5 2.7 3.4
Urban 7.3 5.9 6.1
All India 4.3 3.4 4.1
Poor? 4.5 3.2 4.5
Agricultural laborer household 5.0 3.2 4.3
Mean education years of labor force
Rural 2.2 2.8 3.3
Urban 5.8 6.3 6.9
All India 3.0 3.6 4.2
Poor® 1.9 2.2 2.5
Agricultural laborer household 1.1 1.6 1.9
Mean years of education of unemployed
Rural 4.9 6.3 6.1
Urban 7.9 9.0 9.1
All India 6.0 7.3 7.2
Poor® 4.3 5.3 45
Agricultural laborer household 2.2 3.1 3.3

Source: Employment and Unemployment surveys conducted by NSSO for 1983, 1993-94, and 1999-2000.
a. The poor are defined as those with monthly per capita consumption less than the official poverty line.

Wages and Income

This section examines whether wage growth provides corroborative evidence
for the assumed deleterious effects of slower job growth. For example, a
dower rate of wage growth in the post-reform yearswould be strong evidence
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that job growth in the 1990swas of alackluster variety. Indeed, oneimport-
ant reason why the finding of slow job growth was generally accepted was
because some analysts pointed to a sharp decline in the rate of growth of
wages (particularly the wages of unskilled agricultural workers) asevidence
of “bad” reforms.® Thisevidence was deemed to be consistent with the asso-
ciated “findings’ that reform-led growth waslopsided, that poverty had not
declined asfast asit had in the 1980s, and that reforms had caused an increase
in inequality. The important issue of trends in inequality is taken up in the
next section; the discussion here centers on the question of wage growth.

Thereis only one source of data on wages of all workers. the NSSO E& U
large sample surveys conducted in 1983, 1993-94, and 1999-2000.2 Annual
wage dataare necessary for ameaningful analysisof the pre- and post-reform
years, but these data are available only for agricultural workers. Asaresult,
researchers have attempted to “ match” the annual agricultural wage datawith
the periodic NSSO wage datato deriveimplicationsfor overall wage growth
in the pre- and post-reform period. These analyses are evaluated in detail
below.

Rural and Urban Wage Growth

If the focus of interest isin economywide wage growth, and or rural-urban
wage growth, then the only source for such information is the NSSO large
sample E&U surveys. These surveys are of limited use for interpreting
trends in the pre- and post-reform periods. If NSSO period I1 (1993-94 to
1999-2000) real wage growth rates are observed to be higher than NSSO
period | (1983 to 1993-94), then one can reach the “safe” conclusion that
wage growth was better in the post-reform period. If the wage growth rate
shows adecline in NSSO period 11, then unless one knows what happened
in the intervening five years (1988-89 to 1992-93), years which overlap
both the pre-reform and the post-reform periods, there is little that can be
said about pre- and post-reform growth.2

With these caveats, it isthe case that the time profile of real wage growth,
as revealed by the NSSO data, shows an unambiguous accel eration. Wage

20. Agricultural workers constitute a large fraction of the poor in the country and live
in households whose primary, and almost exclusive, source of income is from labor.

21. The NSSO survey year 1987-88 seems to yield a highly inaccurate division of the
labor force by sex; hence, analysis of wage data from this source is ignored.

22. Someindication about what happened to wagesin thisintervening period isyielded
by the data on agricultural wages; the AWI and CoC wage series reveal an annual growth
rate of 0.7 and 3.1 percent, respectively.
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growth figuresfor al workersin Indiaaccel erated from an annual average of
2.5 percent to 4.5 percent (table 15). Thiswage growth pattern is consistent
with annual GDP per capitagrowth, which rose from 3 percent to 4.3 percent
over the same years. Per worker income growth a so showed a sharp accel-
eration, from 1.6 to 4.7 percent annually.

TABLE 15. (Log) Annualized Growth of Wages, per Capita GDP and Private Income
per Worker

Category 1983 to 1993-94 1993-94 to 1999-2000
NSSO data

Agricultural workers 2.6 2.6

Rural India 2.5 4.1

Urban India 2.4 49

All India 2.5 4.5
National accounts data

GDP, per capita 3.0 4.3

Private income 1.6 4.7

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000,
Handbook of Statistics on Indian Economy, 2004-05.

Thus, both the national accounts and NSSO survey figures are in close
agreement that wage and income growth nearly doubled after reforms. For
agricultural workers, NSSO data suggest a constancy in the rate of growth
of about 2.6 percent a year both before and after reforms. These twin
findings—a large increase in the overall wage growth of workers and con-
stancy in wage growth of the poorest agricultural workers—are at variance
with the general belief that wage growth, especially of agricultural workers,
collapsed in the post-reform period.

Wage Growth of Agricultural Workers before Reforms

This genera belief holds that the rate of growth of wages of agricultural
workers fell back from a high of about 5 percent ayear in the 1980sto alow
of about 2.5 percent ayear after the reforms. These results are based on the
AWI (a non-NSSO series that was discontinued after 2000). Despite this
result being contradicted by the NSSO data showing a constancy in the rate
of growth of agricultural wages, the finding gained currency both because of
the sharp “unexplained” fall, and because it was endorsed by authoritative
experts.

Guptawasthefirst to“discover” alarge declinein the growth rate of agri-
cultura wages postreforms: “Change in real wages in pre-reforms (1981-91)
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period was 4.7 percent and in the post reform period (1991-99) 2 percent.”%
Using a semi-log regression, Dreze and Sen conclude: “The growth rate
of real agricultural wages fell from over 5 percent per year in the 1980s to
2.5 percent or so in the 1990s.* Deaton and Dreze use these earlier studies
to conclude: “According to recent estimates based on AWI data, real agri-
cultural wages were growing at about 5 percent per year in the eighties and
2.5 percent per year in the nineties”? Sen and Himanshu echo the same
conclusion: “The different time-series available agree that, although less
than during the 1980s, 1990s growth of real agricultural wagerates averaged
2-3 per cent per annum at the national level” (emphasis added).

Asrow 1 of table 16 illustrates, NSSO data show growth in agricultural
wages between 1993 and 2000 of 2.6 percent ayear, anumber very closeto
the much-cited AWI figure of 2.5 percent for the 1990s. Indeed, this cor-
respondence was taken as* proof” that wage growth had collapsed after the
reforms. Apparently, it was assumed that since the 1990s figures from the
two data sources matched, the 1980swage figureswould also match. In other
words, it was assumed that the average annual NSSO wage growth figure
for the 1980s would be close to 4.5 or 5 percent that the AWI data showed.

TABLE 16. Growth in Agricultural Wages, by Various Data Sources, Selected
Periods

Percent
1983 to  1993-94 to

Survey 1972-91 1980-91 1991-2003 1993-94  1999-2000
NSSO n.a. n.a. n.a. n.a. n.a.
Average growth n.a. n.a. n.a. 2.6 2.6
AWI

Average growth 2.0 3.1 3.3 4.2 2.2

Semi-log 3.0 4.4 3.1 3.0 2.8
CoC

Average growth 2.0 3.0 3.7 5.0 2.5

Semi-log 2.8 3.8 3.5 4.0 2.5

Source: Agricultural Wages in India (AWI); Cost of Cultivation (CoC) of principal crops survey; NSSO
Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000.
n.a. Not available.

23. Gupta (2002b, p. 468). We obtain somewhat different estimates: 3.1 percent a year
in the 1981-91 period, and 1.9 percent a year in the 1991-99 period.

24. Dreze and Sen (2002, p. 348).

25. Deaton and Dreze (2002, p. 3737).

26. Sen and Himanshu (20043, p. 4238).
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But aswe have just observed, the NSSO wage growth for the 1980s was much
less than the AWI estimate of 2.6 percent ayear—the same asin the 1990s.

Sundaram challenged the collapse in wage growth hypothesis by labor-
iously documenting the pattern of NSSO wage growth for the 1980s and
1990s.#” He documented wage growth for twenty groups of agricultural
workers (ten occupational groups sorted by gender). For twelve of these
groups, he reported an acceleration in wage growth, for four groups a de-
celeration, and for four groups a constancy. The overall average growth in both
periods: 2.8 percent ayear. “ The evidence from the NSSO Employment Un-
employment Surveys offers no support at all for the hypothesis of a slow-
down in the rate of growth of average daily wage earnings of adult casual
labourers during the 1990s relative to that between 1983 and 1994,
Sundaram concluded.®

Sundaram’ s estimates for wage growth were al so supported by Ahluwalia,
who used NSSO datato document the large wage accel eration that occurred
in the two six-year periodsimmediately surrounding the reforms (1987—93
and 1993-99).° The Ahluwalia report showed a 0.8 percent growth in rea
wages for casual male workersin the NSSO pre-reform period, and an ac-
celeration to 3.6 percent growth in the post-reform period. Thus, it appears
that no aspect of the NSSO data shows any decline in the rate of growth
agricultural wages in the post-reform period, let aone a collapse.

Evaluation of Data on Agricultural Wages

Neither Sundaram’s extensive evaluation nor Ahluwalia’'s supporting evi-
dence appeared to have any impact on the “conventional wisdom” holding
that agricultural wage growth collapsed after reforms. Different authors
have used different methods and data series to make their claims. Table
A-1 presents the nominal and real data on agricultural wagesfor every year
since 1970. The reader can choose her own pre- and post-reform periods for
estimations, and conclusions.

There are three major non-NSSO sources of data, and al of these data
arefor the agricultural year July to June. The most widely used wage series
isthe AWI series, which is available for the years 1960-2000. A new wage
series (most likely a replacement for the AWI) started in 1997-98 and is
available through 2002-03; this series is published in the Indian Labour

27. Sundaram (2001a, 2001b).
28. Sundaram (2001a).
29. Ahluwalia (2002).
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Journal (ILJ). The third wage seriesis less widely used but more compre-
hensive. It is derived from various issues of Cost of Cultivation (CoC) in
India. This series, which has details on the principal crops cultivated, the
wage bill, and the quantity of labor used, began in 1970.% All three surveys
are conducted by the Ministry of Agriculture. Table A-1 to this paper reports
both the original and “filled” data for missing observations since 1999—
2000; these have been filled in by grafting the growth rate as observed in
the “paralel” ILJ agricultural wage series for the period 1999-2003. Real
wages, in 1993 prices, are obtained by using acommon deflator, the national
average of the consumer price index for agricultural laborers (CPIAL). By
using this common deflator, issues of divergence dueto the use of different
price series do not arise.

What Do the Wage Data Show?

This comprehensive tabulation of agricultural wagesin Indiayields several
insightsinto the evolution of wagesin India. The AWI and CoC series show
almost the same nominal wage for 1971 and 1980; and both show alarge,
5 percent increase in 1984.%t However, the close correspondencein the two
series begins to diverge just before the reforms of 1991. In 1990 the AWI
seriesreveal sawagethat is 6.5 percent higher than the average wage shown
by the CoC; in 1999-2000 (the last year of the AWI data), the AWI wage
level is 3 percent lower. In between, in 1993-94, the two wage series show
an equal nominal wage. Looking at just these end-point differences (in
1990 and 1999), the AWI series shows an average annual growth ratein the
1990s that is 1 percent lower than the rate shown by the CoC series.
There are two methods for deriving an estimate of growth for any period
of time: average growth (given by the difference in the values in the end
years); or a semi-log regression. The latter disproportionately weights the
outlier years. A ssimple semi-log regression of the AWI seriesfor the period
198091 yields a growth coefficient of 4.4 percent; for the period 1991—
2003, the coefficient is 3.1 percent (table 16). The CoC data (same time
periods, same semi-log method) show a constancy in the rate of growth:
3.8 and 3.5 percent a year in the two periods. But the figures for the more

30. Wearegrateful to Mr. Praduman Kumar, Ministry of Agriculture, for kindly providing
the data on cost of cultivation for different cropsin India, 1970-2000.

31. No easy explanation is available for such alarge jump injust one year. What is sug-
gestive isthe fact that 1982 was one of the lowest rainfall years and 1983 one of the best. So
the 1984 wage increase might have involved some “catching up” in the agricultural sector.
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reliable estimate of annual average growth tell avery different story—both
sources point to an acceleration in the rate of growth of agricultural wages,
from 3.1 to 3.3 percent ayear in the AWI data; and from 3.0 to 3.7 percent
ayear in the CoC data.

The conclusion that agricultural wage growth collapsed is now explained.
If asemi-log regression estimate of the AWI seriesfor the 1980sisinappropri-
ately juxtaposed with NSSO agricultural wage growth between 1993-94
and 1999-2000 (2.6 percent), and if, inappropriately again, the earlier period
is believed to be pre-reform and the latter post-reform, then it does appear
that wages of agricultural workers collapsed to half their pre-reform level.

Pre- and Post-Reform Economic Performance: A Review of the Evidence

Asdiscussed earlier, itisincorrect to define the pre- and post-reform periods
according to the availability of NSSO large-sample data. Tablel7 documents
the growth rates according to NSSO survey dates, and according to dates
corresponding to reform periods. Growth results are presented for the two
pre-reform periods: 1972—73 to 1991-92 and 1980-81 to 1991-1992. The
post-reform period is defined as 1991-92 to 2003-04. Note that the cusp
year, 1991-92, is considered asbeing part of both the pre-reform and the post-
reform periods. There are arguments that it should belong to both periods

TABLE 17. Pre- and Post-Reform Wage Growth
Including crisis year (1991-92)  Excluding crisis year (1991-92)

Post- Post-
Pre-reform reform Pre-reform reform
Category 1972-91 1980-91 1991-2003 1972-80 1980-90 1992-2003
Employment (in millions), 2.0 2.4 1.7 2.0 2.4 1.6
NSSO
GDP, per capita (A) (NA) 2.3 3.1 4.0 2.5 3.5 4.3
Wage, farm laborer 2.0 3.1 3.3 2.5 4.1 3.1
(AWI, real)
Wage, farm laborer 2.0 3.0 3.7 2.3 3.5 3.7
(CoC, real)
Private income, per worker 1.8 1.6 4.4 2.2 2.3 4.7
(NA and NSSO)
Population 2.2 2.1 1.6 2.2 2.1 1.6
Population (age 15-59) 2.6 2.3 2.6 2.3

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000;
Handbook of Statistics on Indian Economy (2004) published by Reserve Bank of India; Agricultural Wages in
India and Cost of Cultivation survey of principal crops published by Ministry of Agriculture, Government of
India; National Accounts (NA) database developed by Economic and Political Weekly; population data are
from Census of India 1981, 1991, and 2001 and for period 1981-91 and 1991-2001.
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or to neither period. If the crisis year is excluded, the reform period shows
a greater acceleration in growth. Consequently, to present a “worst case”
picture of the reform period, the discussion below pertains to only the
comparison that includes the cusp year in both periods.

Employment growth slowed in the post-reform period, asdiscussed earlier.
No matter what the income indicator used (GDP per capita, private income
per worker, agricultural wages), the post-reform period showsan acceleration.
Thereisthuslittle evidence that the reform period was bad for the average,
or the agricultural, worker.

Figure 2 documents the data on agricultural wage growth. Figure 2a
shows the correspondencein thereal wage levels of the AWI and CoC wage
series; the two are near identical for several end-points: 1970, 1980, 1990,
and 1999, but there is great divergence for the years 1985-89. In these
years, the AWI wage levels are considerably higher than the CoC wage
levels; hence, it isno surprisethat the wage growth figuresfor the AWI series
are higher for the 1980s. Figure 2b illustrates the differences as reveal ed by
semi-log regressions; adeclinein the slope for the AWI is observed for the
1990s (from a 4.4 percent annual trend to a 3.1 percent annual trend), while
the CoC series shows a constancy.

FIGURE 2. Agricultural Wages
a. Wage Growth, 1970-2003
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(Figure 2 continued)
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(Figure 2 continued)
b. Wage Growth Trends, 1980-2003
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c. Rolling Regression Results for Agricultural Wages and GDP per capita, 1971-2004

Rolling Regression Results
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Source: Agricultural Wages in India (AWI) and Cost of Cultivation (CoC) survey of principal crops, published
by Ministry of Agriculture, Government of India. AWI data are not available after 1998 and CoC data are
not available after 2000. They are constructed using the growth rate of respective wages obtained from the
Indian Labour Journal.
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Figure 2c reports the results for a rolling regression for the two wage
seriesand GDP per capitagrowth; the estimates arefor aten (and five) year
initial window period 1970-79, and then for subsequent ten-year periods
obtained by adding and subtracting one year; for example, thefirst estimate
isfor the period 197176, the next for the period 1972—77, and so on. This
figure clearly showsthat GDP per capitahas steadily accelerated toagrowth
rate of 4 percent ayear. Both the AWI and CoC wage series accelerate to over
8 percent ayear inthe mid-1970s, only to collapseto 2 percent ayear inthe
years ending 1980 (AWI) and 1982 (CoC). Both wage series then reach a
local peak in 1986 (a growth rate between 6 and 8 percent ayear) and then
fall toalow in 1991 or 1992. By 200304, both wage seriesrevea agrowth
rate close to 4 percent.

This section has presented all the data available for the period 1970—
2003. Regardless of the definition of wages used, or whether the crisis year
should or should not be included in both periods, there is no evidence to
support the conventional wisdom of a precipitous decline in the rate of
growth of wages of the poor. *? Indeed, the evidence pointsto a small accel-
eration. The other derived conjecture of the reform criticsis that given the
“reality” of awage growth decline, it would be consistent to expect that in-
equality increased with economic reforms. But aswe have just documented,
therewas no declinein wage growth of agricultural workers. Inequality out-
comes are a function of several factors, and as the next section shows, the
net effect of the various factors on inequality trends has been close to zero.

What Happened to Inequality after the Reforms?

The controversy over what happened to employment, unemployment, and
agricultural wagesisunderpinned by one common belief: economic reforms
initiated in 1991 and continued by every government since then, led to an
increase in inequality. The primary basis for this conclusion is the 1999—
2000 NSSO consumer expenditure survey. Consumption inequality for this
fiscal year is aleged to have been significantly higher than inequality in
1993-94. (As discussed earlier, this comparison is inappropriate since re-
forms were initiated two to three years before 1993-94.)

32. Only one data source (AWI) shows a decline in the rate of growth of agricultural
wages, which isobserved if the crisisyear 1991-92 is excluded from the analysis. However,
even in this specification, the alternative CoC wage series actually shows an acceleration
in wage growth, from 3.5 percent ayear from 1980 to 1990 and 3.7 perent ayear from 1992
to 2003.
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Besides, and to make the inference about a pervasive inequality change
even more problematic, the definition of some major items of consumption
underwent amajor change in the 1999-2000 survey. So a strict, noncontro-
versial comparison of consumption inegquality between the two fiscal years
isjust not possible.®® Even if acomparison is made, as attempted by various
authors, the nominal changeininequality observed betweenthetwoyearsis
lessthan 8 percent, and the higher level of inequality in 1999-2000isdlightly
less than that observed in the pre-reform years 1983 and 1987-88. In other
words, even the worst case estimates of inequality changein the 1990s still
reveal alevel of inegquality less than that observed in the years preceding
the reforms.

Thisconclusion diverges considerably from the findingsthat consumption
inequality worsened sharply after the economic reforms in 1991. Several
articlesin Deaton and Kozel attempt to document this worsening “trend.” 3
In another prominent study, Deaton and Dreze conclude: “Except for the
absence of clear evidence of rising intra-rura inequality within states, we
find strong indications of a pervasive increase in economic inequality in
the nineties. Thisisanew development in the Indian economy: until 1993-94,
the all-India Gini coefficients of per capita consumer expenditure in rural
and urban areas were fairly stable. Further, it is worth noting that the rate
of increase of economic inequality in the nineties is far from negligible’
(emphasis added). * Sen and Himanshu wrote: “It is now certain that eco-
nomic inequality increased sharply during the 1990s in all its aspects and,
as aresult, poverty reduction deteriorated markedly despite higher growth”
(emphasis added).%®

It bears emphasisthat Sen and Himanshu do not offer any direct evidence
of increased inequality in the 1990s; their indirect evidence consists of a
mixing of dataon different definitions of consumption in the different survey
years. Deaton and Dreze arrive at their conclusion on the basis of asynthetic
estimate of the old definition of consumption in 1999-2000, a variable for

33. The changing definitions are as follows. al goods are one of three types: food,
durables, and nondurables, nonfood (NDNF). Before and including 1993-94, data on food
consumption was collected on athirty-day recall basis; in 1999-2000 food information was
collected on both a thirty- and a seven-day basis. Data on durables were gathered on a
thirty-day and annua basis through 1993-94, and then only annually in 1999-2000. Data
on NDNF were collected on a thirty-day basis throughout. How these changing definitions
affect both the mean and the distribution is a subject explored in considerable detail in
Bhalla and Das (2004).

34. Deaton and Kosel (2005).

35. Deaton and Dreze (2002, p. 3740).

36. Sen and Himanshu (2004b, p. 4361).
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which information was not gathered in the 1999-2000 survey. Thisthey do
on the basis of some very plausible assumptions.

Trends in Consumption Inequality

There are two possible adjustments that can be made to the 19992000 sur-
vey to make the consumption definition compatible with the 1993-94 survey
(and earlier surveys). One method isto adjust the 19992000 new consump-
tion datato conform to the 1993-94 old consumption definition.®” The second
method is to make 1993-94 compatible with the 1999-2000 definition.®
Both adjustments are imprecise but nevertheless meaningful.

Figure 3 presents data for real consumption inequality from 1951 to
1999-2000. Data for 1951-82 are from the WIDER income distribution
database, and those from 1983 to 1999—2000 are derived from our own calcu-
lations. The Planning Commission price deflator for each state and the rural -
urban categories is used to deflate nominal expenditures. For 195163, a
sharp declinein consumptioninequality is observed; for the next forty years,
the Gini varied in a very narrow range, 0.30 to 0.32. Rea consumption

FIGURE 3. Consumption Inequality (Gini) in India, 1951-99
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Note: Data from 1951 to 1982 from WIDER income distribution database; from 1983 onward, authors’
computations. Nominal expenditures deflated by the state, urban/rural price indices.

37. Deaton and Tarozzi (2000) advocate this approach.
38. This method is put forth by Sundaram and Tendulkar (2003).
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inequality in the much discussed 1993-94 to 1999-2000 period went up a
paltry 4 percent.

Thisinequality result is at sharp variance with the conventional wisdom
of a“pervasive” increaseininequality inthe 1990s. Thelargest suchincrease
isreported by Deaton and Dreze, a7.8 percent increasein nominal inequality
between 1993-94 and 1999-2000 (variance of logs measure of inequality).*
Using Sundaram and Tendulkar’ s new definition, thereal inequality increase
during that period was only 4.2 percent.

No matter what the definition of consumption (old or new, nominal or
real), the conventional result that inequality worsened sharply in the 1990s
isjust not obtained. All seriesindicate anincreasein inequality inthe 1990s;
the magnitude of this change, however, is very small (less than 8 percent).
Further, real inequality seems not to have worsened as much as nominal
inequality; the magnitude of change is about half that of change in nominal
inequality (around 4 percent). Finally, for al the definitions of real inequality
change in the 1990s relative to the 1980s, there is an improvement in in-
equality; for all the nominal changes, the net change in inequality ismildly
positive.

NSSO consumption data, like the wages and income data reported later,
do not show any significant change between 1983 and 2000. The data indi-
cateavery mildV shaped patternfor inequality with thetwo end years, 1983
and 19992000, forming the ends of the V.

CONSUMPTION INEQUALITY: NSSO E&U SURVEY. In 1999-2000, the NSSO
E& U survey aso collected data on consumption expenditures (in addition
to the data on employment and wages). The schedule of questions on con-
sumption was a compressed one, especially relative to the more exhaustive
set of questionsinthe NSSO CE survey. Sundaram and Tendulkar compare
the two NSSO 1999-2000 consumption estimates (CE and E& U) and con-
clude that average consumption levels are comparable for a broad set of
goods and that the per capita consumption average of the E&U survey is
“uniformly” lower than the CE estimate by about 10 percent. If so, the
inequality estimate of the E& U survey can be taken to be representative of
the underlying distribution. This estimate is lower by about 4 percent than
that indicated by the CE survey. Thus, all consumption dataindicate a near
constancy in inegquality for the period, 1983 to 1999-2000.

CONSUMPTION INEQUALITY: RATIO OF URBAN TO RURAL CONSUMPTION. Both
Deaton and Dreze and Sen and Himanshu use an additional indicator of
inequality trends: the change in the ratio of average urban to average rural

39. Deaton and Dreze (2002).
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consumption. Though there is no theoretical linkage, both sets of authors
assumethat arisein the ratio implies an increase in inequality. Anincrease
in the ratio is indeed observed in both real and nominal terms. But change
in this ratio does not correspond with change in inequality. The ratio in-
creases by about 11 percent between 1983 and 1993-94 and by 8 percent
between 1993-94 and 1999-2000. However, thisincrease is consistent with
inequality improving during thefirst period and inequality mildly worsening
in the second period. This suggests that the urban-rural ratio of average
consumption is not areliable indicator of inequality change.

CONSUMPTION INEQUALITY: ADJUSTED NSSO CONSUMPTION. One additional
estimate of consumption inequality is presented in table 18.° The estimates
showing a decline in poverty for India (and several other devel oping coun-
tries) are suspect because in the 1990s, the growth in mean consumption as
measured by surveys was considerably lower than the growth in mean con-
sumption shown in national accounts.® Thisis one bias that would tend to
indicate that poverty levels in the 1990s were overstated. A bias in the op-
posite direction stems from the likelihood that consumption by therich is
underestimated in the surveys; hence, survey averages would tend to over-
state the consumption of the poor. What is needed is an adjusted estimate
of the survey mean; one such estimateis provided by “ correcting” the NSSO
data for the systematic measurement error that is introduced because the
NSSO survey captures areduced amount of total consumption (as revealed
by the national accounts). The NSSO survey and national accounts estimates
are“matched” for nineteen items, and the matched estimate is taken to be the
trueleve of aggregate consumption. For example, in 1999-2000, cereal con-
sumptioninthe survey was 17.5 percent bel ow the national accountsestimate,
so each survey household's per capita cereal consumption is increased by
17.5 percent. If a poor household did not consume any “motorcycle,” the
“motorcycle error” would not be transmitted to its adjusted consumption.
This method does not suffer from definitional or measurement problems,
but it does assume that the national accounts per capita consumption esti-
mates of different goods are correct.

Theinequality levels of the marked-up adjusted consumption are higher
than the NSSO survey consumption, by about 10 percent. In other words,
once the data are adjusted for all of the“missing” consumption, inequality,

40. This estimate was first presented in Bhalla (2002a, 2002b), reproduced in Deaton
and Kozel (2005).
41. This point is discussed extensively in Bhalla (2002a, 2002b).
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TABLE 18. Consumption Inequality, per Capita Expenditure, NSSO Data, 1983
to 1999-2000

(log) Change, %

1999-2000
Consumption category 1983 1987 1993-94 1999-2000 Period | Period Il over 1983

Nominal expenditures

0Old definition of 0.33 0.33 0.33 n.a. n.a. n.a. n.a.
consumption (Gini)®

New definition of 0.30 0.30 0.30 0.32 -0.7 6.0 5.3
consumption (Gini)®

National accounts- 0.36 na. 0.35 0.37 -2.8 5.6 2.7
adjusted consumption
(Gini)®

Urban/rural ratio of mean consumption

0Old definition of 146.2 155.8 162.8 n.a. 10.8 n.a. n.a.
consumption®

New definition of na. na. 162.8 175.9 n.a. 1.7 n.a.

consumption®
Real expenditures®

0ld definition of 0.32 0.31 0.30 n.a. -5.2 n.a. n.a.
consumption (Gini)®

New definition of 0.29 0.28 0.28 0.29 -6.2 3.9 -2.3
consumption (Gini)®

National accounts— 0.35 n.a. 0.33 0.35 -b.9 59 0.0
adjusted consumption
(Gini)®

Urban/rural ratio of mean consumption

0ld definition of 110.0 107.8 116.8 n.a. 6.0 n.a. n.a.
consumption®

New definition of na. na. 116.9 124.8 n.a. 6.5 n.a.

consumption®

Source: NSSO Consumer Expenditure survey for years 1983, 1993-94, and 1999-2000, National Accounts
data from CSO and EPW CD-ROM.

n.a. Not available.

a. For old and new definitions of consumption, see text.

b. National accounts—adjusted refers to the adjusted per capita consumption, with adjustments made at
the household and item level, that is, by “matching” of item expenditures, in survey and national accounts.
See text for details.

c. The rural-urban state poverty line is used as the price deflator.

at any point intime, is higher by 10 percent. Thisis consistent with the be-
lief that the rich understate their consumption by a greater degree than do
poor people. However, the inequality trend according to marked-up con-
sumption isexactly the same as the unadjusted consumption. For the adjusted
data, thereal Gini in 1983 was 0.35, which declined to 0.33 in 1993-94 and
returned to 0.35 in 1999-2000. In other words, the adjusted data show a



Surjit S. Bhalla and Tirthatanmoy Das 223

mildV and no change between the pre- and post-reform periods—the same
result shown by unadjusted consumption data.

Callecting al the available data, the overwhelming conclusion is that
there has been no trend in per capita consumption inequality between 1983
and 1999-00. For the two post-reform years 1993-94 and 19992000, in-
equality increased mildly, with the most extreme estimate of the change
being only 7.8 percent.*

Trends in Wage and Income Inequality

Unlike the NSSO consumption surveys, the NSSO E& U data do not have
any definitional problems and the wage data can be used to assess changes
in wage and income inequality. These surveys are arich source of data on
those individuals who report wage and salary income; and for this popu-
lation, the trend in wage inequality is easily estimated. By use of asimple
human capital model, wage incomes can be derived for those workers (self-
employed and family workers) for whom wage data are not reported. This
allows for an approximation to trends in overall income inequality.

INCOME INEQUALITY CHANGE, 1975-76 To 1994-95. Figures4 and5 docu-
ment the results on al the income inequality surveys conducted in India.
The only organization to collect complete data on income distribution in
Indiaisthe NCAER. Two of its surveys, in 1975-76 and in 1994-95, were
national in coverage. These NCAER surveysindicateanincreasein inegual -
ity of only 10 percent for the twenty-year period (Gini values of 0.39 and
0.43 in the two years).

The NSSO per capitaincome dataisincomplete; it containsinformation
on wages but has no data on earnings from self-employment or capital. The
datacan be made“ complete” by estimating an earningsfunctionmodel. This
model uses information on years of education, experience, and experience
sguared to separately estimate an income function for urban and rural areas
and for males and females. From an imputed wage for each worker, total and
per capita wage income for each household is derived.

A cross-check on this imputed NSSO income distribution is provided
by comparing it to the distribution obtained from the complete NCAER data
(complete in the sense that the organization collected information on all
sources of income from all members of the family). The 1975-76 NCAER
distribution has a Gini of 0.39, not much different from the adjusted NSSO

42. Deaton and Dreze (2002).
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FIGURE 4. Income Inequality in India, 1955-99
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FIGURE 5. Income Inequality, by Percentiles, NSSO Data, 1983-99
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Gini of 0.42 for 1983; the 1994-95 NCAER distribution has a Gini of 0.43,
alevel very similar to the NSSO adjusted Gini of 0.41 for 1993-94.

The Gini for NSSO real wage inequality declinesfrom 0.39in 1983 to 0.37
in 1993-94 and then rises to 0.41 in 1999-2000—the same pattern as that
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obtained for nominal wages.* A different inequality measure, the variance
of logs, shows areverse pattern, that is, apeak ininequality in 1993-94 and
alarge decline (about 25 percent) thereafter. In other words, depending on
the measure of inequality, wage inequality either increased in the 1990s by
a small amount (Gini) or decreased by a large amount (variance of logs).
But in all cases, the 1999-2000 level islittle different than the 1983 level.
Thisdifferencein the Gini and variance of log measures results most likely
occurs because the Gini is more sensitive to changes near the middle of a
distribution.

That thisisindeed the case is indicated by the NSSO percentile data on
wages and wage growth. Figure 5 plots these data for the period 1983 to
1999-2000. The poorest tenth and twentieth percentiles gain relative to the
ninetieth percentile, between 1993-94 and 1999-2000.

INCOME INEQUALITY WORSENING: YET ANOTHER ESTIMATE. This constant in-
equality pattern for the 1990s (relative to the 1980s) is far removed from
the conventional wisdom, where it is more or less assumed that not only
did inequality worsen after the reforms, but that it did so by alarge amount.
One study by Banerjee and Piketty uses data on income taxes (paid by less
than 3 percent of the population) to derive conclusions about changes in
overal income distribution.* This heroic study has been much cited as
corroborative “proof” that inequality worsened in India since the economic
reforms. Banerjee and Piketty conclude that the top 0.01 percent of Indians
had faster growth than the average (“the rich got richer”) and that this
phenomenon had “anon-trivial impact on the overall income distribution.”
In their 2005 update, Banerjee and Piketty warn that “if the same pattern of
divergence between the rich and the rest that we saw over the past decadeis
repeated over the next decade, the income distribution consequences will
be much more drastic than what we have so far seen.”*

But this conclusion does not follow from the data and analysis that they
present. The changein status of thetop 0.01 percent will have precious little
bearing on inequality unless the same change is enjoyed by, say, the top 1
or 2 percent or perhaps even the top 10 percent. For example, inequality is
likely to improve if the top 0.01 percent gains (relative to the average) and
the top 1 percent loses (again, relative to the average). The net effect is an

43. Real wage income figures are obtained by deflating nominal wage incomes by a
price deflator which varies across states and regions (urban and rural).

44, Banerjee and Piketty (2003). See also Banerjee and Piketty (2005).

45, Banerjee and Piketty (2005, p. 528).
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improvement in overall inequality since the top 1 percent has 100 timesthe
weight of the top 0.01 percent.*

But evenif thetop 1 percent of taxpayers had faster-than-average growth,
itis gtill questionable whether inequality would worsen. The Banerjee and
Piketty conclusion rests on the assumption that rates of tax compliance re-
main unchanged. Whether they have or not isan empirical matter, and there
is strong evidence suggesting that income tax compliance rates have in-
creased markedly, and in a nonlinear fashion.* In other words, there is a
“missing middle” in India’s tax returns. Both the richest and the poorest of
the 20 percent of India’s population that is tax eligible have much higher
compliance ratios (about 30-50 percent) than the less than 10 percent tax
compliance ratios of those in the middle of the tax distribution.

Even worse for the Banerjee and Piketty analysis and conclusion is the
fact that their own Pareto-constructed income data show that inequality
improved in the 1990s. Table 19 reports the Banerjee and Piketty synthetic
estimates (Pareto distribution derived from tax data) of income (in 1999—
2000 prices) for the top 0.01 percent of the population, the top 1 percent,
the 99th percentile, and so on for 1992—93, 1993-94, and 1999-2000. NSSO
worker distribution for 1993-94 is used as a benchmark and the Banerjee
and Piketty growth rates are imposed on this distribution, along with the
growth in average per worker incomes for the bottom 98 percent of the
worker population.

What Happened to Poverty in the 1990s?

The pace of poverty reduction is a function of two important variables (in
addition to the shape of the distribution close to the poverty ling): the rate
of incomegrowth, and the changeininequality.* If inequality stayed approx-
imately the samein the 1980s and 1990s, then the pace of poverty reduction

46. One discussant, Kaushik Basu, claimed in his comments on our paper that the
Banerjee—Piketty study does lead to the logical inference that there was an unambiguous
increase in income inequality: “The [Banerjee-Piketty] claim is that inequalities have gone
up, because 0.01 percent have a high growth, so the top end of income is pulling up very
rapidly.... [W]hat you get is Lorenz curve pulling down. If the Lorenz curve is pulling
down, then by virtually any measure of inequality, inequality hasgone up.” Both theoretically
and empirically, we disagree. If the top 0.01 percent has a higher rate of growth than the
average, and the top 1 percent a lower than average rate of growth, then, all else being
equal, inequality has improved. Thisis indeed what occurs with the Banerjee-Piketty data
(see table 19).

47. For evidence on increasing tax compliance, see Bhalla (2002b, 2004c); and Kelkar
(2002).

48. On the shape of the distribution close to the poverty line, see Bhalla (2002a, 2002b).
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TABLE 19. Banerjee-Piketty Data Indicating Income Inequality Improvements
in the 1990s

Cumulative growth

Level (in Rs. 000) (%)
Income class 1992-93 1993-94 1999-2000 1992-99 1993-99
Above 99.99 percentile 1,161 2,428 4,034 247.6 66.2
Above 99 but below 99.99 126 157 191 51.6 21.7
Top 1 percent 136 180 230 68.3 27.7
99th percentile 73 90 88 20.0 -3.0
Top 2 percentiles 105 135 159 51.4 17.4
Average worker income 20 21 29 43.9 39.9
Gini 0.4203 0.4203 n.a. 0.4198*  0.4079°
Variation of logs 0.7240 0.7240 n.a. 0.7206*  0.7053¢

Source: Banerjee and Piketty (2003) for growth in wages of the top 2 percent of the population; average
worker income is the ratio of private income (national accounts) and number of workers in the economy
(NSSO surveys); the distribution of per worker income is obtained from NSSO E&U survey, 1993-94.

a. Derived indexes with the NSSO income distribution data for the base year (1992-93 or 1993-94) and
Banerjee-Piketty percentile growth rate for the intervening years.

n.a. Not available.

can only slow in the 1990s if the rate of consumption growth declines. But
aswe havejust seen, al indicators of income change show an acceleration in
per capitagrowthinthe post-reform period. So the pace of poverty reduction
should have been faster inthe 1990s, but it is observed to be lower. Why? The
answer isthat the NSSO consumer expenditure surveys have been capturing
less and less of the consumption asindicated by the national accounts, with
the consequent result that the growth of per capita consumption, according
to the NSSO consumption surveys, has only been a cumulative 8 percent
between 1993-94 and 1999-2000; some authors argue that the cumulative
six-year growth in expenditures of the poor was no more than 3 percent!
According to the national accounts data, per capita consumption grew at an
annual rate of 3.2 percent in the 1990s; the NSSO-based growth rate was
only 1.3 percent a year.

Table 20 provides a comprehensive listing of all the different growth
ratesin thetwo NSSO periods. Only the NSSO consumption growth shows
a constancy; all other estimates (including the NSSO E& U surveys) show
a sharp acceleration. The magnitude of average growth in the 1990s by all
NSSO nonconsumption survey sources is also considerably higher—by at
least 1.5 percentage pointsayear, or 9 percent over six years. This puts into

49. See Sen and Himanshu (2004a, 2004b).
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TABLE 20. Per Capita Annual Growth in the 1980s and 1990s: Alternative
Estimates

1983 to 1993-94 to 1983 to
Indicator 1993-94 1999-2000 1999-2000
GDP (National Accounts) 5.1 6.5 5.6
GDP per capita (National Accounts) 3.0 4.5 3.6
Per worker income (National Accounts) 1.6 5.6 3.1
Rural wages (NSSO) 2.5 4.1 3.1
Urban wages (NSSO0) 2.4 4.9 3.3
Agricultural worker wages (NSSO0) 2.6 2.6 2.6
Per capita consumption (National Accounts) 1.5 3.2 2.2
Per capita consumption (NSSQ), old definition 0.8 1.82 1.2
Per capita consumption (NSSO), new definition 1.2 1.3 1.2
Poor rural workers (Sen and Himanshu) n.a. 0.5 n.a.

Source: NSSO Employment and Unemployment surveys conducted in 1983, 1993-94, and 1999-2000;
Handbook of Statistics on Indian Economy (2004) published by Reserve Bank of India; Government of India;
National Accounts (NA) database developed by Economic and Political Weekly; Census of India 1981, 1991,
and 2001; Sen and Himanshu (2004a).

a. Obtained from Deaton and Dreze (2002).

n.a. Not available.

perspective the needless debate in the poverty literature in India on the
likely percentage by which the NSSO consumer expenditure survey data for
19992000 overstated mean expenditures. The maximum possible over-
statement in total 19992000 expenditures is considerably less than 2 per-
cent, amagnitude closeto the differencein annua growth between the NSSO
consumption survey and other datal!

The different NSSO survey estimates of cumulative growth between
1993-94 and 19992000 (the difference that is relevant for poverty calcu-
lations) diverge by about 20 percentage points—8 percent for consumption
growth compared with 28 percent for growth in rural incomes. An adjust-
ment of 1 or 2 percentage points in consumption due to overreporting of
food expendituresin 1999-2000 istherefore very, very minor. Thus, the sig-
nificant “growth gap” between average wage growth and average per capita
rural consumption growth during the 1990s dwarfs any calculations of the
over- or underestimate of mean per capita expendituresin 1999-2000. The
NSSO average consumption growth for six years in the 1990s is equal to
the NSSO rura income growth for one year and four months; and Sen and
Himanshu’s cumulative consumption growth of only 3 percent in the 1990s
is achieved by an average NSSO agricultural wage worker in little over a
year, and by arural wage worker in only three months.
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A worst case estimate of average consumption growth is obtained by
taking the wage growth achieved by the poorest of the poor, agricultural
workers. And the poorest workers achieved annual growth of 2.6 percent
for sixteen-and-a-half years. If thiswage growth isimposed on the consump-
tion distribution of 1983 (the most unequal distribution for al the NSSO
large sample survey years), then poverty levels for different years can be
generated. These poverty levels will be different from the officia levels
because of differences in growth; the distribution remains relatively most
unegual for the 1983 distribution. If the growth rates are worst-case esti-
mates, so arethe derived poverty levels, and changes. The predicted poverty
level in 1999-2000, on the basis of average per capita consumption growth
being equal to the growth in incomes of the poorest workers (2.6 percent a
year), isonly 13 percent, fully half the official head count ratio of 26 percent.
Note that average annual rural wage growth in the 1990s was much higher
than 2.6 percent, and imposition of this larger growth would obviously
imply an even lower poverty level in 1999-2000. This simulation vividly
illustrates the magnitude of the upward bias in poverty calculations that
resultsfrom assuming that the average per capita NSSO consumption growth
reflects redlity.

Conclusions

The accepted view about the behavior of the Indian economy before and
after the reforms is as follows. In the 1980s economic growth averaged
around 5.5 percent a year. Population growth was around 2 percent, so per
capita growth averaged 3.5 percent. Employment growth was more than
2.5 percent, and unemployment rates were low. Rural India, where most of
the poor reside, benefited enormously as wages of agricultural workers ex-
panded at arate of about 4-5 percent each year.

At the end of the 1980s, the Indian economy ran into a balance of pay-
ments crisis, and, in response, the Government of India instituted major
economic reforms in the short space of two years, 1991-93. The nature of
these reforms was not controversial, and every government since then has
continued with them. According to the conventional view, however, these
reformsdid not materially benefit the economy. The GDP growth rate stayed
the same, and employment growth collapsed to about 1 percent ayear. Follow-
ing this apparent slackening in demand, unemployment rates skyrocketed,
and agricultural wage growth fell to half its pre-reform rate. Because the
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reforms were oriented toward the rich, urban parts of the economy, this
sector benefited disproportionately more. Aggregate inequality worsened,
and worsened significantly.

There are debates within this overall story, but the broad parameters are
accepted by most economists, sociologists, policymakers, and politicians.
The objective of this paper was to take a second look at the conventional
conclusions; by doing so, wefind that virtually every conclusion noted above
is either unsupported or reversed. In thelast few years, annual GDP growth
of around 7 percent now makes the post-reform GDP (and GDP per capita)
growth significantly higher than it was before the reforms. Regarding em-
ployment, evaluation of census and NSSO data indicates that the rate of
growth in the supply of working-age people declined by 0.3-0.7 percent a
year in the post-reform period. This demographic shift has been ignored by
most analysts who have examined the slow job growth of the 1990s. If the
size of the potentia labor force has declined, it means that employment
growth hasto beless (and wages higher) to keep thelabor market in equilib-
rium, all else being equal. Further, NSSO employment data for the period
200003 (also considered aperiod of jobless growth) shows healthy growth
of 2.9 percent a year, a pace well above growth of potential labor supply
(around 2 percent a year).

On deeper examination, the conclusion that the growth rate of agricultural
wages collapsed is also shown to be wrong. Although Sundaram and
Ahluwalia had pointed out that the NSSO dataindicated no declinein wage
growth in the post-reform 1990s, thisfinding wasignored by most analysts.®
Examination of all the non-NSSO data on agricultural wages also indicates
no support for the view that wages collapsed; instead, overwhel ming support
isobtained for the conclusion that wage growth of poor agricultural workers
at least stayed constant. NSSO data reveal that wage growth of rural and
urban workersaccel erated sharply in the post-reform period. Unemployment
rates, while higher in 1999-2000 than in 199394, were till lower than the
levels prevailing in much of the pre-reform period. By 2003 unemployment
rates had declined to a near thirty-year low (and were much lower than that
they had been just four years earlier in 1999-2000).

Data on both consumption and incomeinequality were examined in detail.
Both consumption and income data reflect the mildest of inverted V's, with
the pre-reform period being one end and 1999-2000 being the other, and
1993-94 being the low point of inequality. However, the improvement
between 1983 and 1993-94 is less than 9 percent, and the subsequent

50. Sundaram (2001a, 2001b); Ahluwalia (2002).
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worsening was only about 4 percent or so. Thus, the post-reform year
19992000 is observed to have marginally lower inequality than either of
the two pre-reform years, 1983 or 1987-88.

Thus, one consistent view of the economy has been replaced by another
consistently opposite view. Previously, it was thought that reformswere not
effectivein raising aggregate growth, employment, and wages. Because the
reformsinvol ved some macroeconomic policies, such asdevaluing the rupee,
reducing tariffs, making the economy more open, and making exports com-
petitive, critics of the reforms did not ask why these seemingly sensible
policies were not having a positive effect. However, no one, not even the
critics, has questioned the basic thrust of economic reforms: the necessity
of opening up the economy, the reduction in import tariff rates to inter-
national levels, the goal of making the rupee more competitive, and the
abolition of the industrial licensing system.

The new picture we show here is also consistent: the reforms were re-
markably successful in generating jobs and reducing unemployment rates,
and the data used are the same as those arguing the opposite. For some of
the revised conclusions, there is the advantage of having additional data,
but most previous findings were questionable even based on old data. One
explanation for the (faulty) previous set of findingsisthat like news, research
occursin waves. Researchers “build” on prior research, sometimes with an
ideological filter. So a wave of opinion becomes a new “reality.” And this
reality can become policy, as hasrecently occurred in India. Unemployment
rates are at historic lows, the unemployed are found to be the educated
nonpoor, and yet the government, perhaps aided by the previous jobless
growth “findings,” decidesto embark on an employment guarantee scheme
for the rural unemployed—a category of workers showing the least amount
of unemployment.
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Comments and Discussion

Kaushik Basu: How successful have the Indian reforms of the early 1990s
been? This question has been the source of much controversy, heartburn,
and debate. The aim of the paper by Surjit Bhalla and Tirthatanmoy Dasis
to contribute to this debate by |ooking at three broad parameters of perform-
ance: job creation, poverty, and inegquality. Toward this objective the authors
marshal an extremely impressive range of data sources—various rounds of
the National Sample Survey—including Employment-Unemployment and
Consumer Expenditure surveys, data from Agricultural Wagesin Indiaand
Cost of Crop Cultivation surveys, and more. This empirical reach is com-
mendable, and learning how the numbers are collected and collated makes
for interesting reading.

Nevertheless, the paper fails to persuade because it attempts to slay too
many dragons. The paper beginsby outlining along list of * accepted views’
about what has happened to growth, employment, poverty, and inequality,
with the aim of taking a “second look” at all these conventional wisdoms,
and “by doing so,” Bhallaand Das find that “virtually every conclusion ...
is either not supported or reversed.” Now, whenever an author finds that
“virtually every” conventional wisdomiswrong, clearly the sensible strategy
is to question one's own analysis, instead of everybody else’s. And if the
authors of this paper had done so, they would have themselves discovered
most of the flaws that | discuss below.

The main problem of the paper is—over-zealousness. In evaluating the
reforms, the authorsrefuse to give aninch. Everything, it seems, hasturned
out for the better. The subtext is that no government intervention is needed.
All ishunky dory. The paper ends up, effectively, as an endorsement of the
BJP-government slogan “India shining.”

Conventional Wisdom

Let uslook into their argument in some detail. First of all, what Bhallaand
Das describe as conventional wisdom, held by virtually al Indian econo-
mists, is not so. For instance, they say “the conventional view” is that the
“GDP growth rate remained the same” before and after the reforms and
that poverty did not decline. On the contrary, thereiswidespread agreement

234
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that the post-reform GDP growth rate is higher—somewhat, compared with
the 1980s, and, significantly, compared with earlier times. Likewise, there
is increasing agreement that poverty, as defined by the percentage of the
population below the poverty line, had gone down by the end of the 1990s.
It istrue that the fifty-fifth round of the NSSO, because of its effort to col-
lect dataon consumption for both thelast seven daysand the last thirty days,
creates comparability problems with previous NSSO surveys. But, thanks
to two excellent papers, by Deaton and by Sen and Himanshu, we have as
good insightsinto poverty changes as can be gleaned from the data.* And it
is evident that, although the decline is not as sharp as had been claimed by
the then-BJP government, poverty has gone down.

The other two conventional wisdoms are rightly described in the paper.
Itiswidely believed that the higher growth of the 1990s has not been accom-
panied by acommensurate growth in jobs and that inequality—regional and
persona—has gone up.

Asaconsequence, the paper haslittleto add on GDP growth and poverty.
What istherefore of potential interest iswhat it hasto say on “joblessgrowth”
and inequality. The paper’s conclusions on inequality—namely, that every-
body else is wrong—turns out, on inspection, to be invalid. The discussion
on jobless growth is more interesting. The numbers here are messy enough
that one cannot reach an easy conclusion. But the data collated and organized
in this paper is, in itself, deserving of attention.

Jobless Growth

The authors’ basic contention is that the number of new jobs created each
year sincethereformsmay below, but that does not trand ateinto ahigh un-
employment rate because the increase in labor force has itself been low.
They construct this finding by using a variety of interesting data sources.
While their final conclusion does not stand up to scrutiny, the process of
building up to that conclusion makes for absorbing reading.

Thefinal conclusion is marred by some small flaws and one conceptual
omission. Take, for instance, the authors' observation, “1f inward and out-
ward migration is not significant, then employment growth cannot exceed
[the] rate of growth [of potential labor supply].” *Potential labor supply,” it
is worth reminding the reader, is the total working age population, un-
mindful of whether aparticular person wishesto work or not. Thisdefinition
contrastswith the“labor force,” which consists of the population working or

1. Deaton (2001); Sen and Himanshu (20043).
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looking for work. It isnow easy to seethat the quoted sentenceisinvalid and
occurs because of an elementary confusion between “level” and “growth.”
Itisindeed truethat thelevel or size of thelabor force or the size of theworking
population cannot exceed the level of potential labor force. But that is not
so for the growth rates. Consider two years in which there is no change in
the potential labor force. But supposein thefirst year half the peoplein the
potential labor force worked and in the second year everybody worked. In
that case growth in the potential labor force is zero, and growth in jobs is
100 percent, thereby demonstrating the invalidity of the quoted sentence.

It is not as if the authors are unaware of this, as later remarks by them
demonstrate. The source of their mistake is overzealousness. So keen are
they to keep thelabor force growth rate low (sincethat tendsto makethe un-
employment rate low) that they end up making this error. Not surprisingly,
the unemployment rate that they calculate for the year 2003—namely,
2.2 percent—would put Japan to shame.

The handling of dates also raises questions. The paper goes through a
rather convoluted argument to explain why 1990-91 should be treated as
bel onging to both the pre-reform and the post-reform periods. Since 1990-91
wasone of theworst yearsfor the Indian economy, treating it in both periods
immediately ensures that the post-reform changes will look better than the
changes in the pre-reform period.

The more serious mistake is that of not making room for what is known
in the literature as the “discouraged worker effect.”? It is well known that
when the job scenario gets bad and work becomes consistently hard to find,
people often withdraw from the labor market, that is, they become too dis-
couraged to continue searching for work. When this happens, the size of
the unemployed pool (those without work and looking for work) goes down,
and so the unemployment rate goes down. This of course is no reason for
celebration since the improvement in the unemployment rate in cases like
thisissimply a statistical artifact.

Inequality

Turn now to inequality. Bhalla and Das dismiss out of hand Deaton and
Dreze's findings on “the pervasive increase in economic inequality in the
nineties,” as based on “a synthetic estimate.” They also dismiss Sen and
Himanshu’s claims on worsening inequality asaconsequence of their “mix-
ing of data on different definitions of consumption.” But there are many

2. See discussion in Basu, Genicot, and Stiglitz (2003).
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other writers who subscribe to the view of deteriorating inequality in India.
In fact, on thisthe authors are right that thereis near-consensus. And thisis
so for the good reason that inequality has been getting worse for several
decades and particularly in the 1990s.2

Theincrease in inequality istrue whether one looks at overall measures,
such as the Gini coefficient or the variance of logs, or at segments of the
population, such asthe class of income-tax payers. By most overall measures
applied to NSSO data, inequality in 1999 wasworsethanit wasin1993. One
can quibble over whether these are good years to compare and whether
these are the best numbers to look at, but the fact remains that the large
NSSO surveys show aworsening in the 1990s.

Bhalla's disagreement with Banerjee and Piketty is based on a simple
misunderstanding. Banerjee and Piketty show a sharp worsening of income
distribution at the top—namely, that the richest 0.01 percent of the popu-
lation grew sharply richer between 1992 and 1999.4 Their income rose by
an astonishing 348 percent. Banerjee and Piketty do not claim that therefore
inequality increased overall. So Bhalla and Das's claim that during the
same period the top 2 percent of the population had adecreasein itsincome
share, and that this amounts to evidence of “anomalies’ in the Banerjee—
Piketty study, is not meaningful.

On this they also misguote me. My comment was in the context of the
claim made in an earlier version of their paper that Banerjee and Piketty’s
findings are compatible with unchanged inequality “ since it very well might
be the case that the super-rich are taking from the very rich, leaving the
aggregate inequality unchanged” (my italics). | had merely pointed out that,
if the italicized part of the quote were true, then anybody with familiarity
with Lorenz curve analysiswould be able to see that inequality would have
to get worse. So Bhalla and Das's claim was untenable.

Spurious Causality

One widespread weakness is the presumption that whatever happened after
the reforms was caused by the reforms. Throughout the paper the language
used is that of causality between the reforms and changes in the economy.
“The new... picture shows that the reforms were remarkably successful in
generating jobs,” it is pointed out. But no effort is made to link the greater

3. See, for example, Ahluwalia (2000); Rao, Kalirgjan, and Shand (1999); Banerjee
and Piketty (2003); and Basu (2004).
4. Banerjee and Piketty (2003).
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jobs (to the extent that that was so) to the reforms, excepting that the reforms
preceded the jobs.

What this analysis missesis that hundreds of changes are taking place at
any time. And especially in thisage of globalization, when achangein Brazil
or South Africa or the United States can affect outcomes in India, it is not
clear that al changesinthe late 1990s can be attributed to the I ndian reforms
of the early 1990s. The increasing economic inequality is a case in point.
| think this inequality isintimately connected to globalization and techno-
logical changes and would occur in individual countries whether or not
economic reforms had occurred. It may not be a matter of coincidence that
inequality is on the rise in so many nations—the United States, China, and
India. Asthe globe shrinks the lower end of the U.S. l1abor market facesin-
creasing competition from Chinaand India, and so the wages of lower-end
jobsinthe U.S. get pulled down, relatively. Equally, asthe labor market for
skilled workers and professional managers becomes more integrated
globally, the top-end incomes in India and China increase sharply. This
causesinequality in Indiaand Chinato rise. Thisis nicely compatible with
Banerjee and Piketty’s findings regarding Indian inequality.

Moreover, while Indian inequality is huge in absolute terms, it is not
particularly bad in relation to what is happening to other nations. Take the
simple measure of the ratio of the income of a nation’s richest 10 percent
divided by the income of the poorest 10 percent. According to the World
Bank’s Human Development Report, this ratio for Brazil is 85, for China
18.4, for the United States 15.8, and for India 7. So the Indian problem is
big in absolute terms but not in relative terms.

My belief isthat while these largeinequalities are embarrassing, thereis
little that any individual country, especially onethat ispoor and arelatively
small player in the global marketplace, can do about it without driving
away capital and skilled labor. So if inequality isto be tackled, coordinated
global action will be needed. That is something that has to be entrusted to
an international organization. And given that the world does not have an
appropriate organization for this task, it may need to create one.®

Government Interventions

Turning to the subtext of government interventions, that old debate of
“whether markets or governments” isdead, and mercifully so. Most contem-
porary economists recognize that it is not a matter of which but of how

5. | have argued this in Basu (2006).
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much of which and where. | have personally taken the view that in avariety
of market matters, Indianeedsto rely much moreon free contracts, instead of
terms and conditionslaid down by the government. One areain urgent need
of reform on this score is labor market policy, where much more market-
based flexibility is needed. At the same time, when it comes to poverty and
matters concerning basic standard of living parameters, there is need for
purposive government intervention. And for that it is immaterial whether
poverty has gone down or risen and whether inequality today ismoreor less.
What needsto be agreed iswhether thereistoo much poverty and inequality
istoo high. And on this question, anybody who is aware of India’s surging
economy and also sees the roadside dwellers in big cities and reads about
the conditions of farmers in the semi-arid areas of the country can easily
agreethat the huge deprivations suffered by some segments of the population
are wrong.

| am aware that not every wrong can be corrected. As | have already
argued, asingle nation can only do alimited amount to reduce inequality in
today’s globalized world. On poverty and unemployment, thereisalot that
government needs to and can do, and the government should not wait until
we economists have sorted out whether the first-derivative of the trends of
these indicators over the last decades were positive or negative.®

Devesh Kapur: The paper addressestwo politically salient issuesin India—
employment and inequality—that are critical not just to debates on the effects
of reformsbut a so to the evolution of India s political economy. It challenges
the prevailing consensus that reforms have not delivered on employment.
The paper subsequently extendsthe analysisto the other two legs of the holy
trinity of the critiques of reforms—poverty and inequality—and findsamuch
happier story there as well. According to the paper’s analysis, the reforms
have delivered on al three fronts—employment, poverty, and inequality—
and critics are head-in-the-sand Cassandras.

The paper isempirically rich and in its key messages serves an important
gadfly function. Itsanalysisand discussions on employment are more persua
sive, however, than those on inequality. Evenif the claims of jobless growth
are exaggerated, how isoneto understand the declinein employment growth
rates? The paper argues that fewer numbers are entering the labor force be-
cause a larger number of the age cohort is enrolled in higher education.

6. Ferro, Rosenblatt, and Stern (2004).
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Nonetheless, there is no denying that given the robustness of India's eco-
nomic growth, the expectations of higher employment growth have not been
met. What could be the reasons for anemic employment growth?

Oneg, it might reflect noise in the data. How meaningful are employment
and wage data in a country where more than half the population is self-
employed? Indiadoes not collect income datain any systematic way. And as
for consumption expenditures, the growing discrepancy between the NSSO
and the national accounts data puts that into question as well. Comparing
wages over timeis sensitive to the choice of deflators—but in Indiathe de-
flators have themselves become more error prone because of a failure to
incorporate quality improvements. In addition, studies on changesresulting
fromreformsare particularly sensitiveto the choice of year whenthereforms
began and whether 1991 should be included or excluded in the pre- or post-
reform era. Studies are also sensitive to the choice of the terminal year. For
instance, initial studies showed alarge payoff from reformsas growth accel-
erated; however, as growth moderated in the late 1990s, studies suggested
that the growthin the post-reform decade differed littlefromthat in the 1980s.
However, arenewed burst of growth over thelast few yearshas again shifted
the tenor of the debate.

Two, it could smply be that as education and household incomes rise,
people can now “afford” to be unemployed because they are no longer as
poor asin the past. However, while unemployment increased with education
between 1983 and 1993, it dropped (al beit slightly) in the more recent period
(1993-2000).

Three, lower employment growth could reflect differential sectoral
growth rates, especialy if India' s economic growth isbeing driven by sectors
with low employment elasticities (human-capital-intensive services and
capital-intensive manufacturing), even as growth in sectors with high em-
ployment elasticities (agriculture) has dropped. There has been a modest
decline in employment within public and private registered enterprises
(which are concentrated in manufacturing and services), in the post-reform
period. Inthe public sector, total employment (including central government,
state government, local government, and quasi-government) increased
rapidly inthe 1970s and 1980s from 10.7 millionin 1971 to 16.0 millionin
1981 and 19.1 millionin 1991. It barely changed over the next decade rising
t019.1 millionin 2001 before declining to 18.6 millionin 2003.” The grow-
ing dominance of the service sector in GDP, with its greater prevalence of

7. “Employment Statistics in India,” Economic and Political Weekly, May 3, 2003, for
1971-2001 and Ministry of Labor, Government of India, “Annual Report 2004, for 2003.
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contract and informal labor, has meant that even though this has been the
fastest-growing sector, employment within the registered portion has not
grown commensurately. Among large firmsin this sector, the largest growth
in employment has been in the information technology sector, while modest
growth in private banks has been offset by the pruning of jobs in public
sector banks.®

The stagnation of employment in theformal manufacturing sector, despite
robust growth (averaging more than 7 percent since the reforms began),
poses another puzzle. One explanation is that productivity growth in the
1990s put adamper on labor demand. However, strong total factor product-
ivity growth should increase profits and reinvestment, and the resulting cap-
ital accumulation should drive employment demand. A second explanation
isthat there has been a change in the “intensity” of employment as distinct
from the “ extensity” of employment. For instance, Bhalotra found that be-
tween 1979 and 1987, the manufacturing sector saw a significant increase
in working hours (resulting in the equivaent of changing from afive- to a
six-day shift). Asaresult earnings rose rapidly, employment and wage rates
much less s0.° A third explanation is that labor law rigidities have made
firmswary of increasing employment lest they be saddled with extra labor
inleantimes. If so, one should observefaster growthinfirmswith fewer than
ahundred employees (since therigid labor laws apply only to larger firms),
and an increase in capital intensity as firms substitute capital for labor.

Just how critical are rigid labor regulations to employment growth?
Clearly they cannot explain the slowdown in employment growth since the
same regulationswere valid earlier. Indeed, aswith much elsein India, itis
not the existence of regulations per se but their enforcement that matters
more. And the declining bargaining strength of labor over the past two de-
cades (evident for instance in the declinein strikesand arelativeincrease in
lockouts) reflectsthe diminishing political clout of organized labor in India.
Moreover, the Supreme Court has taken a tougher stance on labor indis-
cipline, in contrast to the 1970s and 1980s. Consequently, firms have been
ableto deploy avariety of strategiesto get around labor lawsfrom voluntary
retirement schemesto outsourcing to technological upgrading to employing
contract labor.

Other evidence also supports an implication of the paper that |abor flex-
ibility isnot perhaps as critical anissue asit is made out to be. Labor regula
tions are cited by just 16.7 percent of respondents in firm-level surveysin

8. See Shirsat (2005) for arecent analysis of service sector employment gains and losses.
9. Bhalotra (1998).
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India as a critical impediment facing India’'s manufacturing sector. Other
factors ranging from corruption among public officias, courts, regulation,
taxes, lack of financing, poor infrastructure, and policy uncertainty are all
cited by firms as more important in deterring investment than labor regula-
tions. Nonetheless, it is the case that | ndia does worse than many countries
on the rigidity of employment index (that is, policies related to hiring and
firing of workers). While Indiadoes better than the average for low-income
countries, it does worse than middle-income countries and substantially
worse than China. However, it would seem that if India could bring its
bankruptcy procedures in line with Chinese standards, that might give
an even larger fillip to the manufacturing sector than changing labor laws
(table 21).

TABLE 21. Comparative Business Climate in India

Lower-middle  Upper-middle

Measure India China income income
Time required to start a business (days) 89 41 53 46
Time required to enforce contracts (days) 425 241 398 408
Time to resolve insolvency (years) 10.0 2.4 3.4 3.4
Index of ease of hiring and firing workers 48 30 40 34

(0=least rigid, 100=most rigid)

Source: World Bank, World Development Indicators, 2005, table 5-3.

The principal reason for the decline in employment growth rates would
appear to bethe anemic growth of agriculture, the country’slargest employer.
Agriculturegrowth ratesin Indiasharply declined from 3.4 percent between
1985-86 and 199495 to 1.8 percent between 1995-96 and 2002-03. It is
not surprising that the growth rate of agricultural employment declined
from an annual average of 2.6 percent between 1983 and1993 to O percent
between 1993 and 1999. While the occupational category “farmers and
fisherman” increased by nearly 49 millionintheformer period, it increased
by just 0.5 million in the latter period. In asector that has high employment
elagticities, such alarge relative decline in growth rates in the post-reform
erais bound to have adverse affects on national employment figures.

The paper makes a brave attempt to undermine studies that appear to
show increasesininequality. | am skeptical of the analysisthat inequality in
India has not increased. At the upper tail both consumption and wage data
are very inadequate in their ability to capture changes in income. Nonwage
sources of income, particularly income from financial and property assets,
have become much more important for the upper deciles of the population.
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Moreover, the rates of return to education have increased. The educational
premium haswidened in Indiain the 1990s paralleling the experience el se-
where.’® Given the very high degree of educational inequality in India, a
widening education premium cannot but have an adverse affect on income
inequality. Additionally there is substantial evidence that interstate in-
equality isincreasing because of diverging growth rates, largely due to the
failure of some northern states (especially Uttar Pradesh and Bihar) to enact
reforms.

Given their political salience and welfare implications, employment and
inequality will continue to attract analytical attention. Among the many
guestions that need addressing, | highlight a few.

—There is a need to move beyond comparing outcomes pre- and post-
reforms to counterfactual analysis—what would have happened if reforms
had not occurred?

—A shiftintheanalytical focusfrom the national to the state level might
allow a better scrutiny of the data. For instance interstate variation in
employment growth coupled to interstate growth rates would be a good
cross-check of possible inconsistencies in the data as well as the causa
mechanisms.

—Export growth rates since liberalization have been amost double GDP
growth rates. Consequently one would expect growing employment in
export-oriented sectors, especially since export intensity in an industry
appears to have a positive impact on employment.! How much of a
difference is this likely to make if export growth continues at its recent
robust clip?

—As distinct from the level of wages and employment, have reforms
resulted in greater wage and employment volatility? If thisis the case, are
there implications for creating or enhancing insurance mechanisms that
might also make labor more amenable to reforms in labor regulations?2

—Given changes in labor demand, the supply of skills is an important
issue that needs better understanding. To the extent that economic reforms
change the structure of the economy, they also result in changes in the
demand for skills. For instance a growing urban economy needs a large
number of skilled technicians—be it plumbers or electricians or auto

10. See, for example, Duraiswamy (2000); and Desai, Kapur, and McHale (2003).
11. Banga (2005).
12. Hasan, Mitra, and Ramaswamy (2003).
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mechanics. An educational system geared to producing people with degrees
but no skillswill result in a sharp supply-demand mismatch. Consequently
one can have both higher levels of unemployment coexisting with sharp
increases in wage rates for a range of other occupations and skills. For
policy purposes, itisimperativeto identify skill supply-demand mismatches.

From an analytical and policy perspective, it might befruitful to examine
changesin inequality among different social groupsin Indiaand its causes.
For instance, intercaste earningsinequality appearsto havefalleninthe last
two decadeswhileinterreligion earnings differences haverisen.* And while
unegual distribution of observed skills explained inequality among urban
maleworkersin the 1980s, unequal returnson observed skillsbecamea more
important determinant in the 1990s.* The reasons may have to do with the
evolution of Indian politics and society, but the precise mechanisms need
careful analytical attention.

Esther Duflo: The last few years have been marked with lively debate on
the trendsin poverty, inequality, wages, and employment in India. Some of
the best Indian and international scholars have contributed to the debate,
approaching it from avariety of angles and using a variety of data sources.
This literature is both rich and of high quality. The paper by Bhallaand Das
adds to this literature by presenting new evidence on each of these aspects.

The paper revisits some known arguments and brings some original data
to bear. It isavery rich piece of work that leaves amost no stone unturned.
Clearly, substantial work went into this piece, and the end-product isimpres-
sive both in its scope and ambition.

The main merit of this paper isthe lesson that looking at the multiplicity
of datawith aunique viewpoint isdangerous. By trying to show that reforms
in the 1990s have been bad for the poor, some authors may have overlooked
certain pieces of datathat went against their own opinions. In fact, according
to Bhalla and Das, it is not just one or two authors who have overlooked
isolated piecesof datathat did not fit with their theories; essentially everyone
who has ever worked on the subject has gotten all the pieces of datasystem-
atically wrong. In contrast to the misleadingly coherent picture that emerges
fromthisbody of work (poverty has dropped, but not asfast asonemay have

13. Bhaumik and Chakrabarty (2006).
14. Kijima (forthcoming).
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hoped; formal employment and wages have stagnated; inequality has in-
creased), Bhallaand Das present anew picture of the 1990sand early 2000s,
equally coherent, but with the exact opposite message: unemployment was
stable in the 1990s and decreased in the 2000s; wages increased faster in
the 1990s than before; and therefore inequality must have remained stable
and poverty must have decreased. According to the authors, indeed it did:
they say the* poverty rate, correctly calculated, isonly 13 percent today.” To
reach these conclusions, the paper needsto revisit what the authors present
as common, if erroneous, knowledge.

Strangely enough, given how aware the authors are that strong priors can
lead one to make choicesand assumptionsthat are at best contentious, Bhalla
and Das seem to repeatedly fall into this trap themselves, always picking
the pieces of datathat best fit their argument. The paper coversimpressive
ground and makes many forceful claims. It is outside the scope of these
comments to scrutinize every single one of these claims, so | will highlight
just some of these issues, picked somewhat at random.

I n the discussion on employment, the authors argue that the small sample
can be used because on average it gives the same answer as a large round:
later on, however, we are told that 199394 is “ above trend” relative to the
other years (small sample), and that the treatment of this particular year is
at the center of the“re-visit” of the data (since the authorsdo not contest the
fact that employment growth was low between 1993-94 and 1999, relative
to previousyears). With asmall number of empl oyment-unemployment sur-
veys, can onereally claim that thereisnothing special about the large survey
in one paragraph, and in the next say that the 1993-94 period seems above
trend? How do we know that thisis not a data issue, with the small sample
giving different answers than the large sample? Another way to interpret
the same results would be to say that the growth in employment was high
before the reformsand low afterward. If 1993-94 isapost-reform year, using
this year actually underestimates the difference in the pre-reform trend. Inci-
dentally, asfigure 1 shows, the growth of employment seems to have been
fast in the years 1987-93 and to have slowed a hit afterward. The authors
seemto assumethat the problemis solved, sincethey draw auniquetrend for
the entire period, and this of courseimpliesthat the 1987 datawas* below”
trend and the 1993 data“ above” trend. Thisimplication rules out the hypothe-
sis that there may have been atrend break in employment growth from the
outset. | also do not understand where the observation that there was an
“acceleration” of job growth in the year immediately following the reform
comes from (the rate of growth is exactly the same after 1990 asit was just
before, according to figure 1).
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More fundamentally, the discussion on employment and unemployment
somehow misses the main point. Theworry is not that people are declaring
themselves to be unemployed, but that despite economic growth, they are em-
ployed in avariety of unskilled, unproductive, low-paying informal jobs. In
surveysAbhijit Banerjeeand | have conducted in Udaipur district, Rgjasthan,
and Hyderabad, India, we show peopleto be remarkably active: they have a
small plot of land in arural area, or asmall business in the city; they are
working aday job whenever labor is available; and they somehow get by in
this way, through a combination of multiple occupations and temporary
migration.®® A very small minority have astable employment source, includ-
ing their land, which does not provide enough resources for afamily to live
on. Their land is too small, their businesses are undercapitalized, and they
have essentially no assetsto speak of. These poor peoplewould presumably
be better off if they had salaried jobs and could be matched with some cap-
ital, and yet they are not. With its focus on whether someone was working
or not in the past week, this paper ignores the issue that has really troubled
researchers and policymakers: most of the poor remain small-scale entre-
preneurs, in the sense that they bear most of the risk associated with their
businesses, and this has apparently not changed with liberalization.

The section arguing that inequality has not increased between 1993 and
1999 isparticularly disappointing. To start, it presents amisleading impres-
sion of the work both by Banerjee and Piketty and by Deaton and Dreze.
Beginning with Deaton and Dreze, this paper statesthat they (aswell as Sen
and Himanshu) claim that rural-urban inequality is an indicator of overall
inequality. They do not. Instead, their argument is that inegquality in rural
areas has been more or less constant, but that it has risen within urban areas,
between urban and rural areas, and between states that are doing well econ-
omically and statesthat are not. The argument presented in this paper (table
19 and associated discussion) that the Banerjee—Piketty datain fact show a
declineininequality does not make any sense. They show an increase of in-
comeinall thetop shares (0.1 percent, 1 percent, and so on), whichis clearly
an indication of an increase in inequality at the top. They do point out that
thetop 1 percent grows similarly to the rest of the population for the 1990s.
Thereissimply noway thisdataindicatesa“ decrease” ininequality, and the
paragraph trying to show the opposite gives the impression of trying to defy
gravity. The only substantial comment on Banerjee—Piketty is that the
increase in thetop shareis an artifact of higher reporting due to the decline
inthetop marginal rate. Banerjee and Piketty discussthe matter at length in

15. Banerjee and Duflo (2006).
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the paper, and they make two observations: First, the trend in the increase
in the top share started well before this episode and is quite continuous,
suggesting it cannot be explained by this decline. Second, the magnitudes
are not right: explaining atripling of the top share with a decline of the top
rate of 40-60 percent would seem to be really difficult.

One could quibble with the construction of some of the numbersin the
“consumption inequality section” aswell. For example, the section on “real
inequality” usesthe Planning Commission priceindexesto deflate consump-
tion. As Deaton and Tarozzi have shown, these indexes grosdy overstate urban
relativeto rural prices. Using theindexeswill therefore“reduce” inequality
(since they make the richest group appear poorer than it is), and one can
hypothesize (though not having doneit, | will not present this as aforegone
conclusion) that this will also reduce the trend in inequality, because the
urban areas are getting rich faster than the rural areas. Bhallaand Das could
have avoided this problem by using the Deaton—Tarozzi index. The construc-
tion of the datain some sections of this paper is unclear. In particular, | was
not sure whether the “ adjusted consumption” datais now calculated using
Deaton’sinitial suggestion, or with the adjustments that Bhalla had subse-
guently proposed (and that turned out to be incorrect, as demonstrated by
Deaton and Dreze). Sincethereisno referenceto thisdebate, itisnot entirely
clear what was done.

What is, however, the most surprising in this section of the paper is the
treatment of the numbersin the text. Why is an increase in the Gini coeffi-
cient of 8 percent (or 4 percent for that matter) “small”? Given that this
indicator was stable for long periods of time before, we are talking about a
very large percentage increase. What is the statistical test that allows the
authors to conclude that this increase is “insignificant”? This tendency to
use the word “significant” or “insignificant” throughout the paper without
any specific meaning (except to refer to what these authors consider signifi-
cant or not) is somewhat disconcerting. Finally, how is it that in the con-
clusion we are left with the thought that consumption inequality decreased
between 1983 and 1999, when most numbers in the authors’ own tables
suggest just the opposite (it isjust the“real” number, which hasthe problem
we discussed above, that shows a decline).

The arguments on why the NSSO overstates poverty and understates
consumption by the poor have been extensively discussed elsewhere, and
thisis probably not the place to discuss them once again. Thewidening dis-
crepancy between the NSSO data and the national accounts is troubling,
however, and islikely to reflect problems with both data sources. Addition-
aly, it istrue that the level and the increase of this * missing consumption”
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is of an order of magnitude larger than what turned out to be the effect of
the change in the NSSO reference period. Yet, we did not know this until
Deaton and othersdid the exercise, sothereisrealy little pointin criticizing
the exercise just because the answer turned out to be that the problem was
not that bad. Here, the authors propose applying the growth in agricultural
wages calculated from the NSSO to the income distribution in 1983; the
conclusion is that the rate of poverty thus calculated is 13 percent, rather
than 26 percent as the NSSO consumption data suggest. It is not very clear
why the wage dataiis a better variable for evaluating the growth in the con-
sumption of the poor than the measures of their consumption calculated
from the NSS. Many of the poor are not working for wages, or not working
for wages for most of the year. The fact that the wages, when paid, have in-
creased, does not tell uswhat the rate of increase of incomeisfor this popu-
lation, and even lesswhat the rate of consumptionincreaseis. Itisprecisaly
because labor incomeis hard to calculate that the NSSO (like most surveys
around the world) tries to evaluate economic welfare by measuring con-
sumption. Thisisfraught with difficulties, but if onewantsto say something
on measuring consumption-based poverty, there seems to be no escape.
Bhallaand Dasteach us, in part by their criticisms of others, but perhaps
even more by their own practices, that using aggregate time-series data to
try to say something about theimpact of liberalization on poverty isasome-
what doomed effort. The NSSO dataisavailableonly for key years, including
the 1993 year that isdifficult to categorize as“ before” or “ after” liberdization,
depending on how long one thinks economic processes take. The paper ex-
plicitly ridicules mefor ignoring (in my discussion of aprevious version of
the paper) that 1993 comes after 1991. It istruethat | am an economist, rather
than a historian, but | can still manage this level of sophistication with the
chronology. The point was that we have no ideawhen the reforms started to
have an impact, since we do not know (and are not given amodel for) the
time-series process that generates this data. Given that phenomenalike em-
ployment and unemployment are in large part “medium-run” phenomena,
one should beforgiven for thinking that placing 1993 squarely inthe“ after”
period, and therefore attributing the outcomes in that year to thereforms, is
in large part wishful thinking. We discussed this in the context of the em-
ployment data. The same importance regarding how to treat the year 1993
istrue for inequality, where the conclusion that inequality increased in the
1990sis based on the comparison 1993-99. The point isthat we do not know
whether to “attribute” eventsin 1991, 1992, or 1993 to the reforms or not.
And thereis no reason to think we should know. Given how much else has
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happened in the world over time, attributing any change in the time series
to the reformsis very hazardous.

A serious effort to document the patterns in the data, without trying at
all coststo establish causal links (in either direction) between them and the
reforms, is definitely very valuable. But to investigate the causal effect of
liberalization on poverty and inequality, one needs more than atime series
with, in the worst case, three points including an ambiguous one. It will be
necessary to be somewhat more creative in the use of the available data,
perhaps exploiting differences across regions on the effect of liberalization.
For example, Topalova uses adistrict-level panel of inequality and poverty
measures to trace the impact of trade liberalization on poverty at the district
level, exploiting the fact that the initial industrial composition of a district
predicts how much aparticular district is affected by liberalization.’® Foster
and Rosenzweig study the impact of countryside industrialization on wel-
fare, and show that India’s entry into the global economy has reduced the
gender gap by increasing incentives to provide girls with an English edu-
cation.'” These papers al tell us something precise about a specific causal
mechanism. They can be evaluated on the merit of their assumptionswithout
having to make guesses about when the right date to start counting a year
as being “ post-globalization” is. The desperate effort to read a consistent
pattern into the disparate pieces of datahas|ed these authorsto tarnish their
commendabl e effort in accumulating so much datawith avoidable mistakes
and exaggerations.

General Discussion

T. N. Srinivasan pointed to the difficulties of interpreting the aggregate data
in the absence of some underlying structural model of the labor market.
However, it is difficult to know how to characterize labor marketsin India
Certainly thereis no unified national market, and even at the regiona level
it is heavily segmented between rural and urban; within the rural sector
there is significant movement in and out of agriculture on a seasonal basis.
Similarly, itisdifficult to evaluate theimpact of the reformswithout thinking
through the process of how their effects might be transmitted to the various
labor markets. He concluded that the construction of a structural model isa
challenging task but crucial to answering the questions asked in the paper.

16. Topalova (2005).
17. Foster and Rosenzweig (2003); Munshi and Rosenzweig (forthcoming).
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In addition, he thought that afull understanding of the design of the NSSO
surveys was important to interpreting the results. He argued, for example,
that the surveys were meant to be interpreted as percentages of the relevant
populations and that it was potentially misleading to present estimates in
levelsform, asisdonein the paper. Similarly, he believed that the priceindexes
used to construct measures of real wages needed to be interpreted with
caution.

Pranab Bardhan was surprised by the large deceleration of growth in the
population of labor force age that is reported in the paper for the post-1993
period. He was puzzled about how the census and NSSO estimates could be
so different, and hewould like to have some corroborative evidence. He a'so
expressed concern that the overall unemployment rate is under-reported by
an increasing amount. He traced it to the growing role of women, who were
more likely interpret the survey question about seeking employment as
implying work outside of the family.

Several participants questioned the meaning of unemployment within
the context of the current Indian economy, particularly as it applied to the
rural sector. Many Indians are too poor to be unemployed. Their poverty
emerged as underemployment and low productivity, not unemployment.
Similarly, several participants argued that the trade liberalization and similar
measures should be expected to affect productivity, not unemployment.
Robert Lawrence also suggested that it may be necessary to adjust the data
for cyclical factors and to differentiate between the immediate effects of
reform and the longer-term impact.

Arvind Panagariyaraised aconcern about theimportance of labor market
regulations. He thought that simply asking firms about hindrancesto expan-
sion of employment would not elicit meaningful responses if they did not
believe the regulations were under consideration for change. Thus, it would
be necessary to inquire in greater depth to obtain useful responses. Others
noted that large-scale manufacturing did not grow more rapidly after the
tradeliberalization and believed that suggested an influence of therestrictive
labor market regulations. Apparel in particular was an area in which India
should have been an appealing location for large-scale firms serving the
export market. At the sametime, it was pointed out that several empirical re-
search studies directly examined the impact of the labor market regul ations
and found it to be small. The issue remains quite unsettled.
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Universal Telecommunications
Service in India

I elecommunicationsreformin Indiabeganin the 1980s, but astruggle

to find reforms that would substantially improve industry per-
formance lasted for more than a decade. Beginning in the new millennium,
technological change and new government poli cies encouraged competition,
primarily from mobile telephony, and performance improved dramatically
(figure 1). Not surprisingly, telecommunications access has increased far
more quickly for wealthy and urban consumers than for poor and rural
consumers. To addressthisgap, Indiahas adopted so-called universal service
policies, especialy targeting rural villages. These policies rely primarily
on subsidizing the incumbent state-owned carrier, despite its unimpressive
historical performance.

Aninnovative part of India suniversal servicepolicy isaseriesof auctions
in which providers bid the subsidy they seek for building village public
telephone (VPT) networks and rural household phones. In the first auction,
the only bidder and hence the recipient of the subsidy was Bharat Sanchar
Nigam Limited (BSNL), the incumbent state-owned carrier for nearly all
of India. Subsegquent auctions drew some private sector participation and
helped reduce the subsidy that was provided. Nonethel ess, the auction pro-
cess has generally favored BSNL and is probably not the most effective
mechanism for either minimizing the state subsidy or identifying the most
efficient provider. Meanwhile, the taxes that finance the access subsidy are
highly distortionary. Moreover, private mobile operators are expanding ser-
vicerapidly, which calsinto question the presumption that asubsidy scheme
targeted at VPTs is cost-effective.

The funds for implementing the universal service policy come from two
sources. One is atax on the revenues of all telecommunications carriers.
The other is “access deficit charges’ on subscribers of systems owned by
private carriers. These fees are paid directly to BSNL. In theory, these fees
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FIGURE 1. Fixed and Mobile Phones in India
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reimburse theincumbent for its (mostly unmet) obligation to provide service
in places where revenues cannot cover costs. In reality, the incumbent does
not disaggregate its costs in any way that makes it possible to determine
whether revenues exceed costs in any particular geographic area or other
market segment.

This paper evaluates India’ s universal service policies. The next sections
provide abrief introduction to Indian telecommunications and analyze uni-
versal service explicitly. The final section draws conclusions.

A Brief History of Indian Telecommunications Reform

Since 2000 the telecommunications sector in India has improved dra-
matically.! In 1982-85, before structural reform began, the annual growth
rate of telephone penetration was about 7 percent. In 1986 telecommuni-
cations services were separated from postal services and divided into three

1. This section is based on Noll and Wallsten (2005). For a thorough and fascinating
analysis of the history of Indian telecommunications, see Desai (2004).
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parts. Local servicein Delhi and Mumbai was given to a corporatized state-
owned enterprise, Mahanagar Telephone Nigam Limited (MTNL), and the
rest of local service plus domestic long-distance servicewasgivento BSNL,
which remained a part of the Department of Telecommunications. Minority
interests in MTNL subsequently have been sold to private corporations,
and today the government owns 56 percent. BSNL eventually was cor-
poratized on October 1, 2000, and may be partialy privatized in the next
few years. Finally, Videsh Sanchar Nigam Limited (V SNL) was created as
agovernment-owned corporation to operateinternational telephone service.
This reorganization increased the growth in telephone lines to dlightly less
than 10 percent a year.

The next major reform began in 1991 with the commitment to allow the
private sector to provide some services, including both fixed and mobile
wireless tel ephony. Proceduresfor granting private licenses were devel oped
and implemented over several years, so private operators began to enter only
at the end of 1995. During this period the state-owned enterprises (SOES)
continued to be monopolies but expected entry in the future. Performance
improved, with the number of lines in service more than doubling in five
years.

Between 1996 and 2001, private wireless carriers offering both fixed and
mobile service entered the industry, and the SOEs faced competition for
the first time. Wireless services grew slowly during this period. By 2001
fixed wireless accounted for only 3 percent of lines, and mobile telephony
accounted for about 10 percent, whilethe SOEsroughly tripled their number
of linesin service and thus accounted for about 80 percent of the growthin
penetration.

From 2001 to mid-2005 total telephone lines grew from about 30-104
million, tripling again in only four years. An important change from the
1990s is that wireless telephony accounted for nearly all of this growth,
and private carriers accounted for most of the growth in wireless tel ephony.
Between March 2002 and June 2005 the number of fixed lines grew from
38.4 t0 46.9 million, again of 8.5 million, while the number of maobile lines
grew from 6.4 to 57.4 million, or by more than 50 million.2 M oreover, as of
June 2005, the SOESs served 40.75 million fixed-service lines, compared to
37.85 million in March of 2002—an increase of less than 3 million. Most
of thisincrease occurred early in the period. Fixed-line penetration by the
SOEshas been essentialy constant sincelate 2003. Meanwhile, private fixed-
wireless carriers provided 0.6 million linesin March 2002 and 6.1 million

2. TRAI (2004, 2005b).
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linesin June 2005, anincrease of 5.5 million.® In mobilewireless, the SOEs,
which were allowed to enter only at the beginning of the recent reform period,
grew from 0.2 million to 12.0 million subscribers between March 2002
and June 2005, whereasthe private carriersincreased their penetration from
6.2 million to 45.4 million. Thus, an important part of the recent success
of Indian telecommunications is the growth of wireless services provided
by private companies. As of mid-2005 private companies provided 51.5 mil-
lion lines, or nearly half of the total, compared with 15 percent of all lines
in March 2002. In June 2005 wirel ess telephony accounted for 63.5 million
telephones, or 61 percent of tel ephone penetration, compared with 16 percent
in March 2002.

Universal Service: Theory and Practice

Universal service refersto theideathat an infrastructure public utility, such
as electricity, transportation, water, or telephony, should be available to
everyone. Universal service paliciesaretypically rationalized in threeways.*
First, externalitiesrel ated to the consumption of infrastructure services might
make it economically efficient to subsidize prices for those who cannot
afford the service at cost. Positive externalities imply that the total benefits
from providing service to an individual exceed the benefitsto an individual
subscriber. If the private marginal cost of service exceeds the private mar-
gina benefit by less than the amount of the external benefit, then someindi-
viduals will not subscribe even though the social benefit of serving them
exceeds their cost of service.

Second, some services might be “ merit goods’—goods and services that
society believes everyone should have, regardless of whether they arewilling
to pay for them. A policy decision that certain goods and services ought to
be subsidized may comefrom abelief that everyone should achieve acertain
minimum standard of living or a concern that individuals are unable to ac-
curately assess the private benefits of consuming these services.® If society

3. Penetration data are from the TRAI website at http://www.trai.gov.in/pr11jul05.htm.
These data differ somewhat from estimates by the Cellular Operators Association of India
http://coai.infarchives_statistics 2005_g2.htm.

4. Cremer and others (1998a, 1998b).

5. For example, it is sometimes argued that people might not fully appreciate the bene-
fits of consuming clean water if they are unaware of the costs associated with consuming
polluted water or unable to fully assess the risks associated with doing so (Shirley and
Ménard 2002).
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ismore concerned about consumption of merit goodsthan the overall welfare
of poor people, subsidiesfor these goods might be preferableto direct monet-
ary transfers because people may choose to spend cash transfers on some-
thing other than the service society wants to encourage.

Finally, political factors or regional development goals may induce gov-
ernment to transfer resources to rural or low-income constituents. In coun-
trieswith large rural populations, like India, politicians may face apolitical
incentive to ensure that their rural constituents have access to the same ser-
vices as do urbanites.

Rationale for Universal Service in Telecom

Universal access to some types of infrastructure is easier to justify than to
others. Water and sewerage, for example, involve large health externalities,
and bringing these services to everyone can yield large socia benefits. But
itisnot at all obviouswhy universality islegally mandated in some sectors
but not others. Nearly every country in the world has |aws mandating some
type of universal access to telecommunications services, but the economic
rational e behind these laws is weak.

The typical economics argument defending policies regarding universal
service in telecommunications is that service is underprovided because of
network externalities. Network externalities in telecommunications mean
that the benefitsanew consumer accrues from connecting (the private bene-
fits) are less than the total benefits to society, because when an additional
person connects to the network all other subscribers benefit by being able
to communicate with the new subscriber. Therefore, individuals may not
face a strong enough incentive to subscribe, thus requiring subsidies to in-
duce socially optimal subscription. This argument isincomplete and there-
fore misleading.® Even if the benefits to the new subscriber are less than the
total benefits, the private benefit may still exceed the cost for nearly all
subscribers, in which case a general subsidy of service is mostly wasted.
Second, because services become more valuable when more people are
connected, the firm providing access captures some of the benefits from
network externalities. Consequently, although network externalities are
external to theindividual, they are not necessarily external to firms provid-
ing the service, potentially removing the need for subsidies. In other
words, network externalities by themselves do not necessarily imply
telecommunications undersubscription and a need for subsidies. Third, all

6. See Cremer and others (1998a, 1998b) for a more compl ete discussion of thisissue.
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subscribers receive an external benefit from subscriptions by others, im-
plying that each person should subsidize the service of the other. Consequently,
on average the subsidy a subscriber receives to take service ought to be
roughly equal to the amount of subsidy that subscriber should be willing to
pay to induce others to subscribe.

In developing countries, the case for subsidizing access service by the
incumbent wire-line carrier is further undermined because the incumbent
wire-line monopoly, whether privatized or state-owned, generally has not
offered service in poor urban areas. Indeed, in the era of state-owned enter-
prises, telecom providers had little incentive to invest in any telecommuni-
cations services, as witnessed by the appallingly long waiting period to
obtain connections and the poor quality of service following installation.
As aresult, telephone penetration and use were low, even considering de-
veloping countries’ low incomes, and service to poor and rural areas was
horrible (figure 2).

Economicsresearch provides convincing empirical evidencethat the case
for extensive cross-subsidization in telecommunications is weak.” Among
the conclusions are the following:

—Cross-subsidization systems are inefficient because the amount trans-
ferred among services and householdsis much greater than the net subsidy
to low-income consumers;

—the cross-subsidy system has little effect on the penetration of tele-
phone service because it taxes usage services, which have relatively high
price elasticities of demand, in order to subsidize access, which has avery
low price elasticity of demand;

—Ilow-income households, if given the choice, would generally prefer
cash to a subsidy for telephone service; and

—in developing countries, amost no low-income households subscribe
to access service while many make callsfrom pay telephonesor call centers,
so taxing usage to subsidize access transfers income from the poor to the
middle class.

That the alleged market failures in telecommunications do not provide a
convincing rationale for universal service policies should not come as a
surprise considering the origins of universal servicein telecommunications.
Universal service policy intelecommunications doesnot haveitsrootsin the
desireto ensure telephone accessto all people. Instead, early inthetwentieth

7. See, for example, Clarke and Wallsten (2002); Crandall and Waverman (2000); and
Rosston and Wimmer (2000).
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FIGURE 2. Telephone Penetration in Low- and Middle-Income Nations?
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all countries in these regions for which data were available for various years between 1994 and 2000.

century universal service policy arose from the desire by the Bell Telephone
Company, which constructed the first telephone network in many nations
throughout the world, to stifle competition. Universal service did not mean
that everyone should have atelephone. Instead, it meant that everyone who
had telephone service should be alowed to have only a Bell telephone?
Universal service was to be achieved through price discrimination within a
single monopoly provider; competition would undermine this process by
attracting entrants who would “cream-skim” customers who were charged
the highest prices. In other words, universal telephone servicewasarationae

8. Mueller (1997).
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for granting and preserving monopoly, not for ensuring serviceto everyone.
In developing nations, this rationale continued after private carriers were
nationalized in the middle of the twentieth century.® As a result, universal
service policy in telecommunications tended to benefit monopolists, not
CONsuUMers.

While there may be little reason to believe that there is a market failure
intelecommunications, thefact remainsthat nearly every country intheworld,
including India, has universal service policies for telecommunications.
Regardless of the merits of the rationale for these policies, governments
face substantial political pressure from favored user groups to consider the
complex pattern of price-discrimination in telephone rates.’® These policies
generally are based on the goal that al residents of a country should have
access to telecommunications services at affordable prices, though de-
finitions of access, telecommunications services, and affordable are debated
across and within countries.

To achievethisgoal, pricing policies seek to subsidize basic local access
service (and increasingly data services as well) for customers in high-cost
(typicaly rural) areas and for urban residential customers. In some cases,
subsidies are targeted at residential customers with low incomes, but most
of the subsidy arises through price discrimination between business and
residential customers and across geographic areas without regard to a
customer’sahility to pay. Deficitsin providing local access servicetypically
have been paid primarily from taxes on other services, notably local usage,
long-distance, international calls and, more recently, mobile telephone
service.

India has been no exception to any of these trends. Telephone service
stagnated under state ownership. Despite the Department of Telecom-
munications (later BSNL's) mandate to provide servicein rural areas, rela
tively few villages had even apublic telephone, | et alonewere offered private
telephone access, during the era of state-owned monopoly. In 1995 approxi-
mately 185,000 villages out of more than 600,000 had a public telephone,
and in 1998 only 2.6 percent of rural households had telephone service
(figure 3).! And, as Das and Srinivasan note, those numbers exaggerate
the true state of telecommunications in rural areas because village surveys
“reveal ed that more than 60 percent of ...VPTswere faulty. Of the remain-
ing, a high percentage were disconnected due to non-payment of dues, so

9. Noll (2000).
10. Estache, Foster, and Wodon (2001).
11. Jain and Das (2001).
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FIGURE 3. Share of Indian Households that Own a Telephone, 1999
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that in effect, very few are in actual use.”*? Clearly, before recent reforms,
the incumbent did a poor job of providing service to rural areas.

The network externality inherent in telecommunications at first seems
to imply a subsidy for access; however, on average each person creates an
externality that approximately equals the external benefit that each user re-
ceivesfrom other subscribers, so for agiven subscriber the optimal outgoing
and incoming subsidies roughly cancel. Only peoplewho havealow willing-
nessto pay for service arelikely to create an externality that is substantially
larger than the externality that they enjoy from others, in which case optimal
pricing requires that their service be subsidized. If the willingness to pay
for subscription externalities enjoyed from others is positively related to
income, the network effect theoretically could support targeted subsidies
to induce low-income users to subscribe. Thus, if atrue universal service
policy isdesirable, it should be targeted at people who otherwise would not
subscribe because their incomes are low.

Most nations subsidize rural telephony, and especially in devel oping coun-
tries telephone penetration is lower in rural areas than in urban areas (see
figure 2). The costs of service are higher in rural areas because of low popu-
lation density and greater average distances between subscribers and the
local telephone switch. Subsidizing rural areas simply because they have
high costs is not implied by optimal pricing unless rural customers gener-
ate a much greater subscription externality than do urban subscribers.

Universal Service Policies in India

India's first official universal service program was included as part of the
1994 National Telecom Policy. That policy defined universal service asthe
availability of certain “basic telecom services at affordable and reason-
ableprices’ todl citizens.® This policy was revised and made more detailed
under the New Telecom Policy of 1999 (NTP ’*99), which made providing
telecom services in remote rural areas a higher priority.**

12. Das and Srinivasan (1999, p. 673).

13. TRAI (2002).

14. According to Department of Telecommunications (2002), “The New Telecom
Policy 99 envisaged provision of access to basic telecom services to all at affordable and
reasonable prices. The resources for meeting the Universal Service Obligation (USO) shall
be generated through a Universal Service Levy (USL), at a prescribed percentage of the
revenue earned by the operators holding different type of licenses. Further, NTP’ 99 envisaged
implementation of USO for rural and remote areas through all Basic service providers who
will be reimbursed from the funds collected by way of USL. Other service providers shall
aso be alowed to participatein USO provisioning subject to technical feasibility and shall
be similarly reimbursed out of the funds of USL."



Roger G. Noll and Scott J. Wallsten 265

Among other goals, the NTP 99 aimed to:

—Provide voice and low-speed data services to the 290,000 villages
with no service by 2002.

—Provide Internet access to all district headquarters by the year 2000.

—Achieve telephone on demand in urban and rural areas by 2002.%

In addition, policymakers hoped to increase rural teledensity from 0.4
telephones per hundred people in 2000 to 4 by 2010.%° The NTP states that
universal service objectiveswill be funded through auniversal servicelevy.
When the 2002 goa s were not met, the Department of Tel ecommuni cations
(DoT) issued clarifying guidelines on how universal serviceactivitiesshould
proceed.”” DoT adopted two objectives: providing public telephonesin vil-
lages and providing household telephonesin rural areas. The first objective
was given higher priority.

The universal service fund is based on an implicit assumption that com-
petition among private providers will not generate service in rura areas and
that the magnitude of the subsidy can be minimized by allowing only one
firm to receive a subsidy in each area. The cost of the subsidies is raised
through two taxes. Thefirst, the universal servicelevy, isatax of 5 percent
of adjusted grossrevenues on al telecommunications providers except “ pure
value added service providers’ such as Internet Service Providers (1SPs).
These universal service funds (USF) go to the DoT, which distributes them
as discussed below. The second includes access deficit charges (ADCs),
which are incorporated into interconnection charges and are paid directly to
theincumbent state-owned enterprise (BSNL) to compensateit for providing
below-cost servicein rural areas. While collecting the universal sevicelevy
is relatively simple, distributing the funds so that they actually help meet
universal service objectives is far more difficult. The ADC, meanwhile, is
intensely controversial. We discuss these two issues below.

Allocating the USF: Auctioning Subsidies

The USF isintended to reimburse the net cost (cost minus revenues) of pro-
viding rural telecom service. Because costs may differ acrossdifferent types
of service and different service segments, separate auctions determine

15. Government of India (1999).
16. TRAI (2000).
17. Department of Telecommunications (2002).
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the actual reimbursement to be awarded for each.’® Previously, in awarding
licenses for cellular telephone service, DoT had divided the country into
twenty telecom “circles” (which loosely follow state boundaries). These
circles were used as the basis for geographic reference in the rural subsidy
auctions. The magnitude of the subsidy for each areais determined through
an auction mechanism that was proposed by Dr. Rakesh Mohan, then a
member of Telecom Regulatory Authority of India (TRALI), in his dissent
from arecommendation by the commission on how to implement universal
service. Inthis process, telecommunications firms submit bidsfor providing
service. The firm bidding the lowest subsidy, subject to the bid being no
higher than a set benchmark, is éligible to be reimbursed that amount from
thefund. Benchmarkswere set using information primarily from theincum-
bent, BSNL. Any firm with alicense to provide basic or cellular servicein
therelevant serviceareawaseligibleto bid.* The winner received asubsidy
for seven years, subject to review after three years.

Subsidy auctions have been used elsewhere in the world with some suc-
cess. In afair bidding process with multiple bidders, firms should bid the
smallest subsidy necessary for them to provide service. Chile and Peru were
among the first to implement this method, giving licenses to operators that
agreed to serve areasfor the smallest subsidy.? In Chile, the averagewinning
subsidy from 1995 to 1999 was about half the maximum benchmark, while
in Peru the subsidy was only about one-quarter of the benchmark.?* These
experiences reveal that auctions are feasible and that the subsidies required
werefar lessthan theincumbents had previously led policymakersto believe
were necessary.

Thefirst two Indian subsidy auctions, relating to Primary VPTs and the
replacement of Multi Access Radio Relay-based VPTS, yielded a different
result. In nineteen of the twenty circles only one firm bid for the subsidies,

18. According to commentators at the National Council for Applied Economic Research,
six auctions have taken place, covering the following six services and service segments:
Operation and Maintenance of Village Public Telephones in certain villages (Finalized
January 2003); Replacement of Multi Access Radio Relay-based VPTs installed before
January 4, 2002 and technology upgrading of existing VPTs (finalized September 2003);
Provision of additional rural community phones in larger villages with at least one VPT
(finalized September 2004); Provision of VPTsin villagesthat remained uncovered (finalized
October 2004); Installation of High Speed Public Telecom Information Centers (HPTICs)
(not finalized as of thiswriting); and provision of household telephonesin rural and remote
areas identified for subsidy support (finalized March 2005).

19. Department of Telecommunications (2002).

20. Cannock (2001).

21. Intven and Tetrault (2000).
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the incumbent BSNL.2 Not surprisingly, given the thin market, BSNL bid
exactly the benchmark amount, which was the maximum subsidy DoT was
prepared to provide. Additional firms bid in the following three auctions,
yielding a more positive outcome. While the incumbent won one of those
three auctions and parts of the other two, private providers did win parts of
two auctions, andin two of the three auctionswinning bidswere substantially
lower than the benchmark.

The failure of the first two auctions to create genuine competition for
rura public servicearosefrom at least three problems. First, the calculations
for the benchmark subsidy plausibly were not based on accurate information
or on the appropriate standard, which isthe incremental cost of public tele-
phone service. The cost data used for calculating these benchmarks were
provided primarily by BSNL. While there were rigorous independent at-
tempts to verify the information, BSNL's accounts are aggregated in away
that makesit impossible to separate costs for different operations, which in
turn makes incremental cost calculations extremely difficult.?®

Second, BSNL receives nearly all of the access deficit charge cross-
subsidies (discussed in detail below). The incumbent has potential gains
from manipulating how cost information is aggregated across service
categories and across high-cost and low-cost areas, because these data
determine not only the benchmark subsidy for public telephones, but also
the magnitude of the net deficit for al local access service. If some am-
biguous cost elements are allocated to subsidized areas, the effect will be
to increase both the public telephone subsidy and the ADC subsidy.

Third, bidding was open only to basic service operators already providing
rural service in the area. BSNL, even though it historically had not served
many villages, owned some facilitiesin these areas; however, few other firms
had entered these markets, in part because they were opened only recently
and in part because disputes about the terms and conditions of intercon-
nection with BSNL remained unresolved. Thefact that thefirst two auctions
covered VPTs aready provided almost entirely by the incumbent operator
thus gave a distinct advantage to the incumbent and limited the ability of
private operators to compete. Firms not yet operating could bid for the
public telephone subsidy only if no other bids were received or if the bids
by others exceeded the benchmark.?* By precluding firms that were not

22. Ghosh (2004).
23. See, for example, Ramachandran (2003).
24. Intelecon Research and Consultancy Ltd. (2002).
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already present, the subsidy scheme did not encourage either entry or innov-
ation in rural services.

The auction procedure that was set up advantaged the incumbent while
providing no incentive to improve efficiency. In particular, if only asingle
firm can qualify for the subsidy and if that firm is then reimbursed the dif-
ference between its own estimates of its revenues and costs, the subsidized
firm has no incentive to reduce costs unlessit can do so in waysthat can be
hidden from the DoT. Moreover, with only one subsidized firm in the entire
nation, even benchmark competition (whereby differences between monop-
olies in different areas are used to evaluate performance and adjust the
subsidy) is impossible, while the subsidies themselves make it impossible
for nonsubsidized firms to enter the market.

By 2005 the USF had disbursed Rs. 17 hillion (about $375 million).®
About 520,000 VPTs had been installed, nearly all by BSNL.2® In 200506,
an additional Rs. 12 billion (about $250 million) was to be distributed from
universal service funds with the hope of serving the remaining 66,000 vil-
lages by 2009.%” Evaluating the effectiveness of this spending is virtually
impossible. No estimates have been made of the number of VPTsthat would
have been installed without the program by either BSNL or others, especialy
if the interconnection dispute between them had been resolved. The sole
metric available seemsto be the gross number of VPTsinstalled. No dataare
yet available about the share of VPTs in working order, the price of phone
callsin rural areas before and after the program began, or actual usage.®

The subsidy scheme for encouraging investment in VPTSs is only the
first part of atwo-part policy. An auction for subsidies for rural household
phones was concluded in 2004 as afirst step toward distributing funds for
connecting individual households. Thisstepispotentially far moreimportant
than the first. Many more telephone lines are at stakein devising aplan for
implementing extensive residential access than for providing more public
telephones. While even in the best of circumstances firms might not have
found subsidies for a relatively small number of public telephones an at-
tractive basis for entering rural areas, subsidies for a much larger number
of residential linesclearly are more attractive. Indeed, thisauction generated
relatively substantial interest among private operators, and the winning

25. US$1=Rs. 45 or Re. 1 = US $0.022 cents in October 2005.

26. Chidambaram (2005).

27. Chidambaram (2005); Press Information Bureau (2005).

28. As of the time of this writing, a mid-term review of the outcomes of the first two
auctions was in progress and not yet available.
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subsidy bid was about 40 percent lower than the benchmark. BSNL won
subsidies for 1,267 Short Distance Charging Areas (SDCAS, the basic ser-
vice unit identified for subsidies), whiletwo private operatorswon subsidies
for 418 SDCAs.?® While the auction was a relative success, policymakers
should be careful to ensure that the subsidies do not perpetuate an inefficient
rura telephone monopoly.

Access Deficit Charges

Access deficit charges (ADCs) are essentially fees paid by private entrants
to the incumbent based on the premise that basic access providers face un-
profitable socia service obligations and should therefore be compensated
for them by entrants who are free to seek out profitable customers. These
deficitsarise from the assumption that price ceilings on basic monthly access
service charges, set by TRAI, are bel ow the cost of servicefor alarge number
of customers. Asone DoT official put it, “private operators started services
from creamy areas, so they have a clear advantage over BSNL. The state-
owned operator has to provide services in rural areas at a subsidised rate,
which reduces its ability to compete with private operators in the creamy
areas.”¥

The magnitude of the funds transferred through the ADC is not trivial.
TRAI originaly estimated the annual “accessdeficit” at Rs. 130 hillion (about
$2.85 hillion), but recently cut its estimate by more than half to Rs. 53.4 bil-
lion (approximately $1.2 billion).%

ADCs are imposed only on some calls. The top panel of table 1 shows
the original system of ADCs, and the bottom panel shows the charges that
were adopted in 2005. The differences between the two systems are that
the old system, but not the new, imposed higher charges on long-distance
calls over 50 kilometers between calling areas (circles) and that the new
system has lower charges for international calling but introduces higher
prices for incoming calls. No ADCs are imposed on loca calls or long-
distance calls under 50 kilometers that originate and terminate in fixed-
access networks. Likewise, no charge is imposed on these calls if they
originate and terminate on wireless networks. All calls between fixed and
wireless networks now pay Rs. 0.3 per minute (about 0.7 of a U.S. cent),

29. According to comments received from NCAER, December 2005.
30. Intelecon Research and Consultancy (2004).
31. TRAI (2003).
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TABLE 1. Access Deficit Charges

Rupees per minute

Access deficit Local Intracircle calls Intercircle calls

charges calls 0-50 kms >50 kms 0-50 kms 50-200 kms >200 kms ILD?

Before January 2005
Fixed—Fixed 0.0 0.0 0.3 0.3 0.5 0.8
Fixed—WLL(M)® 0.3 0.3 0.3 0.3 0.5 0.8
Fixed—Cellular 0.3 0.3 0.3 0.3 0.5 0.8 4.25
WLL(M)—Fixed 0.3 0.3 0.3 0.3 0.5 0.8
WLL(M)—WLL(M) 0.0 0.0 0.0 0.3 0.5 0.8
WLL(M)—Cellular 0.0 0.0 0.0 0.3 0.5 0.8 4.25
Cellular—Fixed 0.3 0.3 0.3 0.3 0.5 0.8
Cellular—WLL(M) 0.0 0.0 0.0 0.3 0.5 0.8
Cellular—Cellular 0.0 0.0 0.0 0.3 0.5 0.8 4.25

Intercircle calls ILD calls

All distances  Outgoing Incoming

After January 2005

Fixed—Fixed 0.00 0.00 0.30 0.30
Fixed—WLL(M) 0.30 0.30 0.30 0.30
Fixed—Cellular 0.30 0.30 0.30 0.30 2.50 3.25
WLL(M)—Fixed 0.30 0.30 0.30 0.30
WLL(M)—WLL(M)  0.00 0.00 0.00 0.30
WLL(M)—Cellular ~ 0.00 0.00 0.00 0.30 2.50 3.25
Cellular—Fixed 0.30 0.30 0.30 0.30
Cellular—WLL(M)  0.00 0.00 0.00 0.30
Cellular—Cellular ~ 0.00 0.00 0.00 0.30 2.50 3.25

Source: TRAI (2003, 2005h).

a. ILD means international long-distance.

b. WLL(M) means literally, Wireless Local Loop (Mobile). This refers to a type of wireless service that was
originally intended for only limited mobility.

whereas before 2005 they could pay as much as Rs. 0.8 (about 1.8 cents).
The incoming foreign charge has been cut from Rs. 4.25 (about 9 cents)
to Rs. 3.25 (about 7 cents), with a further cut to Rs. 2.5 (5.5 cents) for out-
going calls. The net impact of theADC system isthat private entrants, Indians
who make international calls, and foreigners subsidize the state-owned
incumbent.

The ADC fee structure is highly inefficient for two reasons. First, the
price elasticity of demand is much greater for usage than for access. Hence,
taxing usage to finance access substantially distorts the former to obtain
very little gain in the latter. The significance of thisdistortionisgrowing as
the usage of the telecommunications network for wireless data services
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grows. Access to data service providersis usualy over fixed lines, and third-
generation maobile tel ephones make extensive use of wireless data services.
Thus, the ADC taxes a service of growing importance to consumers.

Second, the application of the tax to only some calls creates another dis-
tortion. Anindividual user who calls mostly people on one type of network
has a financial incentive to acquire access service using the same technol-
ogy asthe parties being called. Thisincentiveisnot trivial: userswho place
five three-minute local calls a day can save Rs. 135 per month (about $3)
by using the same technology for access as the people they are most likely
to call.

Eliminating the difference in prices according to distance and whether
the calls were between circles eliminated a third distortion. A call over a
distance of 225 kilometers between adjacent states was taxed nearly three
times as much as a call of the same distance within a state. Again, the
difference was not trivia—R. 0.5 (about 1 cent) a minute. This particular
form of price discrimination had no plausible basis in efficiency, vertical
equity (by income), or horizontal equity (within income groups), and the
government made the correct decision to eliminate it.

The distribution of payments from the ADCs also varies according to
the type of call. For loca calls between fixed and mobile networks, the
fixed network gets the fee regardless of whether it originates or terminates
the calls. For long-distance charges between fixed-line carriers or other long-
distance calls originating in a fixed line carrier, “bill and keep” applies—
that is, the originating network keepsall of the revenue. For intracircle calls
(whether local or long-distance) from mobile to fixed networks, the former
pays the latter directly, but for intercircle calls, the long-distance carrier
collectsthe tax and paysit to the terminating carrier. For international calls
originating or terminating in a mobile carrier, the ADC goes to BSNL, the
state-owned company that is the only wire-line access provider in most of
India.

Themagnitude of theADC feeisthesamefor al fixed carriers, regardless
of their actual cost of service. Thus, carriers for which usage is especially
high receive a greater total subsidy than carriers for which usage is low.
Local telephone networks typically have declining average costs per call as
the number of calls increase, but the reimbursement formula gives greater
subsidies to system with more calls per subscriber—and hence less of a
need for asubsidy. Moreover, like most goods, tel ephone usage hasa positive
income elasticity of demand; hence, the reimbursement scheme provides a
greater cross-subsidy from usage to access service in richer parts of India.
Because rura areas generally have lower average incomes but higher costs
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per user, the magnitude of the subsidy islikely to be inversely proportional
to acommunity’s ahility to pay for service. In short, the highest per capita
subsidies will flow primarily to fixed carriers in the highest-income urban
areas. Fixed carriersin low-income rural areas with no mobile service will
receive the smallest subsidy. Even within BSNL, which receives most of
the ADC payments, the incentive created by this system isto extend access
service in rich urban areas before service is provided to low-income and
rural aress.

The mobile companies have complained vociferously about the ADCs.
The Cellular Operators Association of India (COAI) noted that the case
for subsidizing BSNL in thisway isweak considering BSNL's profitability
and the fact that “thereis no legal, structura or financia accounting separ-
ation for BSNL'svarious product lines,” making it impossible to know which
of BSNL's activities are provided below cost.* I n effect, the ADC amounts
to little more than a government mandate that private firms subsidize the
incumbent state-owned enterprise.

International long-distance carriers, notably the dominant firm VSNL,
also object to the ADC. VSNL argues that the ADC has encouraged a grey
market in international callsthat are able to avoid the ADC.* The presence
of ways for some users to evade the charge raises more fundamental issues
than simply the adverse economic impact on VSNL. First, the fact that the
ADC applies to only some international service providers creates a wedge
in prices and gives rise to the possibility that a more costly provider will
capture customers from more efficient firms. The ADC fee of more than
7 centsaminuteisasignificant fraction of the marginal cost of international
calls and so drives a huge cost gap between the carriers that must pay the
fees and those that do not.* Second, if the ADC charge is set to recover
the total net loss from basic service, bypass of this sort will cause the ADC
chargetoincreasefor userswho do not have accessto the bypass alternative.
Thus, the gap in prices created by the charge will widen, causing ever-
widening distortions in patterns of use among services and providers.

TRAI had intended to impose ADC fees for five years and has recently
reduced the fee so that it now represents about 10 percent of the sector’'s

32. Ramachandran (2003).

33. “ILD Operators Want Access deficit Charge Scrapped,” The Financial Express,
May 7, 2004.

34. Even between the U.S. and India, many calling cards offer prices below 10 cents a
minute from the United States to India, which is especially noteworthy given that the ADC
aoneis about 9 cents a minute (http://www.nobel com.com/nobel com/jsp/productsel ection/
productsel ection.jsp?from_country=1&to_country=130).
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revenue rather than 30 percent when it was first introduced.® Because of
the rapid growth in telecommunications infrastructure now under way and
because much of the investment in the network is so durable, a five-year
period will have an enduring effect on the structure and efficiency of tele-
communications in India. Thus, a subsidy system that encourages inef-
ficiency and entrenchesthe state-owned monopoly provider can createlasting
costs; the methods for subsidizing basic service should be re-examined to
minimize these costs.

OTHER PITFALLS. While not explicitly part of India's universal service
plans, competition in mobile telecommunications arguably has done more
to bring service to the poor than any policy to date. With the successful
introduction of competition, mobile service has expanded dramatically. As
figure 1 demonstrated, the number of mobile telephones substantially
exceeds the number of fixed lines. While wealthy urban people are the first
to adopt mobile telecommunications, the rapid growth in the share of the
population with mobile phones reflects new access to telecommunications
by people who were too poor or without the necessary political connections
to get atelephone in the old state-owned monopoly regime.

Mobiletelephony ispredominantly availablein urban areasbut israpidly
expanding into rural areas as well. TRAI predicts that by 2006 more than
half of al rural villages, representing 70 percent of the rural population, will
have maobile service.® This rapid expansion of mobile service into rural
areas without subsidies suggeststhat the current universal service plan may
be misdirected. Indeed, India' s policiesto promote rural accessmay actually
inhibit universal service. The ADC fees fall heavily on mobile users, in-
cluding the poor. In other words, to the extent that the poor use mobile tele-
phones, they subsidize the incumbent’s fixed-line network, which serves
mainly the middle class and businesses.

Subsidies and tariff regulations also discourage private investment. If a
favored firm is subsidized for providing servicein an area, other firms will
belesslikely toinvest there. That is, asubsidized firm has artificially lower
costs, making it more difficult for any other firm to compete. In addition,
Singh notesthat rural tariffs are lower than in other areas.® Artificially low
tariffs discourage investments and competition in high-cost areas by making
it even moredifficult for aninvestor to compete with aninefficient incumbent.

35. TRAI (2004).
36. TRAI (2004).
37. Singh (2005).
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Conclusion

While slow starts with reform in the 1990s leave India still lagging behind
other devel oping countries, like China, telecommunications has largely be-
come a huge success story in India. After years of quite nominal growth
and extremely poor service, competition has emerged largely from wireless
providers, resulting in explosive growth in the availability of telecommuni-
cations services. Like nearly every country in the world, India’s telecom
reforms have included policies intended to provide universal accessto tele-
communications services for al citizens.

India's universal service policies have focused primarily on rural areas
and are funded through two primary mechanisms: a universal service levy
and an access deficit charge. The universal service levy isafee charged to all
telecommunications providers, and the funds raised are distributed through
an auction process. The auction design initially discouraged competition,
and theincumbent state-owned provider, BSNL, has been the main recipient
of these funds, though subsequent auctions had more robust participation,
reducing the subsidies. The access deficit charge is a complex set of usage
charges paid from entrants to the incumbent to compensateit, in theory, for
its historical provision of service in high-cost areas.

India suniversal service policies may unfortunately have the unintended
consequences of deterring investment in precisely the areasit hopesto target.
The subsidies discourage competition, and the most efficient operators are
taxed to support the least efficient operator. Fortunately, most of thetelecom-
munications market in Indiais so competitive that growth may not be ham-
pered by these inefficient policies. Nonetheless, because telecommuni-
cationsissuch animportant industry, itiscrucial to minimizeinefficiencies.
India's best approach for achieving universal service is to ensure that its
policies promote competition and do not favor any single firm over another.



Comment and General Discussion

Harsha V. Singh: The paper by Noll and Wallsten focuses on Universal
Telecommunication Service, which is also referred to as Universal Service
Obligation (USO) in common parlance. The paper’'s main conclusions are:

—L ike nearly every country in the world, India’s telecom reforms have
included policies on universal access for al citizens.

—India's USO policies have focused primarily on rural aress.

—They arefunded through two primary mechanisms: auniversal service
levy and access deficit charges.

—The auction design initially discouraged competition and the incum-
bent state provider, BSNL has been the main recipient of the funds.

—Access deficit charges are a complex set of usage charges paid from
entrantsto theincumbent to compensate, in theory, for itshistorical provision
of servicesin high cost areas.

—India s USO policies may have unintended consequences of deterring
investment in precisely those areas that it wishes to target.

—With subsidies, most efficient operators are taxed to support the least
efficient operator.

—India sbest approach to ensure achieving universal serviceisto ensure
that its policies promote competition and do not favor any single firm over
another.

The paper is a good attempt to understand and analyze the universa
telecommuni cations service operations in India, but it remains subject to a
number of shortcomings. | focus on these shortcomings in my comments,
but that should not be seen asreducing in any way the positive contribution
of the paper.

The shortcomings in the paper can be described, in parts, as

—Dbeing inaccurate or incomplete

—being out of date

The views are strictly those of the author and should not be ascribed to any other person,
organization, or institution.
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—overlooking the fact that the policy may have been implemented in a
particular manner for reasons that may have been specifically mentioned
or discussed by the Telecom Regulatory Authority of India

—not fully accounting for the changes that have taken place with respect
to both USO and the access deficit charge policy.

ADC Policy

The authors are correct in characterizing USO policy in India as being
mainly, though not exclusively, focused on the rural sector. They are, how-
ever, not entirely correct when they identify two separate initiatives, the
USO Fund and the ADC payments, as funding the USO. The USO program
isnot funded by the ADC program. The focus of the ADC regimeisto help
the fixed-line operators to phase in their adjustment during a period when
they are not in a position to carry out requisite tariff rebalancing and face a
sharp decline in long-distance tariffs and competition from services such
as mobile, which have tariffs with surplus for monthly rental and shorter-
distance call tariffs (that is, their tariffs are more rebalanced). This aspect can
be seen, for example, in paragraph 2 of TRAI's Interconnect Usage Charges
(IUC) Regulation of October 2003, which states, among other things, that:

Prior to the opening up of the telecom sector, the loss due to access deficit for
basic service operators [BSOs] was being taken care of through a cross-subsidy
from profitsto BSOsfrom ashare of the domestic and international long distance
tariffs. With competition in the domestic and international long distance segments
as well as among the fixed line/WLL(M) [wireless in local loop with limited
mobility] and cellular mobile, leading to a sharp declinein the prevailing tariffs,
the extent of cross subsidy has decreased in a major way. The competition in
long distance markets continues and this will mean that the tariffs are likely to
decline further. In such a scenario, since the access deficit for fixed line arises
due to tariffs being specified for social reasons, there is a case for providing the
access deficit amounts to these service providers. In contrast to the fixed line
service providers, the other access providers have tariff forbearance for call
charges, and are allowed to charge higher average amounts for local calls than
those charged by fixed line operators.

Thisthought isreiterated in paragraph 42 of the TRAI’s IUC Regulation
of January 6, 2005, which states, among other things, that:

ADC funds have been provided to fixed line service providers to cover the short-
fall in revenues for access (i.e. the deficit), and in a situation of incomplete tariff
re-balancing, sustain the service even with intense competition in the long
distance market. The Authority recalled in this context that either due to the
Regulator or the Government, an upper limit was imposed on the fixed line
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rental charged by BSNL, and the other fixed line service providers were also
constrained since BSNL has been the market leader in this regard. Consequently
an access deficit arises because the revenues from rental charged are much below
the cost based rental, with the latter being calculated based on the capital cost
for thelocal call portion of the network (please see the Regulations of 24" January
and 29" October, 2003 for more detail). A major portion, i.e. about three-fifths
of the cost base for estimating the cost based rental is accounted for by the
capital expenditure in the last mile portion of the network.

Thereis, of course, an overlap between the USO and the ADC regimein
the sensethat when the ADC amount is calcul ated, the extent of USO support
already provided (which is part of the revenue of the operator) is deducted
to estimate the ADC net base. As the USO amount keeps increasing, the
net cost basefor the ADC isreduced. Also, one of thecriteriafor distinguish-
ing the main beneficiary of the ADC is rura coverage. However, it is not
the only criterion for this purpose, nor isthe focus of ADC policy the USO
regime. Thisis shown, for example, by the fact that the ADC is provided
also to fixed-line operators that have a virtually negligible presence in the
rural aress.

Thus, the discussion on the ADC does not pertain to USO policy as such.
However, it is given major importance in the paper and is subject to some
of the shortcomings that are relevant to the paper, so | address it here.

The paper is not correct in stating that the amount of ADC is collected
mainly from the private operators. It iscollected from all operators, including
theincumbent, BSNL. Thisisshown, for example, by table6inthe TRAI's
IUC Regulation of January 6, 2005 (reproduced here as table 2). A note-
worthy feature of the group of other operators to which the last column of
the table refersis that it includes BSNL mobile operations. Of course, the
amount transferred from private operators—that is, other than from Bharat
Sanchar Nigam Limited (BSNL) mobile and Mahanagar Telephone Nigam
Limited (MTNL) mobile—to BSNL fixed is a net subsidy from the private
sector operators to the public sector incumbent.t However, the relevant
amounts are much lower than the total amounts of ADC mentioned in the
paper. It is noteworthy that in February 2006 the TRAI further amended
the ADC regime and reduced the overall amount of ADC funding by one-
third, in comparison to the amount calculated for 2005.

Further, the paper mentions that the ADC regime should apply equally
toal serviceproviders. The TRAI did consider such aregime, which would
be based, for example, on share of revenue, but was unable to implement

1. MTNL isapublic sector telecom operator providing services to Mumbai and Delhi.
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TABLE 2. ADC Collections
Rupees in crores

Net amount of
Amount of self-  ADC to BSNL
Total amount ~ Amount of ADC funding by fixed funded

IUC regime applicable of ADC funding to BSNL BSNL fixed by others
As per January 24, 2003

regulation calculations 13,518 12,381 10,084 2,298
As per October 29, 2003

regulation calculations 5,340 4,792 2,264 2,528

such aregime because it conflicted with some of TRAI’s other important ob-
jectives, such as keeping thelocal chargesfor fixed callslow, not increasing
the monthly rentals (as the amount of rental increase for collecting the same
revenue for ADC would be very large), and keeping the tariff burden on
domestic calls low. Thus, even though the TRAI wanted to switch to are-
venue share regimefor ADC (thustreating all service providersin the same
way), it could not do so in view of its other objectives. Some of these points
are discussed by the TRAI, for example, in paragraphs 49 to 60 of the Ex-
planatory Memorandum of TRAI's I[UC Regulation of January 6, 2005. The
discussionin the Explanatory Memorandum specifically addresses anumber
of criticisms in the paper. As the situation has changed and the other
objectives could be met together with imposition of a percentage revenue
share regime, the TRAI has implemented such a regime for ADC. In the
most recent amendment in the regime, dated February 23, 2006, the TRAI
has changed the per minute ADC charge to a revenue share percentage (with
revenues not including rural revenuesfor fixed-line service). It has kept the
per minute ADC charge for international calls, while reducing the amounts
per minute.

Another criticism in the paper isthat the ADC regime does not cover all
the callsin asimilar manner. Thistoo was considered by the TRAI and was
not put in place for a combination of reasons, including the aforesaid ob-
jectives and the feasibility of implementing such aregime. The Explanatory
Memorandum to the TRAI’s regul ations provides an indication of, and the
reasoning for, the policy choices adopted by the regulator after weighing
various objectives and taking into account the possibility of technically
implementing various policy options.

Thus, in my view, an important weakness of the paper is that it has not
adequately considered theissue of feasibility of implementation of policies.
Thisis also valid, for instance, with regard to the criticism that the TRAI
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stipulated the same charges for ADC without taking into account the differ-
encein costsamong operators. This point completely overlooksthe problems
that one faces with implementing a regime within the technical constraints
prevailing in India. Problems relating to implementation are discussed by
the TRAI in its regulations as well as the consultation paper.

Likewise, the paper raises the issue of grey areatraffic arising from the
ADC regime asif it isan issue that has not been addressed or discussed by
the TRAI. The effect of the regime on grey traffic has been addressed by the
TRAI in severa contexts, including for example, in paragraphs 61 to 69
of the Explanatory Memorandum of the January 26, 2005, |UC regulation.
There, the TRAI recognizes the choice that it has to make between two con-
flicting objectives (one of them being addressing grey markets), the choice
that it does make, and the reasons for doing so. It would have been appro-
priate for the authors to examine and discuss these aspects rather than just
note that the regime gives rise to grey traffic and its associated problems.

Inthe context of grey traffic too, the evolving market situation hasallowed
the TRAI to achieve more of its composite objectives. For example, in its
revision of the ADC regime in 2006, the TRAI has reduced the difference
arising due to the ADC from 7 to 1.8 cents for outgoing calls and to 3.5
cents for incoming calls. Thisis to be seen together with the supplemen-
tary monitoring regimein place, within amechanism involving the ministry,
the vigilance agencies, and service providers (TRAI discusses this in its
January 6, 2005 regulation). However, even with the changes there is till a
significant arbitrage margin, but with the rapid growth that is taking place,
it islikely that this part of the ADC regime too may be converted to a re-
venue share next year, before the whole ADC regime is phased out in 2008.

Another criticism isthat the ADC charges are imposed on usage and not
on the access price, and that such a policy does not favor the poor users be-
cause the price elasticity of usage is much higher than that for access. This
argument overlooks several points, starting with the reason for instituting
theADC regimeitself.2 TheADC was put in placeto hel p thefixed operators
adjust in a situation where tariff rebalancing could not take place through
policy or the market. In this situation, imposing a charge on access would be
akin to undertaking tariff rebalancing, which was not possible in the first

2. There are a number of other points also, including the fact that in India one of the
reasons for the increase in the subscriber base has been a reduction in the prepaid card
amount, which is similar to an access price. This would suggest a very high elasticity for a
reduction in access price and would also suggest that increasing access price does not bene-
fit the poor. For another work arguing that raising access prices is not pro-poor, see Asian
Development Bank and others (2006).
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place. Second, any charge on access price would have to be relatively large
charge, making it impossible to implement. In fact, one major constraint
for the policymaker, after doing the tariff rebalancing that it implemented
from 1999 to 2001, was the inability to make large changesin the price for
monthly access and local calls. In fact, when the TRAI increased somewhat
thelocal call pricein 2003, the public sector operator, under pressure from
the Parliament and the government, continued to charge the previous low
local call pricein its general tariff package. Ignoring this fact would have
meant relinquishing to some extent the objective of allowing a phasing in
of adjustment for the fixed operator, especialy for BSNL which had a
countrywide network and was the backbone for the telecom services in
the country. (Even now, mobile network covers only about 35 percent of
the country’spopulation; in contrast, BSNL coversvirtually the entire popu-
lation: it has about 37,000 exchangesin the country, of which about 30,000
are rural exchanges. All of these exchanges are linked to reliable media;
90 percent are linked to fiber.)

One aso needs to remember that the ADC regime is time bound and
will expire in 2008 (in contrast, the USO policy will continue). Moreover,
the regime involves a reduced amount of ADC each year, and as the imple-
mentation issues get tackled, the regimeis changed to achieve the additional
objectives that were not possible earlier.

A major point arising from the discussion on ADC in the paper is that
the distortionsintroduced by the regime would |ead to an adverse enduring
effect on the structure and efficiency of telecommunicationsservicein India.
Whilethe point regarding distortionsis correct, the conclusion on the endur-
ing adverse effects appears to be an exaggeration. Since 2003 (the year when
the ADC regime was implemented), the additional subscriber basein India,
mainly mobile, has been increasing at unprecedented rates, achieving each
year more than what the country had achieved in the first fifty years of its
independence (table 3). The monthly additional subscriber base in March
2006 was over 5 million. With such growth, the point regarding lasting
adverse effect needs to be seriously reconsidered.

USQ Policy

I will not address the details of the discussion on whether USO in telecom
isavalid public policy objective. It is a policy followed by most countries
that emphasizetimely roll-out of telecom servicesin areasthat are otherwise
commercially unviable or unattractive, given the large investments required
to meet the small demand reflected in the market. A case can be made that
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TABLE 3. Number of Fixed and Mobile Telephones and Telephone Density

Fixed Mobile Total number of phones
Year ended March 31 (Million) (Million) per 100 population
1948 0.08 - 0.02
1951 0.10 - 0.03
1961 0.33 - 0.08
1971 0.98 - 0.18
1981 2.15 - 0.31
1991 5.07 - 0.60
1992 5.81 - 0.67
1993 6.80 - 0.77
1994 8.03 - 0.89
1995 9.80 - 1.07
1996 11.98 - 1.28
1997 14.54 0.34 1.56
1998 17.80 0.88 1.94
1999 21.59 1.20 2.33
2000 26.51 1.88 2.86
2001 32.44 3.58 3.53
2002 37.94 6.43 4.29
2003 40.62 12.69 5.1
2004 42.84 33.69 7.17
2005 45.90 52.21 9.08
2006 49.75 89.92 12.73

universal serviceis socially important, but asthe policy isin place (asitisin
most countries), and will remain, it ismoreimportant to discussthe policies
used to achieve the USO objective.

The paper has correctly identified the limitation of the Indian auctioning
scheme for USO, in the sense that thefirst round of bidsis allowed only for
those operators that have alicense for the relevant service area. However, the
paper overlooks an important point regarding implementation. Since there
are existing licensees for the relevant license area, if they are not allowed a
first option in the USO bid, there could be legal challenges from them and
the process could be delayed.

Further, the USO policy has evolved over time, taking account of the oper-
ational difficulties and implementing changes to address them. Thus the
effectiveness of these policies has increased with the changes implemented
in the scheme.® While this is acknowledged in the paper, the bulk of the

3. See for example, Singh (2005).
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analysisfocuses on the initial phase when the existing fixed operators were
not fully functional and their networks still haverelatively narrow coverage.

Likewise, the paper mentions that amid-term review of the outcomes of
the first two auctionsisin progress, but criticizes the USO scheme for not
having adequate information on the number of village public telephonesin
working order. While this criticism was once valid, the USO scheme now
has a built-in review process that will produce such information (and has
already begun doing so).

Further, the government has been considering extending the coverage of
USO policy to certain rural infrastructure for mobile service (such astowers
and cable for part of the network).# That would further enhance the effect-
iveness of the USO assistance. Moreover, once anational-level licenseis put
in place by the government, as suggested by the TRAI in its recommenda
tions on unified licenses, the legal issue restricting the number of operators
in each license area would be largely addressed as each license areawould
have significant competition from the most extensive service providers.

In addition, within a few years, the mobile telephony is likely to cover
most of the rural population (it presently coversabout 35 percent of the popu-
lation), and the need for supporting the present form of USO policy would
be substantially diminished. The TRAI has recognized this likelihood in a
number of its public statements and in some of its papers.® Thus, the policy
thrust with respect to tel ephony under USO will shift toward greater reliance
on the market, and the focus of the future USO policy in Indiais likely to
emphasize Internet and broadband over time.

Over time, thereis quickly going to be greater reliance on the market and
on mobile services, and thus the policy is following the lines suggested in
the paper. However, the paper does not discuss the ongoing shift of the USO
support policy toward I nternet and broadband. In thisregard, it is noteworthy
that the public sector operator, BSNL, has linked about 30,000 rural ex-
changes with fiber and hasinstalled about 500,000 route kilometers of fiber
in the country under the New Telecom Policy 1999. This provides a very
good basis for extending Internet and broadband to most parts of India

Conclusion

The paper isagood attempt to assess the USO policy of India. It has a num-
ber of shortcomings, however, including the fact that it overlooksthe nature
4. The ministry is in the process of moving a proposal for the cabinet to change the

relevant Act of Parliament for this purpose.
5. See for example, TRAI (2004).
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of policies that it mentions as being used in Indiato support USO, imple-
mentation constraints faced by the policymakers, attempts by the policy-
makersto balance different objectives (which include some of the objectives
emphasized in the paper), the reasons given for the choice of specific pol-
icies, and ongoing policy developments that address to a greater extent the
objectiveswhich earlier could not be fully addressed due to implementation
congtraints. It is noteworthy, however, that the general direction of policies
followed by the Indian government and the telecommunications regul ator
are akin to those emphasized by this paper. Because of this and the rapid
growth in the sector, the concerns outlined in the paper are perhaps not as
serious as the authors project.

General Discussion

Abhijit Banerjee commented that the theory under which everybody ought
to have atelephone and, therefore, the maximization of the number of tele-
phones was a social objective seemed completely bizarre and somewhat
distant from the economic objective. He then went on to ask how the scheme
for village public telephones worked. What was the incentive to maintain
the telephone? The problem in some villages is that the village public tele-
phone has not been repaired for many years. So, how do you build incentives
for the telephone to be repaired, even if you offer a subsidy for it?

HarshaV. Singh responded that the latest USO scheme actually incorpor-
ated an implementation mechanism. If the telephone was out of service
from seven to forty-seven days, the quarterly subsidy due to the provider
was adjusted on apro rata basis. If it was out of order for longer than forty-
five days, the provider got no subsidy. Monitoring was done in various
ways, including sample surveys and the examination of consistency in the
billing data.

Another participant stated that if Indiawanted to use wireless service to
increase teledensity in the rural areas, which is probably the way to go, it
needed to price the spectrum appropriately. For many rural areas the spec-
trum should be given free, at least for some period of time, because at the
moment the shadow price of the spectrum is zero. In response, Harsha
Singh advised everyoneto read the recommendations of the Telecom Regu-
latory Authority of India, where the thoughts expressed by the participant
had been reflected.

Suman Bery addressed the issue of private versus public sector as the
provider of the universal servicein telecommunication. Indiahasasituation
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where a public-sector incumbent exists and is here to stay, where the in-
cumbent is powerful compared with the regulator, where the incumbent
has most of the existing data and can manipulate them. This offersan inter-
esting case study. If one triesto put an auction schemein place on the basis
of the data from the existing provider, a whole range of both institutional
and public finance issues arises. The public finance issue is, of course,
what determines the merit good and should this be a merit good? Once
this set of issues has been sorted out, one must think of a clever auctioning
mechani sm—with ways of revealing willingness to supply, willingness to
demand, and clear ways of designing the contract—that gets around some
of these information problems. Bery suggested that the participants who
thought analytically about these issues could give the authors a sense of the
direction in which the paper could be extended.

Esther Duflo commented that there was no clear economic case for sub-
sidizing use of the phone service. Arvind Panagariya concurred with Duflo,
arguing that at best one could make a case for a subsidy to cover the fixed
cost of laying down the line and putting up the phone booth. Beyond that,
assuming aconstant per-unit cost of making acall including the maintenance
cost, the user should be charged for the service. Another participant stated
that the marginal cost argument isimportant as aform of test asto whether
the demand is sufficient to cover the maintenance cost.

Another participant responded to some of the issues raised. It had been
mentioned that the price of the spectrum in the rural areas should be zero or
heavily discounted. The TRAI isconsidering waysto introduce the spectrum
pricing incentive to increase rural coveragein areas where the existing tele-
density isvery low. The participant also said that some participants appeared
to have confused interconnectivity with roaming. For example, he said, if
you are carrying, say, an Airtel mobile phone and you are going to somerural
areas with BSNL coverage, but your telephone does not work, that is not
an interconnection issue. The issue iswhether BSNL has aroaming agree-
ment with Airtel. The roaming agreement is a commercial agreement
between two operators.

In the case of a new operator, the regulator intervenes to have the in-
cumbent grant him aroaming agreement for alimited period, say, two years,
during which the entrant must roll out his own network. After the end of
that period, roaming agreements must be made by mutual consent on purely
commercia grounds. It must be remembered that the BSNL entered the
mobile market seven years after the mobile operators had been in business.
For seven years these mobile operators could not significantly expand their
mobile coverage in the rural areas. Now seven years after the BSNL has
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expanded the mobile coverage, it would be wrong to expect the regulator to
force the BSNL to offer roaming agreements to other operators. The same
problem has arisen in other countries such as Italy.

Pradeep Baijal of the TRAI said that he was an outsider to the telecom
sector and looked at the USO issue dispassionately. He went on to provide
the contrary perspective. He said he did not understand why we talked of a
universal service obligation. A couple of years back we had 1 percent tele-
density. Then we said, my goodness, wewill have universal serviceaobligation,
which really meant that this 1 percent of the population would subsidize
the remaining 99 percent in the waiting list, or the government will come
in and look after them. That is our present policy. We are very bothered
about the 99 percent. We say, let the 1 percent existing subscribers bear the
burden of service for the rest.

Baijal noted that despite al the big statements, teledensity roseto barely
1.92 per 100 people from 1948 to 1998, a fifty-year post-independence
period. After the government and TRAI made some regulatory changesin
2003, we added about 2 percent teledensity both in 2003-04 and 2004-05
and would add 3 percent in 2005-06. At the current rate of monthly growth,
we should add 5 percent teledensity in 2006-07. Despite ahigh rate of tax-
ation in India, intense competition in the sector, brought in by regulation,
against the earlier cost plusregulation, tariffs are three-fourths of the lowest
tariff anywhere e seintheworld, including China. Returning to the universal
service obligation, Baijal said that 70 percent of the potential consumers
arein therura areas. They have access to extremely low tariff and asare-
sult, there is a huge demand in the rural areas. It may be recalled that the
urban mobile growth in India was catalyzed by the introduction of the new
cellular technology and introduction of intense competition in the sector. It
can bereplicated in rural areas if mobile towers cover such areas. Last year
the geographical coverage of our population was 20 percent. This year the
geographica coverage has expanded to 3035 percent. We are looking for
the coverage to go to 70-80 percent because the demand is huge, but the
dispersal of population presents a slightly suboptimal business case for
operators. The policy should therefore aim at coverage of alarge part of the
population by mobile towers.

The second element of the policy should be to make the sharing of infra-
structure mandatory if asubsidy isused to put in the towers. Theincumbent
has 30,000 exchanges with optical fiber through public subsidy, whichitis
not prepared to share. It has the support of international precedents. Thein-
cumbent has the right to interconnect to anywhere in the world but it says
you cannot roam on my network.
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Baijal said teledensity in rural areas could be expanded by bringing down
the entry costs. Let anyone put in towers. We know the number of towers
that should be there, he said. Give capita subsidy to anyone who would put
up towers. That capital subsidy can come from the USO fund, which has
high annual accruals and huge balances. The fund is statutorily meant for
giving rural connectivity.

The session concluded with Wallsten making three points. First, the argu-
ment that Indiais mostly rural and that there is a huge gap between urban
and rural penetration isnot by itself an argument in favor of universal service.
One needs more than that to defend universal service obligation and there
is not a clear economic justification for it. The poor people in rural areas
have more pressing needs than telecommunication services.

Wallsten's second point related to the issue of whether mobile tel ephony
should be subsidized in rural areas. Subsidies available to some providers
reduce the incentives of othersto invest, since their competitors will be sub-
sidized. Reduced incentives to invest can delay competition, which is the
best method of improving telecommunications services.

Finally, spectrum is an important but complicated question. The answer
is not automatic that it should be given free in rural areas. Auctions have
been used successfully for spectrum and there is no reason why it cannot
be auctioned in rural areas. But one of the problems of auction isthat gov-
ernment must understand that its purpose is not to raise money for the
treasury, but to alocate spectrum efficiently.
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