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Chapter 3

Reforms and Their Impact on
Growth and Poverty

The economy is in crisis..... We are determined to address the problems of
the economy in a decisive manner. ... This govemment is committed to re-
moving the cobwebs that come in the way of rapid industrialization. We will
work towards making India internationally competitive, taking full advan-
tage of modem science and technology and opportunities offered by the
evolving global economy.. ..

We also welcome foreign direct investment so as to accelerate the tempo of
development, upgrade our technologies and to promote our exports. Ob-
stacles that come in the way of allocating foreign investment on a sizable
scale will be removed. A time-bound program will be worked out to stream-
line our industral policies and program to achieve the goal ofa vibrant econ
omy that rewards creativity, enterpnse and innovativeness....

Our visioniis to create employment, eradicate povertyand reduce inequality.
We want social harmony and communal amity. We want a more humane
soctety. As the twentieth century draws to a close, we cannot live with
poverty and destitution among large sections of our population. [Mahatma]
Gandhi said that it was his ambition to wipe every tear from every eye. That
is the vision which will inspire the work of my government. jai Hnd,

— Prime Minister P. V. Narasimha Rao in an address to
the nation upon taking the office, June 22, 1991
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y the second half of the 1970s, the sorry plight of the economy,

accentuated dramatically with the turn to socialist policies under

Indira Gandhi, had become evident to thase who did not wear
ideological blinkers.

Bur the grip of socialist rhetoric on the national psyche was so over-
powering chac few dared to challenge the policy framework itself. There-
fore, the response was a very gradual, almost imperceptible process of
unwinding the controls without disturbing the underlying framework.!

This process accelerated somewhar under Prime Minister Rajiv
Gandhi, who took the reins of the government at the end of 1984 fol-
lowing the assassination of his mother, Indira Gandhi.

Through the 1980s, doubts concerning the controlled regime grew
steadily even if only gradually. But as the decade ended, the doubrs were
greatly heightened and confidence in the model India had followed was
at a low point. It was further shaken by two external events: the success
China had achieved after it turned ourward—this was “learning by oth-
ers’ doing”-—and the demise of the Soviet Union—which was “learning
by others” undoing”—that had served as the model for Indian planners
from the 1950s uniil at least the end of the 1970s. Therefore, when a
balance-of-payments crisis in 1991 offered the opportunity to make
more dramartic changes, newly elected Prime Minister P. V. Narasimha
Rao, who came to the helm due to the assassination of Rajiv Gandhi
during the election campaign and who had experienced the tyranny of
central controls as the chief minister of Andhra Pradesh in che early
1970s, did not hesitate.” He launched a process of systemic reforms that
firmly put India on a dramatically differenc course from the one Indira
Gandbhi had set for the nation.

These reforms posed the greatest challenge to the long-standing pro-
ponents of socialism, who now faced an existential threat. Unsurpris-
ingly, their response was to take an offensive strategy designed
specifically to undermine the credibility of the reforms. This required
the creation of several new defensive myths. In this chapter, we address
these myths, which relate to the alleged malign impact of the reforms

on growth, poverty, and socially disadvantaged groups. Additional
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myths relating to the presumed delererious impact of the reforms on in-
equality, education, health, and related issues are discussed in Par I1.

Myth 3.1: Reforms do not explain the faster growth
in India since 1991.

The most surprising myth, surviving amonga few economists, is that al-
though growth did occur after reforms, it was not a result of the post-
1991 reforms and that instead it can be traced back to the 1980s.

We have seen that the command-and-control regime had peaked by
che mid-1970s and a quiet process of looscning some of the controls
began soon after, accelerating somewhat in the 1980s, especially under
Prime Minister Rajiv Gandhi. It was this halcing, partial process of re-
forms, introduced as it were “by stealch,” that was replaced in 1991 by
the reforms package that brought the liberalizing process into the open,
made reforms more comprehensive across important issue areas, such as
industrial licensing, and represented a fundamental shift in che policy
framework.?

So, we must ask: How can serious economists maintain thac the re-
forms had no effect on the post-1991 acceleration of growth? Their ar-
gument takes one of two forms. They claim thac firse, the growth
acceleration really started in the 1980s, and second, even that was a result
not of the piecemeal reforms of the 1980s, bue of “articudinal changes,”
which trumped the effects of any specific, concrete reform measures.

The economic historian Bradford Delong (2003) was the first to argue
that the post-1991 reforms followed cather than preceded the growth ac-
celeration. But his claim that growth acceleration started in the 1980s did
not automatically imply that reforms as such had nothing to do with the
shift in the growth rate. Indeed, Delong acknowledged thar the reforms
in the 1980s may have led to the acceleration in growth in that decade,
and so one could nor conclude that reforms and growth were not relaced.
Going a step further, he also speculated that the 1980s growth acceleration

might have proven to be just “a short-lived flash in the pan” in the absence
of more comprehensive reforms of the post-1991 variety (as is indeed true).
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Figure 3.1. Annual growth rates of the GDP and per capita GDP during vari-
ous phases, 1951-1952 to 2011-2012

Source: Authors’ construction based on data from the Handbook of Statistics on India’s Econ-
omy, 2012, Reserve Bank of Indla, Mumbai

The real problem lay with the separate assertion by Dani Rodrik
(2003}, in his editorial introduction to the volume carrying DeLong’s
paper, thac the 1980s growth had little 1o do with reforms in any case.
He argued that “the change in official attitudes in the 1980s, towards en-
couraging rather than discouraging entrepreneurial activities and inte-
gration into the world economy, and a belief thac the rules of the
economic game had changed for good, may have had a bigger impact
on growth than any specific policy reforms” (emphasis added).*

However, both DeLong's statistical assertion abour allegedly robust
pre-1991 growth and Rodrik’s explanation for it are wrong.’

First, the claim chat growth in the 1990s was no higher chan in the
1980s carries what might be called a fallacy of aggregation. The accel-
eration in the early 1980s was in fact quite modest (see Figure 3.1),
with the bulk of the growth back-loaded in the last three years of the
decade. Once we exclude the years 1988-1991, growth in che remain-
ing years—1980-1981 to 1987-1988—turns out to be just 4.6 per-
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cent, which is closer to the 4.1 percent growth that had already been
achieved berween 1951-1952 and 19641965 and perceptibly lower
than the 5.8 percent during 1988—2003 or 6.3 percent between 1992—
1993 and 1999-2000.

Chetan Ghate and Stephen Wright (2008) have recently applied
state-of-the-art techniques to detailed state- and industry-level data o
identify the turning point of the economy. The authors’ careful and
comprehensive work places this turning point at fiscal year 1987-1988,
just as Panagariya’s (2004b) did.”

Second, the “super-high” annual growth of 7.2 percent during 1988-
1991 was preceded by significant, though partial reforms, especially in
1985-1986 and 19861987, It was also helped by significant deprecia-
tion of the rupee in the second half of the 1980s.2 But more important,
this growth was also driven by fiscal expansion and external borrowing
that were not sustainable. Unsurprisingly, the surge ended in a balance-
of-payments crisis in June 1991.

Even if we ignore the differences in growth rates in the 1980s and
1990s, the 1980s growth could not have been sustained without the
post-1991 reforms.

Thid, the shift to 8.2 percent growth during the nine years between
20032004 and 20112012 represents a significant jump in che growth
rate following the post-1991 systematic reforms. Surely artriburting this
laest acceleration to some vague “attitudinal” change in the 1980s
strains credulicy.

In fact, many of the structural changes since 1991 have a direct link
to the liberalizing reforms. Could the trade-to-GDP ratio have risen from

17 percent in 1990-1991 to more than 50 percent by the later 2000s
without steady trade fiberalization?” Could foreign investment have risen
from $100 million in 1990-1991 to more than $60 billion in 2007-
2008 without the liberalization of the foreign investment regime? Could
the number of phones have risen from 5 milion toral at the end of 1990—
1991 to new additions of over 15 million every month without the lib-
eralization of telecommunications? Could automobile production have
risen from 180,000 in 1990-1991 to 2 million in 20092010 without
delicensing of investment and opening up to foreign investment? The list
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goes on.'? Policies matter; “changes in bureaucratic articudes” in the ab-

sence of policy changes are ephemeral.

Myth 3.2: There has been no reduction in poverty after
the reforms,

Critics also complain thar the reforms have done precious little for the
poor. The complaint has taken different forms depending on the time
and contexct. Initially che claim was simply that reforms had not helped
bring down poverty. But as the reforms and growth progressed through
the 1990s and 2000s and evidence on poverty reduction accumulated,
these claims shifted first to asserting thar reforms had not led to acceler-
ation in poverty reduction from that in the pre-reform period and then
to arguing thar they had failed to reduce the absolute number of poor.
We address each of these claims below.

Empirical evidence showing that poverty failed to decline during the
heyday of socialism and thar it has seen a steady decline in the post-
reform era is now incontrovertible. Figure 3.2 shows the evolution of
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Figure 3.2. The proportion of the population living below the official poverty
line, 1951-1952 to 1973-1974

Source: Authors’ construction based on estimates in Dah, Guarov, 1998. “Poverty in India and

Indian States: An Update,” Discussion Paper No. 47, International Foad Policy Research In-
stitue (July)
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the proportion of those below the official poverty line, called the poverty
catio, at the national level from 1951-1952 to 1973-1974. The hgure
also includes the trend line for the poverty ratio during chis period. [tis
evident from the figure thac poverty fluctuated berween 50 percent and
60 percent during this period with a slight upward trend. Because India
had begun at a very low per capita income and grew at a very slow pace
during the first twenty-five years of the development program, the coun-
try could make no dent in poverty whatsoever. .
Figure 3.3, which shows the poverty ratio in rural and urban India
and the country as a whole at various points berween 1977-1978 and
2009-2010 presents a sharp conerast to Figure 3.2." Once the strangle-
hold of controls was loosened and reforms took root, growth accelerated
and poverty fell in boch rural and urban India and nationally. m.u:n can
argue about the /evel of poverty since it depends on where precisely we
draw the poverty line, but one cannot argue about the declining #rend
in it. Indeed, official estimates for 1993-1994, 2004-2005, and 2009-
2010 are at a higher poverty line and these also show a declining trend
in both rural and urban India. .
Recognizing the compelling nature of the evidence on the decline in
poverty under reforms and accelerated growth, critics have shifted
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Figure 3.3. Poverty ratio in rural and urban India, 1977-1978 to 2009-2010
Sousce: Authors’ construction based on estimates in Mukim and Panagariya (2013)




34 | WHY GROWTH MATTERS

ground. They now argue thart the decline during the post-reform era has
not accelerated and even slowed down relative to the pre-reform era. For
this, they compare the annual percentage-point decline between 1983
and 1993-1994 and that berween 1993-1994 and 2004--2005. Buc this
argument has owo serious problems.

First, true comparison of pre- and post-reform performance is not
the one chat critics draw but rather the one between the first chree de-
cades, spanning 1950-1980, and the past three decades, 1980-2010.
Even though liberalizing reforms in India became more systematic in
1991, they were already under way during che 1980s.

Second, and a tough nur for the critics to crack, is the poverry esti-
mate based on the latest expenditure survey, conducted in 2009-2010
which caprures the effect of the 8.7 percent growth during 2005 .mocm.
10 2009-2010. This estimate shows that poverty during these five years
fell ac a rate far exceeding that in any other period. Indeed, the accelera-
tion during this period is so large that when we combine it wich the ear-
lier period and compute the average percentage-point decline per year
during 1993-1994 to 2009-2010, this number turns out to be larger
than during 1983 to 1993-1994, the period critics favor the most.'?

Burt some critics reject the evidence of declining poverty by arguing
that there has not been a major dent in the absoluze number of people
living below the poverty line and chac this fact undermines che claim that

poverty fell after the reforms. According to the official estimates pro-
vided by the Planning Commission, at the traditional poverey ::n_unrn
India-wide absolute number of poor was 323 million in 1983, 320 .Em-
lion in 1993-1994, and 302 million in 2004—2005. Presumably, there-
fore, the number of poor has ac best declined marginally.'? ,

. However, the pracrice, once popularized by the World Bank, of cit-
m:m the absolute number of poor makes for a flawed method of measur-
ing poverty in the face of a rising population.'® This approach to
.Ennmc_._.:m poverty will in fact downplay the decline in poverry because
it does not distinguish berween changes in the absolute and in the rela-
tive or proportionate number of poor.

The use of absolute number of poor biases the poverty measure up-
ward. (One might cynically speculate chat the biased measure was _uo“-
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ular at the World Bank and diffused to the client nations, so as to in-
crease the alarm over poverty and bolster the critiques of a reforms-ori-
ented development strategy )"
Shifting, however, to the .,?‘owo:mo:mﬁ: measure of poverty, we get
2 more meaningful idea of what happened in India. According to official
poverty estimates, provided by the Planning Commission, the propor-
tion of the population below the poverty line in India fell from 44.5 per-
cent in 1983 to 27.5 percent in 2004-2005. During the same period,
population rose by approximately 374 million. Unless you make the lu-
dicrous assumption that the entire net addition of 374 million to the
population was non-poor, a reasonable expectation would be thatin the
absence of an effective poverty-alleviation strategy, the poor would have
been 44.5 percent of the additional 374 million people, or a further
166.5 million poor people.'® Adding this number to the original 323
million poor in 1983, this would have meant a total of 489.5 million
poor people in 2004-2005. But since the actual number of poor people
in 20042005 was only 302 million, this suggests the exit of 187.5 mil-
lion people from poverty.

This subscantial decline is properly captured by what economists call
the “poverty ratio,” which fell to 27.5 percent in 2004-2005 from 44.5
percent in 1983, This clearly demonstraces the absurdity of the con-
tention that the unchanged absolute number of poor people is equiva-
lent o no change in poverty.

A final form in which some critics make the argument that the re-
forms have not helped the poor is by citing continuing or even increased
poverty among certain individuals or groups of individuals. But this will
not work either since we discuss below thac poverty has gone down
among all broad-based groups, such as the Scheduled Castes and Sched-
uled Tribes, and across all states.

There is no doube that chere are many who were poor prior o the re-
forms and who remain so today. Nor can we rule out the possibilicy that
reforms have impoverished some individuals, for example, when they are
displaced from land to make way for alternative activities without proper
compensation.'” However, this approach to the criticism of reforms is ill
conceived since we can measure the efficacy of a set of policies only at some
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aggregate level, even when we disaggregate the effects by groups such as
the Scheduled Castes and Scheduled Tribes (the impact on whom we ex-
amine in Myth 3.3 below). We know of no policy thar makes everyone
within each disaggregated group berter off and hurts literally no one.
"The reality for the critics of the reforms is stark: in regard to poverty

reduction, the regime of socialist policies did far less good for (and in-
deed even inflicted harm on) the poor and the underprivileged groups
than turned out to be the case under the regime of reformed policies.
India ultimately moved away from the old policies precisely because
those policies, with their deleterious effect on economic performance,
had failed to deliver on poverty reduction and other social goals.

Myth 3.3: Reforms have bypassed, even hurt, the socially
disadvantaged groups.

Some NGOs and journalists as well as international organizations argue
that the reform-led growth may have reduced poverty overall bur it has
not helped bring down poverty among the socially disadvantaged
groups, principally the Scheduled Castes and Scheduled Tribes but pos-
sibly also Other Backward Castes (OBC).

For example, a submission by the National Campaign on Dalit
Human Rights to the House of Commons of the UK Parliament, pub-
lished on January 14, 2011, states, “In spite of high economic growth
rate the poverty rate among excluded communities in India has in-
creased, coupled with the insecurity of livelihoods.™®

In a similar vein, writing in the Financial Chronicle (December 29,
2010), journalist Praful Bidwai argues, “Rising inequalities highlight
what is wrong with India’s growth trajectory, driven as it is by elite con-
sumption and sectoral imbalances, which exclude disadvantaged groups

Jrom the benefit of rising GDP, while aggravating income disparities” (em-
phasis added)."”

Most strikingly, even the World Bank has joined the chorus alleging
thac growrh in India has done precious lictle for che tribal population of
the country. A recent country bricf by the bank puts the matter in these
stark terms: “India is widely considered a success story in terms of

oy ._-
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Dehejia and Panagariya (2012a) take a different route to analyzing
the impact of liberalization on different social groups. They consider the
staws of entrepreneurship among the Scheduled Caste and Scheduled
Tribe groups in the service sectors, using the survey data gathered by the
National Sample Survey Organization in 2001-2002 and 2006-2007 .2
“They find for entrepreneurship a pattern very similar to the one found
by Mukim and Panagariya (2013) for poverty. The share of each of the
Scheduled Caste and Scheduled Tribe groups according to the value
added and the number of workers employed in the enterprises was and
remains well below its corresponding share in the population, reflecting
the historical injustices. But each social group experiences healthy
growth in the value added and in the number of workers ecmployed in
the enterprises owned by its members.?

The Scheduled Caste and Scheduled Tribe entrepreneuts have expe-
rienced significant growth in their enterprises. Some anecdotal evidence
is beginning to appear even on the rise of Dalits (untouchable castes thac
are included among the Scheduled Castes by the Indian Constitution)
to large fortunes. In particular, newspapers have widely reported on

thiry Dalit crorepatis (a crore equals 10 million and a crorepati refers to
someone having an accumulated wealth of 10 million rupees or more),
almost all of them first-generation entrepreneurs, who were invited toa
Planning Commission meeting specially organized for them in January
2011. The groups included Milind Kamble, who serves as chair of che
Dalit Indian Chamber of Commerce and Industry, formed in 2005. Ac-
cording to him, “Including mine, most of the big Dalit-owned busi-
nesses are 15 years old. With the emergence of globalization and the
disappearance of the License-Permit Raj, many opportunities appeared
and many of us jumped on them.”' Referring to the meeting at the
Planning Commission, he reportedly said, “The Planning Commission
was stunned when they asked how many of us used government schemes
t build their businesses. Only one entrepreneur from Mumbai raised
his hand and described how he’d applied for $20,000, spenc three years
visiting government offices to chase his money and finally got $15,000.”
Thus, contrary to the general impression and especially the a prioti fears
of some critics, reforms and growth, and not governmental assistance,
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seem to have opened opportunities for the Scheduled Caste and Scheduled
Tribe entrepreneurs to seize, in enterprises large and small.

Myth 3.4: The Planning Commission plays politics
with poverty lines.

The suggestion thart the Planning Commission plays fast and loose with
the poverty lines couldn’t be farther from the truth.” In secting the
poverty lines, India has adhered 1o the highest standards of profession-
alism throughout its history.

The official poverty lines used until they were revised in 2011 were
based entirely on the recommendations of the Lakdawala Committee of
1993.% These poverty lines had been set such that anyone above them
would be able to afford 2,400 and 2,100 calories’ worth of consumption
in rural and urban areas, respectively, in addition to a subsistence level
of clothing and shelter. A committee headed by Professor Suresh Ten-
dulkar was likewise behind the revisions to the Lakdawala poverty lines,
adopted in 2011 and reported to the Supreme Court by the Planning
Commission. The integrity and qualifications of Tendulkar are beyond
reproach.

In the second half of 2011, the media created the distinct impression
that the Planning Commission, in its affidavit to the Supreme Court, had
deliberately lowered the poverty lines to exclude many genuinely poor
from the benefits reserved for the poor. The same impression was conveyed
yetagain when the Planning Commission released a report in March 2012
showing acceleration in poverty reduction berween 2004-2005 and
2009-2010 over that between 1993-1994 and 2004-2005. These allega-
tions are false.

In che first case, the Planning Commission had actually raised the
poverty line, while in the second case it had made no change. In 2011,
the Planning Commission reported to the Supreme Court poverty lines
based on the Tendulkar Committee recommendations of raising the
rural poverty line from the original level while keeping the urban poverry
line at its previous level. The Planning Commission had simply com-
plied with the Tendulkar Committee recommendations.
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The claims of reductions in the poverty lines prominently surfaced
yet again when the Planning Commission reported in March 2012 that
poverty reduction had accelerated between 20042005 and 2009-2010
over 1993-1994 and 2004-2005. For instance, a headline on the
NDTYV website declared, “Planning Commission further lowers the
[urban] poverty line to Rs 28 [from 32 rupees in the Supreme Courr fil-
ing].” But once again, the Planning Commission had done no such
thing. The 32-rupee line, reported to the Supreme Court, relaced to the
year 2010-2011 and 28 rupees to 20092010, with the difference fully
accounted for by the higher price level in 2010-2011.

One final accusation is chat the Planning Commission has set the
poverty lines at ultra-low levels so that it may exclude a large parc of the
population from benefiting from the government’s redistribution pro-
grams. While reasonable people may differ on whether ic is desirable to
furcher raise the poverty line, the subject is far more complex than is
commonly appreciated. The guiding objective behind the poverty line
in India and indeed worldwide has been to monitor progress in combat-
ing desticution. Therefore, poverty-line expenditures have traditionally
been set at levels just sufficient to allow above-subsistence existence.

The dilemma in raising the poverty lines is best brought out by con-
sidering the implications of poverty lines that are significandy higher
than those currently in use and are advocated by many of the cucrent
critics of the Planning Commission. Thus, for example, suppose we were
to raise the rural poverty line to 80 rupees and the urban one to 100 ru-
pees at 2009-2010 prices.

What would these lines imply? Firse, based on the expendirure survey
of 2009-2010, they would designate as poor 95 percent of the rural pop-
ulation and 85 percent of the urban population. But few analysts would
suggest thar all but 5 percent of the rural and 15 percent of the urban
population live in destitution today. Even if we were to argue that
poverty goes beyond the destitute, measuring progress at the 95th per-
centile in rural and the 85th percentile in urban areas is unlikely to tell
us very much about success in combating poverty.

Second, turning to the implications for rediseribution, how much
good to the bottom 30 percent or 40 percent who represent the truly
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destirute will we do if the tax revenues raised from the top 15 pe
urban population were spread evenly over 95 percent of the Ew&:””
85 percent of the urban population? With the tax revenues still relaivel
wdomnmr significant redistribution in favor of the destitute requires _.n d
_mmsm such redistributions to the botrom 40 percent or so of HMo 0 .“__”.
tion, Spreading chem thinly over a vast population would give HMO_H_.W _-
to the destitute to make a major dent in poverty. -
To dramatize this argument, suppose we redistributed all expendi-
tures, as reported in the 2009-2010 expenditure survey, equally acros
n_).-n._uovc_nno:. Astonishingly, such redistribution would leave each :.”
dividual with just 45 rupees per day in expendicure. This level is well
below even the lowest poverty line any critic of the Plannin Ooiéw
sion has advocated during the recent debates on poverty _:._nmm.. o

Myth 3.5: Trade openness has exacerbated poverty.

The final myth we consider in this chapter folds into the criticism th
.m_o_u&mupao: is bad for the poor. It also links a specific policy _.nu.m“._.E..nlH
increased openness to trade—to an increase in poverty. It got a boo
.Mn.on._ _m mc._ﬁww by the International Monetary Fund economist _unnw“
opalova (2007), who
ey :N F&m.wnm:nn_ that enhanced openness adversely im-
. However, several economists have successfully challenged her find
:._.mm, showing that increased openness has reduced poverty mzmnnmm‘
Given the importance of this issue, and the Topalova Myth, below .
w..:.:_.:E.mNn these studies (which can be skipped by readers _._o_m inter én_n
in the necessary technical arguments). -
Ho_up_o,..m asked whether rural and urban districes, which are subj

to different degrees of competition from imports depending on ﬁr_”H
goods they produce and in what quanities, experienced increased or re-
duced poverty as a result of trade liberalization in India. She measured
the openness by tariffs correcting for the levels of employment in high
versus low-tariff sectors. Working ar the district level, she found n_..mnm -
,.anmnn_ openness had been associated with, and presumably had led H_“..
increased incidence of poverty in the rural districts but had ne mﬂnmnm
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cally significant effect in the urban districts. She found no evidence in
cither rural or urban India that openness was associated with alleviating
poverty. These were startling results because, as we argued earlier, trade
openness in a labot-abundant economy stimulates growth in general and
the expansion of labor-intensive industries in particular so that it can be
expected to lower rather than raise poverty-

Hasan, Mitra, and Beyza Ural (2006-2007) have therefore revisited
this question. They note chat the analysis of povercy and trade openness
at the district level poses several problems. For example, the data from
the 1993—1994 expenditure survey by the National Sample Survey
Organization do not readily allow the .dentification of urban districts.
District boundaries also shift over time. There are also questions of ran-
domness of the sample at the district level. Finally, sometimes the num-
ber of observations in a district is insufficient to yield a reliable estimate
of poverty.

Therefore, these authors study the question at the level of the state
and (National Sample Survey Organization identified) regions within
states. There being one or more regions within a state, regions arc greater
i number than states and therefore allow greater degrees of freedom.
As such, their research offers an improvement OVer the Topalova
approach: the focus on regions allows a righter estimation of poverty
than the district-focused approach and also allows for a tighter estima-
tion of regression equations than a pure state-focused approach.

These authors also note that assigning zero tariffs to non-traded sectors
\n measuring openness, as done by Topalova, is erroneous. Many goods
and services may be non-traded precisely because the barriers to trade are
prohibitive. So they define openness s an nB_u_owu.n:?Enwern_ sum of
tariffs such that only exportable products are assigned zero tariffs, with
non-traded sectors excluded from the calculation. These authors also take
into account non-tariff barriers, which Topalova ignored.

In sharp contrast to Topalova’s claim chat trade openness was not as-
sociated with reduced poverty, these authors’ superior methodology
failed to encounter even 2 single case in which reducrions in trade pro-
tection worsened poverty at che state or regional level. Instead, they
found that states more exposed to foreign competition had lower rural,
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urban, and overall poverty ratios, with this beneficial effect being more
pronounced in states that had more fexible labor-marker instirucions.
‘The authors also found tha trade liberalization led ro greater poverty re-
duction in states more fully exposed to foreign competition. The resules
held for overall, urban, and rural poverty with varying strengths and sea-
tistical significance,

Moreover, Jewel Cain, Hasan, and Mitra (2012) have also revisited
the issue and reinforced the findings of Hasan, Mitra, and Ural, using
dara from the more recent round of the sample survey conducred in
2004-2005. They find thac every percentage-point reduction in the
weighted tariff race led 10 0.57 percent reduction in the poverty ratio on
average. This implies that of the overall reduction in poverty during
1987-2004, on average, 38 percent can be attributed to change in the
exposure to foreign trade. Since the authors control for time-fxed ef-
fects, and poverty has declined over time, they can infer that the greater
exposure of the labor force to foreign comperition speeded up poverty
reduction. The magnitude of impact and its stacistical significance nac-
urally vary across rural, urban, and the owo sectors considered rogether,
as well as across the different eariff and non-tariff measures used. How-
ever, in no case do these authors find increased openness to result in in-
creased poverty.

Finally, Mukim and Panagariya (2012) split the dara by social group
and analyze the impact of trade openness on poverry within each of the
social groups in rural and urban areas. They find no evidence wharsoever
in favor of the hypothesis that rising incomes or openness have adversely
impacted poverty among any one of the groups. They also find thac one
or more measures of openness have had a statistically significant and fa-
vorable impact on poverty levels in the Scheduled Castes and non-
Scheduled eastes in rural and urban regions and in both regions raken
together. As for the Scheduled Tribes, they find a statistically significane
effect of openness on poverty in urban areas only.
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_, Chapter 4

Reforms and Inequality

he surge of the growth rate during the eight yeats _unm.w:“._”w m_“
MOOmTMooA to 8.5 percent from less than 4 woqnnﬂn .M_—_E 0
i bstantial wealch. While there we
has meant the creation of su i
no billionaires in dollar cerms in India as HM_”nE_w as 2000, che 2007 h
d as many as fifty-five of them.
¥ Mﬂ%ﬂmﬂvﬂ“&»ﬂ& msw‘::ﬂ led to claims that reforms have mosw_ﬁﬁw_
m . . "
mrwn income inequalities and that India has entered a state similar
mas

the American Gilded Age in the late nineteench cencury. But while such
e
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close scrutiny.

Myth 4.1: Reforms haveled to increased inequality.

i i iate measure
the outser, we need to emphasize that what is an appropria -
. . y a technical issue—for example, whether ¢

of incquality is ot simpl measure of what is called

i f inequality should be the economists . .
_H._“Mnmmui_nowmmnmgn (explained below and more fully in Appendix 2)
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if those living in Ratnagiri are not comparing themselves to what is hap-
pening in Mumbai, why is this inequality measure of any relevance? So,
measures of urban-rural inequalicy may have licde relevance as well.
On the other hand, when within-Mumbai inequality becomes more
acute, the poor there are more likely to notice as they compare them-
selves with the rich in their own neighborhoods. Similarly, within our
own university (Columbia University in New York), the inequality be-
cween the top salaries—the president enjoys the highest salary—and che
lowest salaries is a salient issue, bur (ar least as of now) not the discrep-
ancy benween our salaries and those on Wall Street.! In short, an increase
in inequality within one’s own village or institution is likely to raise
hackles bur not inequality berween groups that have litele relacionship
or contact with one another.

Then again, the political and social implications of any increase in
appropriately measured inequalicy would depend on the social context
in which it occurs. Thus, if inequality increases and the rich spend
money on conspicuous consumption, that could become socially explo-
sive. Bur if mobility is high, the poor may react by celebrating the con-
spicuous inequality rather than resenting it, because they think thar they

ELIEY

too may someday “make it big” in thac way,

Keeping these cavearts in mind, consider some general economic ar-
guments that bear on income distribution berween the rich and the poor
in an economy such as India’s. First, some forms of inequality can be
expected to rise in a rapidly growing economy. Growth involves wealth
creation. Insofar as a small number of entrepreneurs lead this wealth cre-
ation, and those creating wealth are unlikely to redistribute all of it in
an acc of aleruism, disparity among the richest and the rest of the popu-
lation in both income and expenditure is likely to rise.

Likewise, rapid growth is often led by the formation of a small num-
ber of agglomerations (i.e., concentrations of economic activity in lim-
ited geographical areas), which generally form in urban centers, leading
to urban—rural as well as regional inequality. On the other hand, in a
labor-abundant economy, pro-growth policies are also expected to lead
to specialization in the labor-intensive goods, which raises employment

and wages of the poor. The poor can move from lower-paid jobs in the

T
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countryside to higher-paid jobs in pﬂm_umn:% growing urban agglomera-
i roducing less inequaliry. .
H_Q_H.m“_h“nn _H_W _umnrmaomsm. what has been the Indian experience? >M_ it
happens, the evidence we discuss below shows Hrn.; contrary to ﬁ_ nH
spread impressions, inequality measures do not point to an unambigu
isi d in inequality.
ocmmm‘rﬂwmnmn““ﬂszm and %nn_..cwnnrw (2012) have recently measured m__“-
equality in India, using the household expenditure survey data from ¢ M
NSS$ rounds conducted in 1987-1988, 1993-1994, 1999-2000, an
2004-2005.2 They show that inequality between states and _uuz.,..mwn
urban and rural areas is dwarfed by inequality among r.ocmnro_n_m within
cach of these aggregates. For example, inequality within states accounts
for more than 90 percent of the total inequality over the country (see
Figure 4.1). Inequality berween states accounts mo._. _nm..q. than _.o vnmnﬂwn
of the rotal inequality across the country. Likewise, inequalicy wit tin
cural and urban areas accounts for 90 percent or more of the total in-
i s the narion.
2_:““”0””””_«. the overall inequality exhibits only modest <E..Em._o: over
the period, rising slightly between 1988 and ,.oo&.pnn_ again _un”a.nm:
1994 and 2000, but by 2005 dropping to a level m__mr.ﬁ:\ above ¢ at _M_
1988 (see Figure 4.1). Inequality wrends within states mirror the :mcﬁ%u ”
experience: it rose berween 1994 and 2000 and then fell becween 2
and 2005 in most states. Indeed, berween 2000 and Noom.. only mo._._m
states—Mizoram, Maharashtra, Orissa, and Haryana—experienced sig-
nificant increases in inequality. The picture is almost nuunn_w._..ro same ._..o_.
rural and urban arcas within states; the vast majority n.annn_._nnm rising
inequality between 1994 and 2000 but falling inequaliry between 2000
m:mﬂﬂwmun.m&ﬁ of other researchers, comprehensively surveyed by Weiss-
kopf (2011), echo the basic message of Krishna and Sethupathy that,
racher than exhibit secular trend, inequalicy has gone Eu.m:m down dur-
ing the growth process with at most a modest net G2 since the H.omom.
These researchers rely on the Gini coefhicient, which usually varies by
two or three percentage points, changing only rarely by five percentage
points. What is interesting, however, is that some researchers have gone
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Figure 4.1, Changes in inequality over time and within households
versus across states

Source: Krishna and Sethupathy (2012, Figure 6.9)

on to interpret these changes as representing “significant” or “pervasive”
increase in inequalicy.

Thus, Deaton and Dréze (2002) report estimates that exhibit no clear
trend in rural inequality and a small increase in urban inequality. But in
the texe of their paper, they surprisingly conclude, “To sum up, except
for the absence of clear evidence of rising intra-rural inequality within
states, we find strong indications of a pervasive increase in economic in-
equality in the nineties. This is a new development in the Indian econ-
omy: until 1993-94, the all-India Gini coefficients of per capita
consumer expenditure in rural and urban areas were fairly stable”
{p- 3740). Evidently their stark conclusion is not consistent with their
statistical findings.

In almost an identical spirit, Weisskopf (2011) quotes Paria Topalova
approvingly as stating that “all measures point to significant increase in
overall inequality in the 1990s” (p. 46). Yet, the Gini coefficient calcu-
lated by Topalova and reported by Weisskopf changes from 31.9 in
1983-1984 to just 30.3 in 1993-1994 and 32.5 in 2004-2005. One

o
4
i
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would think that the difference between 31.9 and 32.5, which may not
even be statistically significant, would hardly warrant the inference that
there has been a significant increase in inequality.®

An extra dividend from Krishna and Sethupathy’s analysis is the find-
ing that chere is no correlation between the change in inequality across
households within states and the change in state-level measures of tariff
and non-tariff protection. Trade openness is not linked to increased in-
equality.

The cricics of the reforms have also raised a different concern: that
growth has been uneven across states and that this has resulted in in-
creased inequality among them. This is correct since richer states have
grown faster than the poorer states on average. This phenomenon may
have political salience if it leads to resentment by the states lagging be-
hind, which are poor to begin with. But four qualifying facts must be
kept in view.

First, as Panagariya (2010a) and Chakraborty et al. (2011) show, the
years 20032004 o 20102011 have seen nearly all states growing sig-
nificantly faster than they did in any prior period. Therefore, the risc in
interstate inequality does not reflect the poorer states’ remaining poor
or being further impoverished. Instead, it represents the richer startes
growing faster than the poorer states in an environment in which all
states are growing faster.

Second, two of the poorer states—Bihar and Orissa—are among the
fastest-growing states today. Their success shows that when the national
policies are conducive to growth (as they have been after the significant
reforms began) and some of the states grow rapidly, the door to poorer
states’ achieving similar success is also opened wider. As Bhagwati and
Panagariya (2004) and Panagariya (20092) have argued and Gupra and
Panagariya (2012) have analyzed in detail, there will likely be a diffusion
effect: when the rest of the economy is growing rapidly, the electorate
in the poorer states will demand more from its leaders, prompting policy
changes that increase prosperity. Both Bihar and Orissa have elected and
reclected chief ministers who have performed well.

Thicd, faster growth in some states opens the scope for larger-scale
redistribution programs in favor of poorer states. A program such as the

X AT T e
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National Rural Employment Guarantee Scheme, which benefits the
poorer mam.ﬂnm proportionately more, would not be feasible without cer-
HM_MM_HMM having large enough incomes to make the necessary revenues
Finally, labor is not immobile across states. It is well known th
T_uo_. from Bihar has traditionally moved to Mumbai and Kolkara m,_:
jobs, as have people from the Punjab and from the hills, Thar means nro_.
mm.ﬂﬁ. growth will arcract migrants from the slower-growth states and _.MH
gions, so that the prosperity (as distinct from growth) will diffuse to ar-
slower-growth areas through the usual channels, such as remittances )
A further dimension of inequality relates to the socially disadvanta .&
groups. Once again, critics often assert that the income n_mm.n..n:nnmﬂ
tween the Scheduled Caste and Scheduled Tribe on the one hand .M
non-scheduled castes on the other have gone up during the years of BE.mn_
growth. But in a comprehensive analysis, Hnatkovska, Lahiri, and HVM_H.__
(20 _N.v show that such claims are not supported by empirical .nsn_n:nn
Using Employment-Unemployment Survey data from the me
rounds conducted in 1983, 1987-1988, 1993-1994, 1999-2000, and
20042005, they show that the wages of the Scheduled Ommnnm. mbm
m.n_..nmc_nm Tribes have been converging to those of non-scheduled nm”.a._ﬁ
since 1983. They demonstrate also thar differential education levels of
the wo groups drive most of this convergence. Likewise, the occupati
structure of the Scheduled Castes and Scheduled ,_.._.mr“w has m_m% r._wo:
converging toward that of non-scheduled castes. The Scheduled Omm”. .
and Scheduled Tribes have been able to take advantage of the ra nn_m
growth and structural changes in India during the post-reform n_.”m
me have rapidly narrowed their huge historical economic dis B i
with non-scheduled castes and tribes. P

Myth 4.2: ”—.rna_ﬁ to the reforms, India is now in the Gilded Age
that prevailed in the late nineteenth-century United States.

The emergence of billionaires and the exposure of a few mega-corruption
cases have led some, especially Sinha and Varshney (2011), to argue that
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India has now entered a Gilded Age much like the United States in the

late nineteenth century.*
During this period in the United States, four main strands of criticism

were rampant. The first was that American business elites had succumbed

to “gross materialism,” which was manifest in conspicuous consumption

and crass displays of wealth. Second, this was made possible by the accu-

mulation of great wealth by the likes of John D. Rockefeller and Andrew
Carnegie, and indeed many others, while the vast masses toiled for minus-
Third, these tycoons were not “captains of industry” to be ad-
mired but were rather “robber barons” who had builc their fortunes on
abusive business practices and high-handed suppression of attempts at
unionizing labor. Fourth, (in modern terminology) there was a business-
political complex, such chat these robber barons and corrupt politicians
had greased one another’s palms and defrauded the nation.

Mark Twain’s 1873 novel with Charles Dudley Warner was titled
The Gilded Age, a phrase that gained wide circulation.” The book was a
reaction to the excesses that accompanied the remarkable growth of the
American economy as the production of iron and stee! took off with rail
transport expanding rapidly to bring primary resources from the expand-
ing western frontier to the east. Oil and banking expanded at an un-
precedented pace as well, leading to massive fortunes for tycoons. The
vignettes from this Gilded Age amply illustrate the criticisms that at-
cended the extraordinary growth.

Lavish parties were a way of life for the nouveaux riches, An account
of the time says: “Sherry’s Restaurant hosted formal horseback dinners
for the New York Riding Club. Mrs. Stuyvesant Fish once threw a din-
ner party to honor her dog who arrived sporting a $15,000 diamond

"G

cule wages.

collar.
There was also a populist resentment of the extreme wealth con-

crasted with the tragic realicy of siums and subsistence wages in the over-
crowded tenements in the growing urban towns and cities. The general
perception, reflecting that contrast, was that while the rich wore pearls,
the poor were in rags. There was growing talk of recribution through

emerging violence: fears grew of “carnivals of revenge.”
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Against this backdrop, labor began to organize against long hours and
low wages, and the robber barons occasionally reacted by breaking the
strikes brucally. Thus, even Andrew Carnegie, who professed sympachy
for the poor, reacted to the Homestead Strike of 1892 by supporting his
manager, Henry Frick, who locked our workers and hired Pinkerton
musclemen to threaten the strikers. This was no isolated incident.

The offending titans also operated in a governance vacuum regarding
business practices they used to gain monopoly control. Notorious for
such business practices was John D, Rockefeller of Standard Qil Com-
pany, who in 1870 turned his company into one of the nation’s first no-
torious monopolistic trusts, Antitrust legislation came later: the Sherman

Anti-Trust Act of 1890 and the later, tougher, and more effective Clay-
ton Anti-Trust Act of 1914,

The era was also marked by corruption at the highest levels of gov-
ernment, including the president, but more typically at the levels of local
governance where, as today, businesses and governments shared che
spoils from local grants of cash subsidies and land gifts, presumably for

a “social purpose” (such as constructing a railroad) but in facr for the
sole purpose of defrauding the commonweaich.

Is India today in such a Gilded Age? There are superficial similarities,
for sure. True, in the same way that fast growth in the nineteenth-cen-
tury United States created the Vanderbilcs, Carnegies, Rockefellers, and
Morgans, it has created a large number of billionaires in India, Again,
like the robber barons of the American Gilded Age, Indian billionaires
have tilted the playing field to their advantage through securing mining
and land resources, secking regulations favorable to them, and blocking
foreign entry. Bur the similarity ends there.”

The conditions characterizing the American Gilded Age and current-
day India are vastly different. At the beginning of the Gilded Age, the
dominant economic philosophy in the United States was laissez-faire.
There was virtually no effective regulatory, labor, or social legislation ar
the federal level. Two key picces of regulatory legislation—the Inerstare
Commerce Act of 1887, which aimed limit the monopoly power of
the railways, and the Sherman Act of | 890, which provided for antitrust

AR
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action against businesses—were enacted during this _un_.m_.M&. _Row _uM_m.: _””.M_“
viding protection to industrial labor, the poor, E...a thee erly nuﬁu._n
Jater. With rare exceptions, only white males enjoyed <on:.£ :M ) m._u

In contrast, post-reform India and its growth explosion have mﬂ”
preceded by several decades of a noEEn:n_-n.Em-no_.:no_ &‘_mﬁnn:._ noHM.n -
mented by stringent legislation in favor of _:&._2:& f.,_”: o” 50 hat i
is impossible to have business tycoons breaking seri ”m nrn aé wo: -
American robber barons did. India, it may _wm recalled, En_ a M ’ :m
standing national commitment to eradicacing poverty an p:mn_ ie i _m
universal adult suffrage since independence. The nocsma.- hasall € ..BHB
of a liberal democracy with the poor and the underprivileged having ac-
cess to effective politics at the ballot box. .

The economic reforms have allowed freer _u_u.w TGS T
neurs but can hardly be characterized as _&mmnw.m:qw. Wn_?..n.c.m remain a
public-sector monopoly and the government remains a major w_mwn_qu in
such key sectors as steel, coal, petroleum, E:._ .wzm_s.un:_._m&mo_o,n”_nm_..mnm %.
spite private-sector entry in airlines, Hm_nnoE.. _:m:..m:on_“.mpn n_._nn e om,
the public-sector players have remained active. In banking, nr o
domestic and foreign private players has been expanded but the pu o
sector again remains dominant. And mm<.ﬂ..u_ sectoral wnm.c_mﬁo_.w ummﬁn:mmu
topped by an all-encompassing Competition Commission, overse
:nmw%“““mw.ﬁm:m America’s Gilded Age :Smoq. sectors such = steel, oil,
sugar, meatpacking, and the manufacture of mm:n:._n_.:n :..mn_.:n__..nQ %rPEM
to be dominated by “trusts,” the opposite is true in Fn__.m AL
are multiple domestic firms within many sectors, competing umﬁnmﬁ o:..w
another as well as with imports and foreign Ewnmnoa. _:nnnﬁ.m nﬁm_,:?“

itive pressures have led to reduced prices m:.n_ wn.._uno.,.mn_ mcu__Qw pEe :
ucts and services in such diverse sectors as airlines, R_mmo.BSpS_nm_.._o: ,
automobiles, two-wheelers, refrigerators, and air conditioners. .

The trearment of industrial workers in India today m.ﬂm:mm in m.rm_.m
contrast to that in late nineteenth-century America. U::.:m the Gilde
Age, factory workers toiled sixty-hour weeks E_.Hrocn _unsm_m.zm. no_.sv_w”_o
sation for job-related injuries, or insurance against layoffs. In contras
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the strikebreaking actions of the robber barons at the Homestead Sreel
Mill in 1892 and George Pullman’s railroad in 1894, labor laws in India
provide a high degree of protecrion to industrial workers.

Finally, whereas the state provided no protection to those at the bot-
tom of the income distribution, including farmers in the United Stares
during its Gilded Age, the government in present-day India is sensitive
to the fate of the poor. Indeed, growth and the social programs it has
made feasible have helped bring down poverty significantly. The changes
have also benefited the underprivileged groups, as we have already doc-
umented, and as we noted, there are now a handful of Dalit croreparis.

But what about the corruption? How does today’s India compare ro
America’s Gilded Age? Critics contend thar the post-reform era has been
driven by crony capitalism. This implies that Indian entrepreneurs have
accurulated wealth mostly by redistributing it in their favor through
outright fraud in collaboration with politicians, rather than by creating
it.® Bur che allegation is not persuasive. Unlike Mexico, for instance,
where the billionaire Carlos Slim Held has used every conceivable means
to generate monopoly profits for himself, most Indian entreprencurs
have become rich by creating wealth while operating in a highly com-
petitive market. Recent empirical work by Alfaro and Chari (2012) also
points to the existence of a highly competitive market in India witch sub-
stantial entry of new firms on the margin. To be sure, one can find ex-
amples such as those of the Reddy brothers, who, according to their
recent indictment, have accumulated wealth from illegal mining; bur
thar is not the case with the vast majority of Indian entrepreneurs from
the information technology, telecommunications, pharmaceuricals, or
engineering goods industries.

So, while the American Gilded Age produced Rockefeller and Van-
derbile, India today has given rise to Narayana Murchy of INFOSYS,
Azim Premji of WIPRO, and Uday Kotak of Kotak Mahindra Bank.
There is not 2 hinc of corruption or shady practices among these success-
ful tycoons. All of them are associared with extensive engagement with
society, and have embraced corporate social responsibility and private
social responsibility. Whereas Carnegie and Rockefeller gave away their
fortunes on their death, the Indian tycoons have given away massive
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sums of money even as they have earned them. Besides, their lifestyles
are simple, not extravagant.

While the tycoon Mukesh Ambani has built a B:nr-nosn_na_wnn_
high-rise in Mumbai, the display of personal wealth and gross Euﬂ.n:m_-
ism is far less rampanc in India than in nineteenth-century America or
in the New York of the 1970s prior to the current crisis and even after
the financial sector’s recovery. Perhaps the worst displays take the form
of lamboyant and unseemly weddings costing millions, but that isa

long-standing cultural tradition. .
While, therefore, India is not a throwback to the American Gilded

Age, one might ask: What about China? Here the parallel is closer. Union
rights are nonexistent; ostentatious displays of wealth are common; and
there is lictle arrempt at corporate and personal social responsibility. So
here again India scores against China and handsomely at that.




