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Indian context of fragmenting political institutions and a largely private
enterprise economy — was a recipe for failure.

IT. POLICIES AND ECONOMIC GROWTH

As noted in the previous chapter, after returning to power in 1980, Indira
Gandhi slowly but surely distanced herself from her earlier commitment
to socialism and instead initiated a shift that has turned into a grow-
ing alliance with business groups.'® In what follows, | analyze the pro-
business economic policies that emerged from this political shift and trace
the impact of these policies on the acceleration of economic growth in
India. Of course, any full analysis of India’s economic growth during the
post-1980 period, which is not provided here, would also need to take
account of the cumulative changes in the nature of the Indian economy
since independence and of shifts in the global context, The emphasis here
is on the state’s pro-business interventions in the economy and on how
these interventions have released economic dynamism in India.

One respectable interpretation of the recent Indian economic expe-
rience — let us call it che pro-market interpretation — emphasizes the
process of economic liberalization in India that began in 1991.'7 India’s
earlier sluggish growth, according to this well-known line of thinking,
was largely a product of a highly interventionist state and of a mis-
guided import-substitution trading regime. In 1991, the argument might
continue, India adopted a pro-market strategy that liberalized its inter-
nal regulatory framework, reduced tariffs, adopted appropriate exchange
rate policies, and allowed foreign investors to play a significant role in
the economy. As a result, rates of capital accumulation and the efficiency
of the economy improved, propelling India into the ranks of the world’s
fastest-growing economies. .

While widely embraced, this pro-marker interpretation is unable to
explain some important empirical anomalies in the Indian record and
is plagued by some logical inconsistencies, First, economic growth in
India started accelerating a full decade prior to liberalization of 1991.™
Second, industrial production in India - a key object of reforms - did

' In this section I am drawing on my two carlicr essays. See Kohli {z006a) and Kohli
[2006b).

'7 For example, see Srinivasan and Tendulkar {2003) and Panagariya (2008).

** For example, sec Nagaraj (zooo), De Long (2003), Rodtik and Subramanium {zoo4),
and Virmani (2004}
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not accelerate in the decade following the liberalizing reforms,*® though
it has in recent years. And third, if a set of policies is supposed to work
anywhere and at any time, why have some states within India responded
well while others have not?*®

[ provide an alternate political economy account of India’s recent
growth acceleration that explains these anomalies. This account empha-
sizes the state’s changing role since 1980, especially the abandonment
of left-leaning anticapitalist chetoric and policies, the prioritizing of eco-
nomic growth, and a slow but steady embrace of Indian capital as the
main ruling ally. Let us call such a strategy of development a pro-business
strategy. In providing such an interpretation—let us call it the pro-business
interpretation — I adopt a more general view that rapid industrialization in
the developing world was promoted, not by minimal states that embraced
the market, but by highly interventionist states that prioritized economic
growth as a state goal, ruthlessly supported capitalists, repressed labor,
mobilized economic nationalism in order to provide social glue, and chan-
neled activities of firms to produce both for protected domestic markets
and for export.*" In light of such an analysis of “success,” one can sug-
gest, as [ have earlier, that India’s sluggish economic growth from 1950
to 1980 was a product, not mainly of the state’s market distortions, but
of a mismatch between the limited capacities of the Indian state and the
highly ambitious statist model of development. Following 1980, I will
now move on to argue, the acceleration of growth in India has mainly
been a product of the state’s embrace of economic growth as a priority
goal and of business groups as the main political ally. Before developing
this argument in some detail, however, it is important to lay out some
abstract issues that ser the framework for developing the more empiri-
cal argument. Those uninterested in theoretical concerns can readily skip
the following brief detour and move straight to the Indian materials that
follow,

Pro-market versus Pro-business State Intervention

Rare though the cases are, the experience of rapid and sustained eco-
nomic growth in a developing country has repeatedly provoked scholacly
debate. The underlying questions are familiar: how did country A or B

'? See Chaudhti (z002) and Nagaraj (2003).
9 Sece Ahluwalia (2000).
! Thave developed this argument in detail in Kohli (zo04).
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(say, South Korea or China) get on the high-growth path, and does the
experience of A or B provide a model, or at least lessons, for others?
The main lines of the debate are also familiar: a high rate of growth
resulted from the state’s embrace of a pro-market strategy, namely, a
move toward limited state intervention and an open economy; or, on the
contrary, the country’s success was a product of an interventionist state,
especially of a close collaboration between the state and business groups
aimed at growth promotion, Of course, in populat discourse on devel-
opment, there is a tendency to treat all pro-business governments as pro-
market governments. Even some scholars collapse this distinetion, either
obfuscating important analytical issues or, worse, providing an ideo-
logical cloak for what are clearly class issues.? Before interpreting the
recent growth experience of India, therefore, it may be useful to sharpen
the distinction between pro-market and pro-business strategies of state
intervention; these development strategies vary in terms of the choice
of typical policies, the logic and pattern of expected outcomes, and the
underlying politics.
Whereas a pro-market strategy supports new entrants and consumers,
a pro-business strategy mainly supports established producers.** A pro-
matket strategy rests on the idea that the free play of markets will lead
to efficient ailocation of resources, as well as promote competitiveness,
hence boosting production and growth. This simple but venerable idea
inspired the so-called Washington consensus on development during the
1980s and 1990s.24 Shorn of numerous complexities, this development
orthodoxy consisted of a few key arguments. First, the proponents of the
orthodoxy were quite critical of the earlier state-interventionist, import-
substitution model of development that was pursued by many countries
in the 1950s and 1960s. Second, the suggestion was instead that economic
growth in the developing world would improve if developing countries
shrank their economic role and opened their economies to the exter-
nal world. A failure to do so, the argument went, would produce fiscal
and trade imbalances. Pressing policy issues thus involved bringing gov-
ernmental expenditure more in line with revenues, on the one hand,
and opening the economy with the hope of promoting exports, on the
other. And finally, more specific policy suggestions that emerged included

:t Panagariya, for example, holds that the distinction becween pro-business and pro-market
strategies is a “spurious distinction.” Sec Panagariya {2008}, p. 18.

13 §ee Rodrik and Subramanium (2004).

4 See Williamson (1990).
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v_._cwmwm:m ._u:_u_mn sector enterprises, cutting public subsidies, reducing th
_u_.__u__.n role in setting prices, currency devaluation, reduction m.m tariff ; n._w
opening the economy to foreign investors. e
>= this is relatively well known and has by now been roundi
criticized.* What needs to be reiterated is that advocates of a H.o-o:_._r d
strategy logically expected a competitive, open, and efficient .Mo::::. o
_nm..“_ to 2 number of additional benign outcomes: for the same un.ﬁm.w zw
of investment, a more efficient economy would lead to higher ..Eom::m
.ono:o_._.:n.w_.os,nrm pursuing comparative advantage would create lab .
intensive industrialization and thus rapid employment growth; pe.
tition would facilitate new entrants; terms of trade Eo:m_n_ mr:‘m Mo:._vm
the .nO::SGmn_n. benefiting the rural poor; and since capital :..OMEE‘
nm_u_.ﬂm._-mnu_.na areas in search of higher returns, regional inequali s.nom "M
m:...::._m_. over time. The major anticipated problems in the _uE.mE.nW ofs ) h
a benign strategy would occur mainly in the short run, when the n.nam:_.hn
away .m.o_a a statist, closed economy was likely to create disruptio _OM
recession. This also suggested that the pursuit of a _u_.o-BE._S_M 5 e
S.mm_n be _uo_.m:.nm__w problematic. Since a pro-market strategy bets ”_M..._Mww
M”m .MM“._.M h”_“””nﬂmn..__éon._ﬁ mwﬁnm of the nnqw_n..vm:m world were likely HM
Al lies in the short run. This is why external support for
ping country governments was deemed crucial by th
proponents of pro-market strategies. ye
m_.o__.”nrn pro-market ﬁ_n<a_o_uan._.: strategy derived its inspiration mainly
: 8:.5 strands of neoclassical economics, the ideas behind a vro
w.c,a._:._nmm 58..—..:@8;0: of economic success have developed more m_wo_..“
_.mwnm..ﬂ.mu_uﬂ_ MWWMM__MJR. Mﬂﬂnﬂ_n:.w from Hrm rapid-growth successes of some
oo Asian econor MN: M ey idea here is that success or failure is a func-
Moy noe s0 much ¢ degree _En om.a_.n quality of state intervention.
re specifica ly, identifying variation in how states are organized and i
.n_..n r.zm:n::o:mznnm relationship between the state and the private .meﬁo_“
”w_ ﬂn _.n key to ::.n_nnm:.‘:&:m .a_..n _.m_un?n.n:nnn?n:nmm of state intervention
" e economy. This relationship varies along a continuum stretching
mnM“H M_“.Mmﬂ_m..nv_o convergence in ma.vm_m to mutual hostility berween the
S H_un private sector. Other things being equal, the setting that has
ffccnsconditon for) 1ap e e o Sy but ot
- H i
is oan._.-_.s.__mn_. the state’s :nmn-nxn_cmrﬂ NMM.LﬂM.M:wMMo__ﬂE—__.w Ec_._“
has coincided with the profit-maximizing needs of private naﬁmvnm”“”\_.ﬂm

3 See, for example, Serra and Stiglitz (z008).
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The narrow ruling coalition in these cases has been a marriage of repres-
sion and profits, aimed at economic growth in the name of the nation.
The developmental states of East Asia have generally created such polit-
ical economies. Turning their countries into state-guided corporations
of sorts, they have tended to be the fastest-growing economies in the
developing world (e.g., South Korea and Taiwan, and in an earlier era,
Japan).
Growth-oriented developmental states have pursued their commitment
to high growth by developing trade and industry using well-designed,
consistent, and thoroughly implemented state intervention. Specific pol-
icy measures have varied but have generally aimed at easing the supply-
and-demand constraints faced by private entreprencurs. Some of these
interventions have been direct, and others indirect. On the supply side,
for example, developmental states have helped facilitate the availability of
capital, labor, technology, and even entrepreneurship. Thus the supply of
capital was boosted at times by superior tax collection and public invest-
ment, at other times by using publicly controlled banks to direct credit
to preferred private firms and sectors, and at yet other times by allowing
inflation to shift resources toward private industrialists and away from
agriculture and urban labor. Repression was also a key component in
enabling private investors to have a ready supply of cheap, “flexible,”
and disciplined labor. Examples of less-direct interventions on the supply
side have included the promotion of technology by investing in education
and research and development, and/or by barpaining with foreign firms
to facilitate technology transfer.

On the demand side, too, developmental states have pursued a variety
of policies to promote their growth commitment. These have included
expansionist monetary and fiscal policies, and tariff and exchange-rate
policies aimed at boosting domestic demand. And when domestic demand
was not sufficient, these states have just as readily adopted newer policies
that shifted incentives in favor of export promotion or, more often, that
helped promote production for both domestic and foreign consumption.

There has thus been significant variation in the specific policy measures
undertaken by developmental states. Only some policies, such as labor
discipline, have necessitated a repressive state. But what most policies
adopted by developmental states reflected instead was a single-minded
and unyielding political commitment to growth, combined with a polit-
ical realization that maximizing production requires assuring the prof-
itability of efficient producers but not of inefficient ones. Sometimes

this has required getting prices right, but just as often it has required
- N ' Vtem meeabanna eparac  enhaidizing
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exports, and holding wages back behind productivity gains. The cen-
HB_._mm_.._n _.Em concerned the state’s goals and capacities, expressed i
the institutionalized relationship between the state and "rn._u_...qwnn sect .
U%n_ov_..:n_._s_ states in successful late-late-industrializers have thus b o
pragmatically — and often ruthlessly — pro-business, more nmn: the rnn:
been m.E...w:. and ideologically pro-market. | e
The discussion of the contemporary Indian growth experience that
mo__os.mv.n_._n:, is framed by these general considerations: has India’s _.nnnm:.
economic growth resulted more from the embrace of the pro-market
ot the pro-business development strategy? To anticipate, the argument
vn_mnsﬁnﬁ_ here is that, since 1980 or so, the pro-business mo__.nmnu_m_..:n i
India that analyzed in the last chaprer has led in the realm of the econo _u
to the nmo_uﬁmo_._ of a pro-business development strategy. Of course __._.M_... w..
is no East Asia: as a democracy, with considerable political ?mm:l_n:mmzc__d
India can’t replicate the cohesion, effectiveness, or brutality of a Ko .
state; India’s indigenous capitalism was also a lot more mmé:nnn__.am:
the 1980s as compared to, say, that in Korea around the mid-1 momw
...._5._ a M_m.ﬁ_cvan:a._ state came into being there and needed to .m.__umnr.
NHM__,__..MW in ...“__.ﬁ_o_. to create new capitalists; and labor in India remains
organize and protected. The new developmental state that India is
ﬂ_:...m in m_..n process of crafting resembles the developmental states of yor.
mainly in terms of prioritizing growth and realigning closely with ca w_uﬂ _.w
The Indian state also remains activist in sofar as it continuousl w_.unnﬂ.
to create a growth-oriented framework, supports capital as :nnmwﬂ_ n:M
helps tame labor as far as possible within the constraints of a n_nn_.un.nmn
Many aspects of India’s recent economic performance, in areas of _uonw:.
growth and distribution, are best explicable if one rmnvm in mind thi
pro-business standpoint adopted by the Indian state. nene

The Politics of Economic Growth in the 1980s

a>n M_”_:nw at both ._‘.nv_n 2.1 (p. 86} and Em_.:.n 2.1 clarifies the fact that

omic growth in India accelerated noticeably around 1980. It is th
case that the rate of growth of industrial production from 1 wmn.. o:énzm
A.._.u_u_n 2.1 and Figure 2.2) was not all that impressive, both by interna-
ﬂoam_ standards and in comparison to India’s own record in the 1950s.%6

n.<n_.n_._£nmm. the growth of the 1950s began from a very low starrin
point, and the performance since 1980 has been a significant improve .
over the 1970s, a decade dubbed the “decade of stagnation.” M\Hoqm“.““_“"
8

16 Gee Wallark frnnt)
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FIGURE 2.1. Gross Domestic Product in India, 1950-2010. Source: Government
of India, Economic Survey 2010-11. *Quick Estimate

2 number of economists have established, using a variety of more formal
tests, that 1980 (or thereabouts) indeed represents a break from India’s
“Hindu growth rate.”*? So the first empirical puzzle is: what underlying
changes might help us explain this break from the past?®

17 See, for example, Rodrik and Subramanivm (2004) and Virmani (2004).

18 It should be noted that some of those sympathetic to India’s liberalizing reforms in 1991
vend not to find the growth pickup of the 1980s all that puzzling, maintaining instead that
this growth was not sustainable, e.g., Srinivasan and Tendulkar {2003) and Panagariya
{2008). This view is nat fully persuasive because the underlying fiscal problems toward
the end of the 1980s were not of crisis proportions, and the pressure on the balance
of payments was generated ac least in part by unforeseen external ciccumstances. As
to fscal issues, note that interest payments on government debt constituted about 17
percent of government expenditures at the end of the 1980s, and 31 percent at the
end of the “liberalizing” 19908 (Mohan 2000, Table sb, p. 2029). The external debt
service ratio in 1988 of 25.2 percent was high bur was rmuch lower than the 36.4 percent
average of “all moderately indebted low income countrics.” India's shore-term debt was
also relatively low (Mookherjee 1992, Table ). The pressure of maintaining payments
on foreign debr was, in wrn, exacerbated around 1991 by a sharp drop in remittances
by noaresident Indians that at the time constiruted ncarly a third of India’s export
earnings {Kapur 2010, Figure 4.2). This drop (and the threat of a drop) was fueled by
such unpredictable external circumstances as the disintcgration of India’s major trading

T

Policies and Economic Growth a9

[Average annual growth rate)

o

1991
Joie

3 4 5 [ ? &
-_i.aisna!.:oeaoa.on:..a:a_

H_nc.”_wm 2.2, Industrial Onos.:r in India, 1950-2010. Sonrce: Author’s estimares
ased on government of India, Economic Survey 2008-09, 2010~11

. A _u_.mam. look at the more proximate economic determinants of the rapid
increase in production sets the stage for a deeper analysis of the :._M_.n
distant causal variables in the broader political economy. In a rough-and-
.:B% manner, economic growth accelerated because of improvements
in the rate of both investment and productivity. As is evident from Table
2.1 (p. ma.u and Figure 1.2 (p. 44), the overall rate of investment in the
economy improved from 1980 onward (the trend actually began in the
second half m; the 1970s) and has shot up quite dramatically since 2005

dﬁ growth in investment in the 1980s was fueled by both growing _uc_u:m
investment and private corporate investment, and in the 1990s, as public
investment declined, by growing private investment {Figure 1 u.,u. the role
of foreign investment has also increased during the most non.n:.n period

As to productivity, especially total factor productivity in manufacturin .
the _:m_.n:.nn generated by economists seems to suggest that there énmmm.
surge in .nrn 1980s and then, though the economy still improved, some
deceleration in the growth rate during the 1 990s and cnwo:m.ww For

a . .
wo_-.“...zw__..m n.-_“”mm“:.u_nn_“ C”.-..o_..“_ E..ﬂ“ the first Irag war and the related increase in oil prices
se tha i i immi i :

t devaluation might be imminent. So, while the macroeconomic

problems were real, the government i i
o , the g also used the accasion to do what it already wanted

*% See, for example, Virmani (zoo4a).
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the purposes of a broad political economy analysis, then, leaving aside
numerous related measurement and other problems that economists
rightly debate, the first empirical puzzle translates into this: what political
and policy changes during the 1980s help explain improvements in the
rate of investment in and the efficiency of the Indian economy?

Before answering that question, however, two caveats are in order.
First, it is important to reiterate that the higher rate of economic growth
from 1980 on is at least in part a result of the changing composition of the
national economic product. Over the last few decades, the contribution of
the slow-growing agricultural sector to the national product has declined
steadily, while the contributions of the more rapidly growing industrial
and the service sectors, especially that of the latter, have grown; the fact
that the overall economy now grows at a faster rate than it did when the
agricultural sector dominated is to an extent simply a statistical artifact
of the changing structure of the economy.® The outcome one is trying to
explain, then — namely, improvement in the rate of investment and in the
efficiency of the economy, especially of the industrial economy —is mainly
of an order that brought to an end the earlier “decade of stagnation.”
And second, some component of the improvement in the growth rate from
1980 on was clearly a function of building on a good foundation a factor
that is not readily quantified: accumulating technology, entrepreneurship,
and management; trained workers; a sufficient tax base; dense supplier
networks; and adequate demand in the economy.

What eventually triggered the upward shift in the growth rate of the
Indian economy around 1980 was a slow but sure adoption of a new
model of development. Instead of the statist and nationalist model of
development of the Nehru era, which was then accentuated in a pop-
ulist direction by Indira Gandhi during the 1970s, Indira Gandhi herself
shifted India’s political economy around 1980 in the direction of a state
and business alliance for economic growth. This change was not her-
alded loudly and has often been missed by scholars, especially because
Indira Gandhi remains deeply associated with the politics of garibi batao.
Nevertheless, as analyzed in the last chapter, evidence shows that the
post-Emergency Indira Gandhi was a different Indira Gandhi: she down-
played redistributive concerns and prioritized economic growth; sought
an alliance with big business; adopted an antilabor stance; put the brakes
on the growth of public sector industries; and downgraded the significance

30 See Wallack (2003).
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of economic planning and of the planning commission. As suits a com-
plex democracy, these changes emerged in fits and starts, and they were
often camouflaged, helping maintain some of Indira Gandhi’s credentials
as nr.n leader of the masses. The changes were nevertheless profound;
nrn% =.._<o_<nm a shift from lefi-leaning state intervention that flirted Emn_.”
socialism, to right-leaning state intervention in which the ruling elites
recommitted themselves to a more distinctly capitalist path of develop-
ment. And important economic actors within India, especially big nn_u:mm

_.En_numﬁ.ooﬂ_ these changes pretty clearly, expressing their satisfaction E”
increasing investment and helping India’s economy grow rapidly.

._._..n.ﬂ_.nno components of the new model of development that Indira
Gandhi adopted from 1980 on - and that for the most part has also
been pursued by subsequent governments -~ were prioritizing economic
growth as a state goal, supporting big business in order to achieve this
goal, and taming labor as a necessary aspect of this strategy. The shape
of the new model emerged slowly but quite, quite surely. First, let ”m
take the issue of prioritizing growth. Within six months of no_..“m: to
power, Indira Gandhi’s government put our a new industrial policy mMR-
ment that declared “maximizing production” to be its top priority.3'
wnn%nn_.. then and 1982, a year she dubbed the “year of _..._,omcnmiqm »
_=n_._u.m development strategy underwent a dramatic change: mn:mmn.::“
redistributive socialism, a move hailed by the Indian press .2 the H::nm
.n_n<n_om:..n=n was now to be pursued by a policy of “growth first,” .‘cn:mu
ing on improvements in production and productiviry.3* ,

_._E:.n Gandhi established powerful committees to study how this
major nn:._mmo_._.:n:c: was to be implemented: among them were the L. K
Jha committee to study the overhaul of economic administration; the >._,..mn_
I_._mmn:... committee to review trade; and the M. Narasimhan committee
to consider financial reforms. These three senior bureaucrats were well
regarded v« the Indian business community. In addition to this long-term
process, with its important signaling effect, numerous policy measures
were also adopted to give concrete meaning to the “growth first” polic
As already noted, these all indicated considerable convergence of in«ww
.wngnm: the government and Indian big business concerning the factors
_Er.nn__zm growth: constraints on and lack of governmental support for
business; labor activism; the inefficiency of the public sector; and the

¥t See Paranjape (1980).
3 See Nayar (1989, p. 349.
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decline in public investment, especially in infrastructure.?? Notice also
how the diagnosis within India of the factors impeding growth diverged
from that offered by the emerging “Washington consensus” on develop-
ment of the time. While there was some shared emphasis on deregulation
and the inefficiency of the public sector, Indian business and government,
for the most part, advocated a much more activist state, one that would
spend more, control labor more, and support capital more actively. The
shared elite policy preferences within India were thus clearly more pro-
business than pro-market.
Starting in the early 1980s, then, Indira Gandhi’s government initiated
a series of pro-business policy reforms. First, the government withdrew
some important constraints on big business and, going further, encour-
aged private firms to enter some areas hitherto reserved for the pub-
lic sector. The Monopoly and Trade Restrictions Act (the MRTP act),
which had effectively limited the growth of big business, was thus diluted,
removing licensing restrictions and allowing big business to expand in
such core industries as chemicals, drugs, ceramics, and cement. The gov-
ernment also encouraged the private sector to get into such areas as
power generation. While small business was not always happy with such
changes, big business welcomed them effusively.

Second, if expansion was to be encouraged, there was the question of
financing the expansion. The government initially liberalized credit for
big borrowers, but there was imuch back-and-forth on the policy.** Addi-
tional policies for the provision of finance were twofold. The government
provided some tax relief to big business to encourage investment. More

31 See, for example, the lead editorial, “All for Production,” in Economic and Political
Weekly, Review of Management, August 30, 1980. Reporting on Indira Gandhi's *two
well-publicized meetings with selected group of industrialists and businessmen,” the edi-
rorial noted that “it was . .. made quiteclear to the industrialists . . . what the government
was most concerned about just now was highet production. Of course, this precisely has
been the industrialists position always. ... [they] have been haranguing the government
abour the urgent nced to remove alleged fetters on larger preduction. . .. the Prime Min-
ister herself and her senior cabinet colleagues told the industrialists quite explicitly that
the government accepred the position. . . . the government further accepted that indus-
crialists needed to be given incentives to raise production.” Also see B.M., “FICCT's
Blueprint,” Econontic and Political Weekly, Jan. 26, 1980, p. 135, where the FICCI's
policy preferences at the time are outlined.

A few banks werc nationalized during this phase. Tt would be a mistake to take this as
a sign of continuing “socialism.” “The nationalized banks were losing money and were
nationalized — bailed out, really — after mutual agreement. Bank nationalization and
credit, however, did become a visible political issue; the government eventually tilted
some of the credit towards the countryside, where the majority of the clectorate lives.
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fragmented state power, the scope of political reordering was neverthe-
less impressive. Unlike those following the “Washington consensus,” the
Indian state in the 1980s never considered cutbacks in public expenditures
that could have been recessionary; there was instead widespread agree-
ment that public investment in infrastructure “crowds in™ rather than
“crowds out” private investment. Accordingly, Indira Gandhi sought
new revenue. Given the perceived political limitations (e.g., the inability
to tax more widely or effectively) and tax concessions to both investors
and well-off consumers — to keep up demand — the main source of new
revenue was indirect; excise and customs duties. With this new revenue,
and some borrowing at home and abroad, the government kept up the
pace of public spending (see Figure 1.2, p. 44), contributing to growth.
With revenues from direct taxes declining (because of tax concessions
to big business), on the one hand, and growing expenditures, including the
cost of modernizing defense and sustaining investment in infrastructure,
on the other, the fiscal pressure on budgets was significant. In line with
its new priorities — enhancing production mainly via the private sector -
the government sought to cut back some of its traditional expenditures.
Most significantly, it sought to limit new investments in public sector
enterprises; the new mantra instead was to improve their efficiency, in
part by better capacity utilization (read fewer labor strikes), and in part
by allowing them to revise upward the prices they charged for theit out-
put. The latter was also consistent with socialism taking a back seat.
Other changes of the same kind included cuts in subsidies to the public
distribution system and the abandonment of the Food for Work pro-
gram in 1982. While budget deficits and the size of the public debt grew
during the Indira Gandhi years, that growth was downright modest in
comparison to what followed during the Rajiv period.
Finally, one should take note of some of the changes in India’s eco-
nomic relations with the outside world.?® As an oi! importer, the second

% Many observers of India, especially those outside of India, often judge the progress of
India*s reforms or of liberalization mainly by this yardstick. This is understandable,
though for different reasons for different actors. First, some serious scholars, often
economists, are deeply convinced that global integration of an economy is the key to
improving cfficiency and growth. Armed with this theory, they often look for evidence
of external liberafization — or the lack of it = as key events that wili trigger meaningful
change. Second, there are those in the international business community, as well as their
spokesmen, whose primary interest is the opportunity for investment and trade in a
potentiatly large market like India. And finally, there are a variery of other observers -
associated with international development agencies or journalists — for whom some
combination of ideas and interests leads to rigid {or opportunistic) mindsets that one

Policies and Economic Growth 105

_un.no_nE.: price hike in 1981 increased India’s import costs significantl
wp commitment to increasing industrial growth was also going to re :.w.
importation of machinery and other technology. Anticipating a mo”_o.:.n
exchange squeeze, India entered a loan agreement with the IMF in 1 _M:
for nearly $5 billion over a few years. India’s pro-business o_mn_.nmﬂ M
already been moving in a direction that the IMF found ..n_._wc:..n i n..
though not quite the “structural adjustment” package more no_._.:m“:nm
.&o:..u.._m.&. It is notable that the IMF did not insist that India cut %:N
its public expenditures; in light of the fact that India did not owe Mn
huge sums of money to foreign creditors, and given India’s size and n”w
leverage that that provides, Indian policy makers convinced the IMF M
the need to keep up public investment in order to accele i
growth via the private sector.37 e eronomie
ﬁ:_ma. India did do was to open up the economy somewhat, both to
..o_.a_m._.. mvestors and to foreign goods. Import liberalization .ms 198
...wm_unn_n__w.. was far from trivial, bur also proved to be short-lived m,;u ,
import v___. rose sharply, without a commensurate increase in nx.o_.n ;
M_:n_.ma c:m:._nmmao.: reacted sharply to the threat of cheaper m:..ﬂo_.ﬂ_.“ E..M.
:.Mn_“_n_....._nn_ .ﬁ_.oﬁn:o:.ud d.m Indian government obliged; import restric-
s s.n._.m imposed again in the budget of 1983—4, around the same time
thac India terminated its IMF agreement, even before taking advant
of nro.?: ioan. If one ever needed evidence to support nrw claim ”__.NM
~.rn primary commitment of the Indian state at this time was to estab
lished Indian businesses rather than to any general principle of n_.om% )
free markets and a global opening, here it is. This was a partern r:m
“dn_.u_c_ﬂ repeat itself during the Rajiv Gandhi years — more o:u:._mm _nﬂan_.uln
-~ cnm.mﬂ was not fully abandoned even during the more sharply liberal

M:MMW.MN n_.”_ _..,.—u_o__ mﬂ_no._"_ommnu_.n_aﬂ_.m_n the focus on the opening of the economy to the
rid s thus understandable (or at least comprehensible).
especially if one wants ro und p omi fiae i o
apec erstand some of the key economic dynamics of such a
Woo mﬂ_muvﬁu {2001}, Chaprer 2.
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To sum up the discussion so far, Indira Gandhi during the first half
of the 1980s abandoned a commitment to redistribution and recom-
mitted herself to a “growth first” model of development. The political
underpinnings of these shifting priorities were analyzed in the last chap-
ter. These priorities, in turn, led Indira Gandhi to tilt the policy pro-
cess in favor of big business and against labor, and to restructure the
state’s own role in the economy toward growth promotion. There were
some halting efforts to open up the economy as well, While this model
adopted some of the policies recommended by the “Washington consen-
sus” on development, it was considerably more statist and more explicitly
growth-oriented; it was also more pro-business than pro-market. Begin-
ning in 1980, then, India’s nationalist-capitalist model of development
began to share some important traits with the East Asian model, in which
highly interventionist states commonly ally with business and against
labor and only selectively link their economies to the world, often more
via trade than via capital.3® Of course, state power in India is consid-
erably more fragmented and checked by democratic forces than is the
case in, say, a South Korea under Park Chung Hee. These differences
were also consequential: budget deficits remained an issue as direct taxes
were hard to collect and expenditures hard to limit; mezcifully, labor
could never be fully ramed; and the state itself remained “soft,” cre-
ating numerous problems of inefficiency in the bureaucracy and public
management. The shift in development strategy also created significant
political problems, especially that of winning the support of a majority
where the majority is poor, or near-poor, and the rhetoric of socialism
and garibi hatao is being puton the back burner; these have already been
discussed.

The growth-first, pro-business, antilabor shift initiated by Indira
Gandhi basically continued under her successor, Rajiv Gandhi. Leaving
aside a lot of rhetorical flourishes, as well as a fair amount of back-
and-forth on specific policies, Rajiv Gandhi continued the policy changes
initiated by Indira Gandhi, moving a fittle faster in some areas, a little
slower in others. By the end of his rule some significant changes in the
domestic political economy and a few changes that altered India’s links
with the world had been put in place. Most significantly, state controls
on such activities of private Indian firms as entry into production, pro-
duction decisions, and expansion in size were cased even further. Indian

19 See Kohli (2009} for 3 discussion of the nationalist-capitalist model of development
pursued in Asia in general.
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business groups were also provided significant concessions on corporate
n:.ﬂ_ personal taxes, as well as assurances about future patterns %_.. tax-
ation. On the external front, some import barriers came down, though
not dramatically; some import quotas were removed; and there s,sm moum_
currency devaluation. For the most part, however, the internal chan .
were more significant than the external ones. 5
.?nnn important political economy observations concerning the Rajiv
ﬁn:on need to be made.4° First, irrespective of what actual reforms E..“_.
implemented during this period, Rajiv Gandhi and his advisors mnnEnM
from n_.du outset to emphasize a break with the past. Whereas Indira
Dm_._n:m_.m growing embrace of big business was increasingly straining her
commitment to socialism, as noted earlier, Rajiv Gandhi dro n% the
pretense of socialism altogether and openly committed his moﬁunwwﬁ:a T
a new ...:-HB_.. beginning. Among Rajiv’s important economic adviso .
at this time were individuals like L. K. Jha, Manmohan Singh, Mont _,_M
m:.:.wr Ahluwalia, and Abid Hussain. These individuals had ,.._mo b .
critical players during the post-1980 Indira Gandhi period m_._.m_ mo:._M M_.M
ﬁ__n:... n.m_unnmm:w Manmohan Singh and Montek Singh >E=u.§=n layed
a decisive role in the policy shift of 1991, Two conclusions nrh_“u m_w-n_.:
warranted: .m:.nmmmsm continuity or change was as much a political decision
as one having to do with the substance of policy reforms; and mor
important, the decision to undertake major reform of the nnwzoa ssn
already very much on the mind of key policy makers during the HWmomm
who were then waiting for an appropriate political moment, which finall ,
emerged with the “crisis” of 1991. . !
Second, it is clear from the policy changes adopted during this phase
that the government’s commitment was first and foremost to nno_wo_....mn
mno.,.ﬁ—.. Ema_ only secondarily to some abstract notion of “openness”™ or
laissez-faire.” In spite of growing budget deficits, for example, the gov-
ernment kept up the pace of public investment, including _.=<nw=._._2mn in
infrastructure. Public spending thus helped growth not only by boostin
n_o_.:u_.a. but also by easing supply constraints. The government mn_M
nosmn._o:m_w. lowered taxes on the middle class so as to boost demand
nm_unn._u_? for consumer durables. Much of the new private m=<am=dn_..m
flew into these areas, also improving the productivity of the hitherto
heavy :.E:%J. economy. And finally, the state gor actively involved in
promoting the growth of industries such as computers and electronics
providing them supply-side support and also maintaining pressure oq“

4® For details, see Kohli (1989).
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them to stay competitive by minimizing protection. For example, Rajiv
Gandhi took a personal interest in the development of the computer
industry. He encouraged collaboration among Indian computer special-
ists at home and abroad. Rules for entry were simplified; a variety of
supports — such as technical parks - were provided; and collaboration
with foreign companies was encouraged. Major Indian IT companies,
such as Infosys and WIPRO, matured during these years, and such for-
cign companies as Texas Instruments and Microsoft established bases
in India.?* While problems of fiscal and balance-of-payment imbalances
were building up, the government was also self-consciously promoting
growth and succeeding.

Finally, it is important to note thar the policy pattern was more pro-
business, especially pro-big Indian business, than anything else. Much of
internal policy reform — such as eliminating many licensing requirements,
removing restrictions on the size of businesses, and opening up areas
reserved for the public sector to the private sector - helped big rather than
small or medium-sized private businesses. Moreover, whenever conflicts
arose over external opening, especially on issues of foreign investment,
but also on trade, the government accommodated the demands of Indian
business groups. Spokesmen for FICCI, as well as government represen-
tatives such as L. K. Jha, often reiterated that the “pace of domestic
liberalization” would continue but that “external liberalization was not
really an objective of the policy.”#*

Indira and Rajiv Gandhi dominated the Indian political economy dur-
ing the 1980s. This was also the decade in which India’s economy made
a breakthrough, moving beyond the “Hindu growth rate” to a more
rapidly growing economy. One central suggestion here is that this shift
in economic performance was triggered by the pro-business policy shift
engineered by the two Gandhis. The new growth strategy produced both
higher rates of investment and improvements in the efficiency of invest-
ment, contributing to higher growth rates, especially in the industrial and
services sectors. The government’s commitment to growth was evident,

fiest, in sustaining relatively high levels of public investment during the
1980s (see Figure 1.2, p. 44). This investment helped ease a variety of
infrastructural bottlenecks, such as those in coal, power, and railways;
it might also have contributed to a higher growth rate by providing a

41 See Ye (2007), Chapter 8. Also sce Evans (1995).
4t These quotes are from my interview with L. K. Jha. Sec Kohli (1989), p. 315.
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TABLE 2.2. Patterns of Capital Formation by Sector, 1 970-2008
(averages as percentage of GDP)

Total Gross Private Corporate Public Houschold

Capital Formation Sector Sector  Sector
1970-75§ 18.2 2.8 7.7
1 wwmlmo 22.§ 2.3 1 u”o .M.M
198085 21.9 4.5 10.2 :
- 5 B o
“mmm 90 23.7 4.5 10.5 w
990—-9§ 23.7 6.0 9.1 m.M
1995§=2000 24.8 8.0 q.o .m
2000-08 30.5 10.6 w..H 1 wm
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business fitms, the relative ease of entry also enabled new players to
emerge as giants.

If the partial impact of the changing governmental commitment to
growth can be traced via changing policies and enhanced investment, both
public and private, our understanding of why and how the productivity
and efficiency of the economy also improved remains rather diffuse.$}
Some of the underlying factors were probably unrelated to short-term
policy changes; as noted earlier, these might include the building stock
of technology and management in the economy, the establishment of
a variety of producer networks, sufficient demand in the economy, an
adequate tax base, and the presence of a sizable working class. Among
policy-related changes, firms might have become more productive by the
1980s because many of them were producing more consumer than capital
goods; technology imports were facilitated, and so was the availability
of foreign exchange, enabling ready availability of a variety of scarce
inputs and thus helping utilize industrial capacity at a relatively high
level. Domestic competition also must have put pressure on some firms to
economize, though for others a near-monopoly type of growth, and thus

achievement of economies of scale, may have helped produce a similar
outcome. The precise causal impact on productivity of such factors is
hard to establish; what does seem clear is that the shift in governmental
policies and the enhanced role of the private sector helped improve not
only the rate of investment, but also the efficiency of the economy.
While the new pro-business strategy of the two Gandhis was indeed
responsible for accelerating India’s economic growth, it also created
numerous other problems. The political problem of how to accommodate
the excluded has already been analyzed. What is worth reiterating is a
political economy problem. Given the nature of power in the Indian state,
the embrace of a state-capital-alliance-for-rapid-growth model of devel-
opment could never fully replicate the East Asian model; India’s authority
structure was and remains too fragmented, and given Indian democracy,
the underlying class basis of state power could never be too exclusively
pro-business. The clearest economic manifestation of these political traits

and with an authority that he well deserves, I. G. Patel (1992)
of course, is 2 dynamic concept and its best promoters, apart
skills and capital, are good information, competition with 2
relative stabilicy of policies and improvements in tech-
ds the domain of micro-cconomics as narrowly
petitive market”

45 Writing cloquently,
thus noted: “Efficiency,
from entrepreneurship,
level-playing field, transparency,
nology. Once again, efficiency transcen
and traditionally conceived, and requires something more than com

ip- 43).
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That India in 1991 adopted a fairly significant set of economic policy
reforms is well known. The economic reforms undertaken since 1991
have influenced both India’s industrial policy and its external economic
relations. The various industrial policy reforms — further loosening of
licensing requirements, removal of MRTP constraints, tax concessions,
further opening to private enterprise of areas hitherto reserved for the
public sector, and taming labor — are best viewed as continuation of the
winternal liberalization™ well under way during the 1980s. These reforms
also ought to be judged mainly as pro-indigenous business, enabling well-
established businesses to grow and allowing some new ones to emerge and
flourish. In light of the earlier discussion, none of these reforms should be
all that surprising. Where there was a significant element of discontinuity
was in the area of India’s external economic relations, including trade,
foreign investment, and financial relations. As is also well known, starting
in 1991 import quotas were removed (fully only in 2001), tariffs came
down slowly but surely, the cutrency was devalued, the foreign invest-
ment regime was liberalized, and various restrictions on external financial
transactions were eased. Some of these reforms helped Indian business;
others put enormous competitive pressure on them. In adopting these
external economic reforms, the Indian state was responding to a shacply
changed world, as already discussed, and in the process attempting to
establish a new social contract with Indian business: we will continue
to put our full weight behind you, but you, in turn, must become more
competitive. The underlying politics of these reforms was analyzed in the
previous chapter.

While I move to trace the impact of India’s economic reforms, the scope
onomic reforms must be kept in perspective. By India’s own
past standards, the changes were quite dramatic. In a comparative and
global perspective, however, India’s opening to the world remains rela-
tively modest.#? On the trade front, for example, tariffs did come down
significantly, but the decline began in 1987, during the Rajiv Gandhi
years, and toward the end of the millennium Indian tariffs still averaged
some 30 percent, among the highest in the world. India’s share of foreign
trade, at some 25 percent of the GDP, was also among the lowest in the
world in the early twenty-first century. The story on foreign investment
is not all that different. While the inflows in the 1990s were huge com-
pared to the past - averaging nearly $4 billion, including both direct and

of external ec

47 I listing the “modesty™ of these reforms, 1 am drawing on Nayar (2001}
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successfully to moderate the opening. Quantitative restrictions on imports
remained in place during the 1950s, and foreign investors had to meet
a variety of requirements such as minimum initial investment, export
obligations, and obligations to use local inputs. In order to comply with
WTO rules, India had to end quantitative restrictions on auto imports in
the new millennium. The fear of imports again mobilized Indian automo-
bile manufacturers. In line with the broader political economy analysis
already developed, the Indian state again obliged, limiting the damage
that unimpeded imports and foreign investment might cause to indige-
nous manufacturers. As quantitative restrictions were lifted, a variety of
new customs duties on imports of new and old automobiles were intro-
duced. Restrictions on foreign investors, including the need to use local
inputs and export obligations, were institutionalized. By the mid-zo00s,
the Indian auto industry was a lot more open than it had been dur-
ing the pre-1980 period, but the opening had been calibrated so as to
preserve the interests of indigenous manufacturers. In the words of one
analyst, global opening of the Indian auto industry “was allowed in areas
that strengthened the competitiveness of Indian automakers and rejected
when it threatened industrial interests.”

To return to the more macro issue of the rate of growth and the impact
of reform, in the words of Montek Ahluwalia, a key policy maker in
India, the reforms “were expected to generate faster industrial growth
and greater penetration of world markets in industrial products, but
performance in this respect has been disappointing.”s° With reform advo-
cates themselves expressing disappointment, the real debate in the litera-
ture is about explaining the disappointing performance. The “disappoint-
ment,” of course, has to be kept in perspective: at some 6 percent annual
growth, India’s is still among the world’s fastest-growing economies;
expotts have grown steadily, and the balance-of-payment situation has
improved considerably since the reforms. And yet industrial growth in
the two decades following the reforms did not exceed the rate achieved
during the 1980s; growth in total factor productivity during the post-
reform period also did not improve dramatically as compared to the
1980s; export growth continued to be surpassed by growing imports;
and the share of public investment declined, while the share of public
debt continued to grow. Contending explanations, as one might expect,

49 See Ye (2007), P 241.
@ See Abluwalia (2002}, p. 75-
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economy; | will return later to the issues of both why this growth has not
been more impressive and the growth of the service sector.
Several related observations further support the point that the main
dynamic underlying India’s sustained industrial growth is not so much
liberalization as it is the state’s continuing pro-business orientation. First,
contrary to what one might expect from further liberalization, the labor
intensity of Indian industry decreased steadily during the 1990s.5* Second,
the unregistered sector of Indian industry - which one presumes to be
more export-oriented and less capital-intensive — did not attract much new
investment during the post-reform period.’? Related to this, there is no
clear evidence that exports of labor intensive goods grew sharply. Fourth,
the level of concentration in private industry has increased since 1991:
for example, the market capitalization of the top ten private companies
increased from 2.2 percent of GDP in 1990 to 12.9 percent in 2004, and
sales of the top ten companies during the same period grew from 2.3 to
9.3 percent of GDP.54 And finally, the share of employment generated
by the manufacturing sector has not kept pace with the rate of growth
during the post-reform period.>$
Leaving aside the issue of private industry, public investment in India
as a proportion of total economic activity declined noticeably during the
1990s and beyond (Table 2.2, p. 109; Figure 1.2, . 44). The underlying
dynamics are not hard to understand. Given the fragmented nature of
state power in India, public authorities find it hard to raise direct taxes -
though some of this is now changing —in order to generate revenue. While
direct taxes have gone up somewhat, a variety of tax concessions to the
rich and the middle class have cut into the revenue pie, as has the decline of
import duties. The serviceand agricultural sectors remain largely untaxed.
The pressute on the expenditure side is merciless, especially the cost of

5t See Chaudhuri (2002), p- 160,

53 See Nagaraj (2003}, p. 3711,
$4 These are my own calculations. Company data was taken from Businessworld,

21 August-6 September 1998 and 27 December 2004. The sales data for 2004 were
collected from www.valuenotes.com. For one study that documents that further con-
solidation has been the main corporate response {along with growing use of foreign
technology) to economic reforms, see Basant (2000). Another more recent paper that
documents a simifar trend is Mazumdar (2008). Yet another recent study, however,
using a different data set, finds that the Herfindahl index of concentration has in recent
years become mote dispersed, especially if one includes the new entrants in the service
sector. This study also finds that older business leaders continue to be leaders in the
“post-liberalization™ era; see Alfaro and Chari {zoog).

For an argument that this is a result of the skill-intensive nature of India’s manufacruring

growth, see Kochhar et al. (20086).
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model, labor regimes in such rapidly growing countries as South Korea
have combined job security, training on the job, continuing skill improve-
ments, and strict discipline, involving repression; such a “model” is thus
neither fully desirable nor likely to be replicated in India. Third, the state
has not done nearly enough to help improve the technological efficiency
of the Indian economy. Imports of foreign technology have helped some-
what. However, with declining R&D investment in the private sector,
and with the continuing cuts in the role of the public sector, the trend is
in almost the opposite direction. Fourth, the efforts to improve India’s
human capital have been minimal. And lastly, both the incentives and
pressures on the private sector to boost exports have remained insuffi-
cient. This continuing inaction - some of it a result of political incapacity
and some due to a lack of imagination — may cumulatively help us under-
stand why the productivity growth of India’s industrial economy has not
improved during the post-reform period.

If industrial growth during the post-reform period has been less than
spectacular, the main driver of overall growth has been the service sec-
tor. By now the service sector accounts for nearly half of India’s GDP.
The category of “services” is something of a motley category insofar
as it includes such disparate economic activities as banking, public admin-
istration, hotels and restaurants, spending on education and health,
trade, communications, and business services. Data on services also
tends to be unreliable, posing problems for analysts.” Still, there is a
broad consensus in the scholarly literature, and official data supports
the claim, that India’s service sector has led India’s post-reform eco-
nomic growth {see Table 2.1, p. 86).5% Unfortunately, there is also a
consensus in the literature that much of this growth has not gener-
ated significant new employment opportunities. While scholars continue
to debate the causes of this jobless growth in services {as well as in
manufacturing, as noted earlier), it is likely that employment growth in
some subsectors is being neutralized by declining employment in other
subsectors.’?

While most services have grown at handsome rates, the truly impres-
sive growth — double-digit per annum growth — has been concentrated
in only a few subsectors, especially business services, communications,
and banking. The most significant services — that is, significant in terms

57 See, for example, Nagaraj (2009).
$% See Gordon and Gupta (2004), Dasgupta and Singh [2005), and Banga (2008).

59 See Banga (zoo08).
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of research, especially via defense industries, has fed the development of
the private sector IT industry.

Finally, a brief discussion of India’s pootly performing agricultural
sector is in order. As was evident in Table 2.1, agricultural growth in
India since 1991 has been relatively sluggish; production and income in
the urban areas have grown some two to three times faster on a per anaum
basis than income in the agricultural sector. Sluggishness in agriculture
not only is a drag on overall growth but also has serious distributional
implications; the majority of India’s working population continue to live
in the countryside, but their incomes are growing at a much slower rate
than those in the cities. While ] will return to distributional issues later, it
is important here to focus on the underlying causes of low rates of growth
in the agricultural sector.5

Critics of India’s “liberal” model of development have suggested that

slow agricultural growth in India is part and parcel of India’s global open-
ing. The evidence to support this criticism is limited insofar as import
penecration in agriculture has not been significant.®> Much stronger evi-
dence suggests instead that sluggishness in agriculture is associated with
a decline in public investment in agriculture. It can be argued that this
decline reflects the overall bias toward the private sector at the expense of
the public sector that is part of post-1991 liberalization. While this argu-
ment is somewhat more persuasive, it is the case that public investment in
agriculture started declining around 1980 and did not climb back to the
1980 level even toward the mid-2000s.64 This decline in public investment
is consistent with the suggestion that India adopted a pro-big business
model of development around 1980. Relative neglect of agriculture, in
turn, hurt agricultural growth via numerous links.

The most significant impact of low levels of public investment on agri-
cultural production was probably mediated by the relatively slow expan-
sion of agricultural areas under irrigation; important studies have docu-
mented the importance of irrigation for agricultural growth in India.®
In addition, higher rates of public investment might have improved the
quality of agricultural research and rural infrastructure. One analyst of
Indian agriculture thus concludes: “deficiency in agricultural and rural
infrastructure is the biggest problem for agricultural development. There

61 For two good analyses on which I am drawing here, see Balakrishnan et al. {2008} and
Dev (z009).
63 See Balakrishnan et al. {2008}, p. 17.

64 1bid., Table 6a, p. 22.
€5 See, for example, Vaidyapathan {zo10).
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